









	
 Home

	 Add Document
	 Sign In
	 Create An Account














[image: PDFKUL.COM]






































	
 Viewer

	
 Transcript













Economics, Commodities and Strategy Research



Top of Mind August 5, 2013



Issue 15



China Credit Concerns From the editor: The rapid pace of China credit growth, increasingly sourced from the more risky and less transparent “shadow banking” sector, has become Top of Mind. In our view, corporate credit risk warrants concern but is unlikely to trigger an imminent banking crisis. But some seem more worried. We interview Charlene Chu, who covers Chinese banks for Fitch and believes there could “absolutely” be a negative surprise in 2013. We look at ripple effects beyond China (most negative for commodities and Emerging Market economies and assets) and demystify commodity financing deals – a formerly unchecked credit channel – and the crackdown on them, which exemplifies the fine line policymakers must walk between credit restraint and economic growth.
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Why China credit growth is worrying Andrew Tilton, GS Asia Economics Research Li Cui, GS Asia Economics Research
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Lessons from the past Kenneth Ho, GS Credit Strategy



7



No crisis (yet), but action needed now Ning Ma, Gao Hua Financials Team
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Risks, triggers, and policy challenges Helen Zhu, China Equity Portfolio Strategy
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China credit: A global concern? Noah Weisberger, GS Global Markets Strategy
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Cracking down on commodity financing Max Layton, GS Commodities Research
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We believe that the risk of a near-term banking crisis is limited. But a high credit growth rate of 18% yoy is unsustainable, and will ultimately present a real systemic risk if action is not taken now.”



Until we can get out of this destructive dynamic where creditto-GDP is already 200% and the numerator is growing twice as fast as the denominator, it’s very hard to get more positive on China.”



Direct global exposure to China banking system distress would likely remain limited… but we do see potential risk to commodity demand and prices, and, relatedly, to EM economies and assets.”



Ning Ma, Gao Hua Financials



Charlene Chu, Fitch



Noah Weisberger, GS Markets



Editor: ECS Executive Committee:



Allison Nathan | [email protected] | +1 (212) 357-7504 | Goldman, Sachs & Co. Jeffrey Currie | Jan Hatzius | Kathy Matsui | Timothy Moe | Peter Oppenheimer | Dominic Wilson



Investors should consider this report as only a single factor in making their investment decision. For Reg AC certification, see the end of the text. Other important disclosures follow the Reg AC certification, or go to www.gs.com/research/hedge.html. The Goldman Sachs Group, Inc.



Goldman Sachs Global Economics, Commodities and Strategy Research



Top of Mind



Issue 15



El



Macro news and views We provide a brief snapshot on the most important economies for the global markets US



Japan



Latest GS proprietary datapoints/major changes in views



Latest GS proprietary datapoints/major changes in views







 We continue to expect robust economic activity in April-June.



We maintain that the Fed will announce tapering of its asset purchases at the September 18 FOMC meeting, but will also strengthen forward guidance, changing the “mix of instruments” rather than the level of accommodation.



Datapoints/trends we’re focused on 



Stronger-than-expected 2Q GDP and ISM, but weaker payrolls.







A reversal of about half the tightening in the Goldman Sachs Financial Conditions Index (GSFCI) seen since early May on a more dovish tone from Fed Chairman Bernanke, but FC are still too tight given current high unemployment and low inflation.



Chairman Bernanke’s Shift in Tone 25
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"...is it time to act? My answer is that it’s still too early"
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10 "If the incoming data are broadly consistent with this forecast...it would be appropriate to moderate the monthly pace of purchases later this year"
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Manufacturing sentiment declined on the back of higher costs driven by the weaker yen
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Bernanke 6/19



 A final decision on the first planned consumption tax increase – from 5% to 8% in April 2014 – in the autumn; we expect it to go ahead; deferment would risk a sovereign ratings downgrade.
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Rate Decision 6/19



 New focus on legislation required to implement growth strategies post elections; we expect promotion of capex through tax relief (in autumn) but nothing more significant at this point.
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"I think the issue has to do with, not so much with the overall accommodation, but rather, with the mix of instruments being used to provide that "In appropriate accommodation" combination, these two tools can provide the high level of policy accommodation needed"



"...it seems to me the Chairman said we'll use the patch (and use it flexibly), and some in the markets reacted as if he said 'cold turkey'"



 The end of a split Diet post the July 21 election, but broader cooperation would still be required for constitutional reforms.



Japan manuf. sentiment down for first time in 8 mos



Cumulative chg in 10Y Treasury yields around Fed events, basis pts
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Datapoints/trends we’re focused on



Source: Goldman Sachs Global Investment Research.
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Euro Area (EA)



Emerging Markets (EM)



Latest GS proprietary datapoints/major changes in views



Latest GS proprietary datapoints/major changes in views











Our EA CAI has recently shifted into solidly positive territory (note: we updated the methodology of our EA CAI, which has led to a slight upward revision in the level of the index).



We expect a broader set of policy objectives in China – tackling financial excess, corruption and environmental threats – will lead to a lower, but more sustainable growth path.



Datapoints/trends we’re focused on



Datapoints/trends we’re focused on







July business surveys consistent with rising momentum in Europe (i.e., EA manuf. PMI rose to 50.3 from 48.8), and our view of a return to positive growth in the EA in 2H2013.







Substantial declines in the “market view” of Chinese growth since the start of the year.











The ECB’s new focus on forward guidance to help contain/reverse market expectations of more tightening.



Policy tightening in EM (i.e., India and Turkey) may need to extend longer than policymakers and the market expects in order to achieve external balance.



EA Current Activity Indicator solidly in the black



Market increasingly pessimistic on Chinese growth



EA GDP and GS Current Activity Indicator (CAI)



Proxies for US Growth risk, China growth risk and EA risk, Jan-13 = 1 1.04
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China Credit Concerns The rapid pace of China credit expansion since the Global Financial Crisis, increasingly sourced from the inherently more risky and less transparent “shadow banking” sector, has become a Top of Mind concern for the global markets. Our Asian economists and strategists recently published a comprehensive look at this concern and its implications for economic growth and asset performance in China, calculating that an extreme upper-bound for total China credit losses could amount to RMB 18.6 trn/$US 3 trn. But actual credit losses are likely to be significantly lower than these worstcase figures, emerge gradually, and be partially absorbed by bank earnings or other avenues (there is ample room on the sovereign balance sheet to provide support, if required; see The China credit conundrum: Risks, paths and implications, July 26, 2013.) We first detail the crux of the concerns. In “Why China credit growth is worrying” Andrew Tilton and Li Cui of our Asian economics team take a deeper look at the worrying factors: the speed of credit expansion exceeds that seen prior to other credit crises in history, this expansion has not been matched by economic growth, and, of course, the more “shadowy” sources of much of the credit growth raise doubts about its soundness. These worries are reinforced by our credit strategist Ken Ho’s look at common traits of past credit booms gone “bad” in “Lessons from the past” – some, but not all, of which China possesses today.



Concerning credit growth… 5-year change (2007-2012 for most) in domestic credit to the private sector as a percent of GDP for a set of 181 countries



…From increasingly shadowy places Shadow banking in China as % of total corp./cons. debt and of GDP 50% 45%
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40% 35% 30% 25% 20% 15% 10% 5% 0% 2000



2001



2002



2003



2004



2005



2006



2007



2008



2009



2010



2011



2012



Source: PBOC, Wind, Gao Hua Securities Research estimates.



We then ask if is this all just a domestic problem in China, or if global investors should also be worried. In his article “China credit: a global concern?” Noah Weisberger of our global markets team addresses the potential ripple effects of a China credit crisis (and related sharp economic slowdown) abroad. He finds that commodity demand and prices and, relatedly, Emerging Market (EM) economic growth and asset performance would be most at risk, while some US assets (especially US domestic-facing equities, rates and the dollar) could potentially rise amid the China fallout.



Commodities exposed China net imports as a % of global imports 30%
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61.5% chg in credit/GDP



Source: World Bank WDI database.



So who and what should we be most concerned about? In “Risks, triggers, and policy challenges” Helen Zhu, our chief China equity strategist, determines that parts of the corporate sector are the greatest source of credit risk (overcapacity sectors and local government financing), identifies catalysts that could cause things to go bad (i.e., unintentional consequences of intentional policy tightening) and highlights that the impact on economic growth and asset performance will depend highly on government actions (the more proactive in tackling reforms, the more negative for near-term growth and asset returns, but the more positive over the medium term). All that being said, Ning Ma, Gao Hua financials analyst, argues in “No crisis (yet) but action needed now” that the risk of an imminent banking crisis is low, but steps need to be taken now to prevent the further build-up of systemic risks. However, not everyone is as convinced about the imperviousness of Chinese banks to credit troubles in the near term. We interview Charlene Chu, who covers Chinese banks for global ratings agency Fitch. Although she believes that the government should have the “fire power to deal with short-term problems”, in her view there is “absolutely the potential for a [negative] surprise” and “there’s no way that a major problem in shadow credit wouldn’t have a very significant impact on the banking sector itself.” Goldman Sachs Global Economics, Commodities and Strategy Research
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Source: GS Global Investment Research, CEIC, WBMS, IEA, China National Bureau of Statistics, EIA, NDRC, BP Statistical Review, USDA, FAO.



Finally, Max Layton of our commodities research team highlights how unorthodox credit channels – gone unchecked – can have unintended consequences. In “Cracking down on commodity financing” he helps demystify the significant impact that Chinese commodity “financing deals”, which use high value-to-density commodities to access a cheaper source of credit, have had on the commodity markets. In his estimation, such deals meaningfully boosted demand and ultimately prices for certain commodities, such as copper. And, just as importantly, a crackdown on such deals in recent months has begun to have the opposite, negative result. Whether authorities will be as effective in controlling credit growth through other channels – without unintended consequences for the economy – remains the key question.



Allison Nathan, Editor Email: [email protected] Tel: 212-357-7504 Goldman, Sachs & Co.
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Interview with Charlene Chu Charlene Chu is a Senior Director in the Financial Institutions Group at Fitch Ratings, based in Beijing. She oversees the credit ratings of Chinese banks and other financial institutions. Before joining Fitch, Ms. Chu was a Senior Analyst in the emerging markets group at the Federal Reserve Bank of New York. Below she shares her concerns about China’s rapid credit growth. The views stated herein are those of the interviewee and do not necessarily reflect those of Goldman Sachs. Allison Nathan: How large has the recent credit expansion in China been and how worrisome is it? Charlene Chu: Most people who look at China are aware that there has been a credit boom underway since 2008, but it’s been going on for so long that people often forget the scale, which is important because the numbers are really off the charts, beyond anything we’ve seen for such a large economy. Our measure of credit-to-GDP showed that we were at close to 200% at the end of 2012. That’s up over 70 percentage points in four years, from the end of 2008. You don’t see increases in that ratio of that magnitude in such a short amount of time without there usually being some sort of asset-quality problem in the financial sector. If you look at what happened in the UK or the US from 2002 to 2007 or at Japan in the late ‘80s or South Korea prior to their crisis in the ‘90s, the increases in their ratios were all roughly 40 to 50 percentage points. So the sharp and rapid increase in the ratio in China, which continues to climb this year, is sending a very cautionary signal. I think people also forget the scale in nominal terms. From the end of 2008 until the end of 2013, banking sector assets will have increased about $14 trillion. That’s the size of the entire US commercial banking sector. So in a span of five years China will have replicated the whole US banking system. What we’re seeing in China is one of the largest monetary stimuli on record. People are focused on QE in the US, but given the scale of credit growth in China I believe that any cutback could be just as significant as US tapering, if not more. Allison Nathan: How vulnerable is China to a banking crisis? Charlene Chu: When you look at crises elsewhere, a lot of the same precursors are present in China. I just highlighted one, in terms of a large run-up in credit that is not matched in GDP growth. Others include a very aggressive expansion of shadow credit, massive investment in property leading to a bubble in some locations, weak risk management at banks, and heavily statedirected financial and corporate sectors. Another very important issue in China that isn’t cited often enough is moral hazard. There is tremendous confidence in the ability and the willingness of the Chinese Communist Party to bail everyone out. But as the system gets bigger and bigger, there are more questions about how feasible that is. On top of all of these financial system issues, China’s growth model is peaking out. A few years ago nominal GDP growth in China was in the mid-teens. In that type of environment, problems can easily get papered over. It’s only when growth slows that the challenges really start to surface. That’s essentially where we are in China right now. In Fitch’s view, all of this does make the country much more susceptible to a crisis. Allison Nathan: Are there any differences between China today and crisis-stricken countries in the past that make China less vulnerable to a crisis? Charlene Chu: A crisis is certainly not pre-ordained. China has some unique features that mitigate some of these risks and Goldman Sachs Global Economics, Commodities and Strategy Research



contribute to a more stable environment than in other emerging markets. Specifically, China’s financial sector is funded primarily by domestic deposits, so there isn’t that reliance on overseas or FX funding that exists in Eastern Europe or was present in some of the Asian countries in the ‘90s. China also has a closed capital account, which means that savings are captive in the domestic financial sector. In addition, we have a system dominated by stateowned banks lending to state-owned companies. In that climate, everyone is part of one big family, so there’s more tolerance for non-payment, forbearance, etc. The Chinese government also is very active behind the scenes – both at the local and central levels – whenever small fires appear to prevent them from spreading, for example, a guarantee company blowing up or a trust product defaulting. In the end, all of this contributes to a more stable financial environment. That’s the advantage. The disadvantage is it allows this unhealthy, imbalanced dynamic to go on longer and further than it would in other countries. Allison Nathan: Could there be a crisis in 2013? Charlene Chu: These things are difficult to predict and even more so in China. Even though we have features that contribute to greater stability, the underlying characteristics that have preceded other crises are present. On a day-to-day operational basis, we’ve got a growing amount of questionable transactions taking place within shadow banking, in terms of both non-bank credit extension as well as bank issuance of wealth management products (WMPs; essentially, the informal securitization of bank assets into a second balance sheet). In Fitch’s view, there’s absolutely the potential for a surprise from these areas because we don’t have enough visibility and the numbers aren’t small – about 50% of all new credit extended in China in 1H13 came through non-loan channels. Allison Nathan: What role does shadow banking play and how risky is it? Charlene Chu: Shadow finance is very risky in our view. There are only two real upsides to shadow finance in China – providing access to credit to small- and medium-sized enterprises (SMEs) that have a difficult time getting bank loans, and offering savers a higher real savings rate that, in turn, will hopefully lead to more consumption and greater rebalancing of the economy over the long term. But beyond these two advantages, this is quite risky business. That’s because we have very little information about who the lenders and borrowers are, what the quality of the assets is, or what’s being transferred by banks onto their second balance sheets. When it comes to non-bank credit extension, the players are usually quite small institutions with unsophisticated risk management. Many of their credit decisions are relationship-driven, and there’s often heavy political influence in that process. You can see how you could quickly start to have widespread misallocation of capital through that channel. On top of these concerns, the proliferation of shadow banking is leading to more decentralization of the financial sector. If you go back a decade ago, 80 to 90% of all intermediation was taking place through the banks. The government had very open and direct lines of communication with those banks and, when they made a policy decision, the banks 4
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would fall into line pretty quickly. Now, you’ve got tens of thousands of guarantee, leasing, and finance companies, as well as countless informal financial institutions that don’t really report to anyone. This is undermining the effectiveness of China’s traditional monetary policy tools. Also, a very critical, but often overlooked, risk from shadow finance is how it is undermining the accuracy of the data that everyone looks at to assess the health of the financial sector. As shadow banking gets bigger, we have more and more activity taking place in this black box where nobody really knows what’s going on. This is starting to lead to a significant divergence between the picture that’s portrayed in bank financials/ macro indicators and reality. How much signaling value does a 1% NPL ratio have when more than one-third of all credit now resides outside banks’ loan portfolios? This creates a lot of potential for policy missteps and misjudgments by investors and analysts. Allison Nathan: Would trouble in the shadow banking sector necessarily negatively impact the formal banking sector? Charlene Chu: There is a misconception in the market that the banking sector and the non-bank sector are separate, and therefore that banks are insulated from what happens in the nonbank sector. In reality, banks tend to be involved in about 75% of all of non-loan credit extension. So there’s no way that a major problem in shadow credit wouldn’t have a very significant impact on the banking sector itself. Allison Nathan: What actions, if any, are authorities taking to get a better handle on shadow banking? Charlene Chu: There have been a number of new rules and regulations this year aimed at addressing the rapid growth in shadow credit. We’ve seen these measures begin to take a toll on the amount of credit being extended. But it’s still too early to tell if that’s just temporary because banks and borrowers have generally been very creative in finding ways around these kinds of rules. If the authorities truly want to rein in shadow credit, there will likely be a significant hit to overall credit growth, and, ultimately, economic growth. So the real question is not, “what are the authorities doing about shadow finance?” But rather, “what is their appetite to take the pain that will come with cracking down on it?” That’s the real unknown. We can see that they are aware of the issues and have a willingness to do something about it, but we don’t know what their threshold for pain is. Allison Nathan: Has the recent volatility in interbank rates been related to the government crackdown on shadow credit? Charlene Chu: Yes. There is always seasonal tightness in liquidity in June. But this year, rather than inject liquidity to keep interest rates steady, the central bank chose to hold back. That decision was partly aimed at reining in shadow finance by constraining the liquidity available to fund new credit. It was the ambiguity surrounding this change in central bank behavior that created so much uncertainty and drove interest rates up. In the past, the PBOC could always be relied upon to inject enough liquidity to maintain financial stability, but suddenly they seemed to have a new, competing policy objective – cracking down on shadow finance. It really caught people off guard, and there was uncertainty as to how far they were willing to go. The events of June highlight just how tight liquidity has become in the Chinese banking sector. Before the global financial crisis, liquidity among Chinese banks was abnormally strong. You had a banking system that was funded almost entirely by domestic deposits that were abnormally sticky because there was nowhere else for depositors to invest their money, while the Goldman Sachs Global Economics, Commodities and Strategy Research



fixed deposit-rate regime meant depositors gained nothing from moving their money from one bank to another. That created an environment where banks essentially had no liabilities. In that kind of climate, it doesn’t matter what your asset quality is because you never really face any cash payout obligations, so you can carry a 40% NPL ratio for years and it doesn’t matter. That was one of the secrets to stability in China through past asset-quality problems. However, since the global crisis, the liquidity position of Chinese banks has deteriorated as large amounts of liquid assets were deployed into credit, and as deposit growth has slowed in tandem with GDP growth and the narrowing trade surplus. Depositors also are becoming more mobile as new investment options open up. The result is that banks have growing amounts of liabilities to meet, but a dwindling amount of liquid, cash-generating assets to draw on. Banks have increasingly filled this gap by borrowing from the interbank market. But when that market shut down in June, rates spiked and smaller banks found themselves in very stretched positions. Deterioration in bank liquidity has been one of the most significant developments in the Chinese financial sector in decades, almost as significant as the current credit boom itself. Allison Nathan: Do you agree with the PBOC’s actions here? Charlene Chu: Given the lack of success with the rules and regulations-based approach, using interbank liquidity is more effective because it immediately reduces the funding available for all types of new credit, including shadow credit. But this tool is blunt and can have immediate, dramatic effects, which I think the authorities underestimated. There was also some misjudgment as to how tight liquidity already was. Allison Nathan: Is there any near-term risk to further changes in Fitch’s sovereign or bank ratings for China? Charlene Chu: Following our sovereign local currency downgrade in April, we left the outlooks on the local and foreign currency ratings of the sovereign on stable for the coming rating horizon, which is essentially one year. We felt we had seen enough deterioration to warrant a downgrade, but that the situation was unlikely to get really out of control over the coming year since the authorities have a fair amount of firepower to deal with short-term problems. On the bank side, in February we downgraded three banks’ viability ratings, which are the intrinsic financial strength ratings of the banks, independent of any state support. There is continuing downward pressure on the viability ratings of Chinese banks, in particular the mid- and lower-tier banks, which have been growing more aggressively, have large off-balance-sheet exposures, and have much thinner liquidity. So, yes, there could be more negative rating action on the bank side over the coming year. Allison Nathan: What would make you more positive? Charlene Chu: Until we can get out of this destructive dynamic where credit to GDP is already 200% and the numerator is growing twice as fast as the denominator, it’s very hard to get more positive on China. That means that at the top of my list is stabilization in the credit-to-GDP ratio. In my view, what we have in China is really a growth problem that is manifesting itself in financial sector issues. Since 2008, the financial sector essentially has been stepping in to hand out a bunch of credit to paper over a structural decline in external demand and to inflate domestic demand for infrastructure and property. China must to get to a point where it can get back on a healthy growth path that is not dependent on massive amounts of credit every year. Absent this, everything else is secondary, including policies to improve the soundness of shadow finance or financial sector liberalization. 5
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Why China credit growth is worrying Andrew Tilton and Li Cui of our Asia economics team explain why investors worry about China’s credit boom China’s high and rising leverage has generated significant attention and concern from the Asian and, increasingly, global markets in the past few years, and even more so in late June as a short-term liquidity crunch served as a reminder of the stresses in the financial system. With a debt-to-GDP ratio of over 200%, China has accumulated more debt than most EM peers, reflecting the 2009-2010 stimulus, previous leadership’s emphasis on high economic growth, and low real interest rates in recent years. From a macro perspective, several aspects of the credit boom warrant concern:



implies that these activities operate completely outside of regulatory supervision, this is inaccurate. Most of the financing, including trust activities, is regulated, and some elements (the corporate bond market in particular) are inherent to a diversified financial system. Nonetheless, the rapid growth of this sector, the relatively low experience of some of the lenders, the lack of transparency in many parts of the system, and implicit government guarantees to some borrowers raise questions about the quality of lending that has occurred.
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Policy decision: growth vs. leverage



Debt-to-GDP ratio, 2012 (percent of GDP)
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Source: PBOC, Gao Hua Securities, GS Global Investment Research.



Less indebted than DM, but more than EM peers



400



149



150



2000



1. Leverage has been increasing rapidly. Rapid credit growth tends to be associated with easing credit standards, and thus can be a signal of increasing credit risk, though that depends greatly on the specific structure and regulation of the local financial sector. The recent buildup in leverage in China has been quite rapid, particularly in the corporate sector. Over the past five years (2007-2012), the debt-to-GDP ratio has increased by 56 percentage points (pp), among the fastest increases in the world. This compares to 66 pp in Thailand and 40 pp in Malaysia in the five years prior to the Asian crisis, or 46 pp in the United States in 2002-2007.
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The Chinese leadership is well aware of the risks of letting rampant credit growth go unchecked. Though the government has fiscal scope to absorb the potential bad debt if this were required, unchecked leverage buildup could increase the ultimate costs. Policymakers have taken several regulatory actions within the past few months to curtail excesses in various parts of the non-bank financing system, including measures to tighten the cost of funding in the interbank market. Although the People’s Bank of China (PBOC) issued a calming statement following the spike of interbank rates in late June and rates have come down significantly since then, we expect monetary conditions to remain somewhat tighter than before, slowing credit and broad money growth.
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Source: BIS, IMF, National statistical offices, World Bank.



2. Credit’s effect on growth appears to be diminishing. This is especially evident over the past year, when credit growth has accelerated while GDP growth has slowed. Besides other growth headwinds – in particular, weak demand from trading partners – the apparent decline in growth efficiency from fixed asset investment financed by leverage build-up is a key concern. An increasing amount of new credit appears to be spent on acquisition of land and existing assets rather than on the creation of new assets, dampening the growth effects. 3. An increasing share of credit comes via non-traditional channels. Non-bank financing channels (often referred to collectively as “shadow banking”) have grown from just over 20% of new credit extension five years ago to roughly half today (for more details on what encompasses “shadow banking” in China, see page 10). Although the term “shadow banking” Goldman Sachs Global Economics, Commodities and Strategy Research



This tightening in financial conditions in recent months, both from domestic funding and exchange rate appreciation, prompted us to revise down our China growth forecasts (to 7.4% in 2013 and 7.8% in 2014). While external factors such as economic conditions in the developed world, are critical, credit growth and policies towards it will be a key domestic factor affecting China’s near-term economic outlook.
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Lessons from the past



How do credit booms and banking crises past inform us about China’s situation today, and, in particular, how worried we should be? Past experiences suggest that there is some reason to be concerned because China exhibits some key traits of past credit booms gone “bad” – those that end in crises – which have generally been very costly to clean up. But the news is not all bad. Not all booms lead to crisis Past episodes suggest that rapid credit growth increases the probability of – but by no means guarantees – a banking crisis. For example, a recent study by the IMF that looked at 175 episodes of credit booms in 170 countries between the 1960s and 2010 found that about a third of the episodes resulted in financial crises, and of those episodes that did not lead to a crisis, over a third still suffered an extended period of below-trend economic growth. That being said, just less than a third of the credit booms seemed to have little negative impact at all, instead resulting in sustained financial deepening that benefited long-term economic growth. Although it is admittedly difficult to tell “bad” from “good” booms in real time, the authors of the study found that around half of the “bad” booms had one of the following three characteristics: (1) credit boom lasting longer than six years, (2) annual rate of increase in credit-to-GDP ratio exceeding 25% during the boom, or (3) creditto-GDP ratio higher than 60% heading into the boom.



Around 1/3 of credit booms end in crisis Result of 175 credit booms under IMF study between 1960-2010 Followed by economic underperformance? No
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118



67%



Yes



16



9%



41



23%



57



33%



Total



70



40%



105



60%



175



Percent of Percent of Percent of total Number total Number total cases cases cases



Source: Dell’Ariccia, Igan, Laeven and Tong, “Policies for Macrofinancial Stability: Dealing with Credit Booms and Busts”, IMF Staff Discussion Note 12/06, June 2012.



For comparison, China is in year 5 of its boom that started at the end of 2008, corporate leverage-to-GDP (including LGFV leverage) has risen at an annual rate of just under 10% per annum (and total leverage about 15% per annum on average), and the starting point of the credit-to-GDP ratio was well above 60% – corporate and LGFV leverage together accounted for 113% of GDP at the end of 2008, and total leverage was slightly above 150% of GDP. So, while not all signals are flashing “red”, at least some are.



less stable and its withdrawal can have additional consequences for macro stability. In a floating exchange rate regime, depreciation results; in a fixed rate regime, reserve depletion can be rapid and result in large and abrupt exchange rate devaluations. If sovereigns or corporates have borrowed in foreign currency, the debt problem is compounded. But China policymakers can give a sigh of relief on this issue; China seems well insulated from these concerns given low external funding. Banking crises can be expensive to clean up… Policymakers, after the onset of a banking crisis, have a range of options on how to contain and remedy the situation. These options include liquidity support, bank recapitalization, nationalization, nonperforming loans (NPLs) carve-outs and sovereign guarantees (on bank liabilities and/or deposits). The costs involved in resolving banking crises over the past 25 years show a wide range of outcomes. According to an IMF study on banking crises, costs borne by the government range from as high as 57% of GDP in Indonesia in the late 1990s to as low as a low-single-digit percentage of GDP in the Norwegian and Swedish banking crises of the early 1990s.



A wide range of past crisis outcomes Examples of banking crises outcomes over the past 25 years (% of GDP) Iceland 2008



0.6



0.5



Peak NPL (% of GDP)



Ken Ho from our credit strategy team looks at what credit booms and crises past can tell us about China today – be (somewhat) concerned



0.4



Russia 1998 Japan 1997



0.3



Malaysia 1997



Korea 1997 Turkey 2000



Philippines 1997 China 1998 0.2 Mexico 1994 Norway 1991 Brazil 1994 Greece 2008 Finland 1991 Sweden 1991 0.1 USA 2007 UK 2007 Spain 2008 Netherlands 2008 0 0 0.1 0.2 0.3



Thailand 1997 Indonesia 1997



Ireland 2008



0.4



0.5



0.6



Fiscal Cost (% of GDP)



Source: Laeven and Valencia, “Systemic Banking Crises Database: An Update”, IMF Working Paper, June 2012, Goldman Sachs Global ECS Research.



…and fiscal costs are not the only ones The effects of a banking crisis are not only fiscal, but also include output loss and a potential increase in public debt. The IMF study on banking crises estimates a median output loss (relative to the pre-crisis trend) from past crises of just under 25% of GDP. In many cases, there was a corresponding increase in public sector debt, with the median increase being 12.1% of GDP. On net, government coffers, economic growth, and public debt all tend to take a big hit from “bad” booms. In China’s case, this is far from an inevitable scenario, but one worth worrying (somewhat) about.



External borrowing = crises more likely, more costly



Kenneth Ho, Senior Credit Strategist Other studies have noted that “bad” credit booms tend to be associated with large foreign capital inflows.1 Foreign capital is 1



Email: Tel:



[email protected] +852-2978-7468



Goldman Sachs (Asia) L.L.C.



See Reinhart, Rogoff (2008), “Banking Crises: An Equal Opportunity Menace” and Calderon, Kubota “Gross Inflows Gone Wild: Gross Capital Inflows, Credit Booms and Crises” (World Bank Policy Research Paper 6270, November 2012.
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No crisis (yet), but action needed now Ning Ma, Gao Hua financials analyst, believes that a near-term banking crisis is unlikely, but that China needs action now to prevent a further build-up in systemic risks We believe that the risk of a near-term banking crisis is limited. But a high credit growth rate of 18% yoy is unsustainable, and will ultimately present a real systemic risk if action is not taken now. Limited crisis risk, at least near term We believe that the risk of a near-term banking crisis is limited and could be prevented for the following reasons:  China has low consumer and central government debt, which suggests that the new leadership has room to stimulate the economy through encouraging consumer credit or loosening the currently imposed home purchase restrictions (especially on housing upgrades), or through increasing government spending.  The PBOC has the ability to cut the reserve requirement from a current high of 20% to release liquidity.  LGFV risks are manageable given (1) total exposure is relatively small, about 25% GDP; (2) the sizes of land reserves and the state-owned asset pool are large; and (3) China started the second audit of LGFV debts nationally, which we view as a positive step to ring-fence the risks. In particular, we believe that LGFV risks are manageable if China imposes fiscal discipline by putting LGFV debts into budget review.  China banks have built up a sizeable provision cushion that could cover an additional 3% of non-performing loans (NPLs) from currently 1%. This cushion and China banks’ strong profitability suggest that bank balance sheets would be able to withstand a NPL cycle, albeit a relatively modest one (i.e., we estimate that listed banks would be able to digest the losses if a further 3% of total existing loans turn out to be new NPLs, assuming that 65% of the value of these loans would be losses).



loan/deposit cap, which may force banks to securitize credits through WMPs and interbank channels amid slowing forex inflow. Specifically, we estimate that corporate debt/GDP could rise to 173%, 183% and 193% in 2013E/14E/15E, respectively, from 164% in FY12 and 113% in FY08. Without any interest rate cuts, the corporate borrowing costs/GDP ratio could rise to an unsustainably high level in 2014E/15E, similar to 2011 when SME (small, medium-sized enterprises) NPLs/bankruptcy surged, and to 1996 before the Asian financial crisis. We believe that such a rapid credit expansion not sustainable, and raises two key concerns:  In the near term, the ongoing tightening in shadow banking prudential norms could lead to some short-term credit tightening, and slowdown in M2 money supply and GDP growth. For instance, we believe that the recent interbank rate hike and CBRC examination of rural banks’ commercial bill discount loans practice could cause a slowdown of M2 and credits in 2H13.  Over the longer term, the further rise of corporate leverage is not sustainable; potential over-investment in many industrial sectors could lead margins and profitability of corporates to decline and NPLs of corporates to rise; relatively weak underwriting standards and lack of transparency of shadow banking credits suggests problems are likely to surface over time; and shadow banking credits would face higher liquidity risk than bank loans should conditions continue to tighten.



The high cost of shadowy credit % of GDP 14% Total corporate financing cost incl. shadow banking



13%



Corporate loans' cost



12% 11% 10% 9% 8% 7%



Comforting cushion



5%



2015E



2014E



2012



2013E



2011



2010



2009



2008



2007



2006



2005



2004



2003



2002



2001



2000



1999



4%



1998



2013E 1.82% 1.72% 1.71% 1.77% 2.04%



1997



2012 1.83% 1.80% 1.86% 1.75% 2.00%



1996



2008 1.30% 1.31% 1.43% 1.20% 1.44%



1995



2007 0.87% 0.90% 0.99% 0.72% 1.15%



1994



Sector average H Share Average Big Bank Average Shareholding Bank Ave. City Bank Average



6% Estimated general provision coverage 2009 2010 2011 1.24% 1.44% 1.70% 1.29% 1.47% 1.70% 1.47% 1.64% 1.78% 1.16% 1.38% 1.66% 1.23% 1.41% 1.74%



Source: PBOC, Gaohua Securities Research estimates. Source: Company data, Gaohua Securities Research estimates.



But credit a growing concern Despite a stable bank credit growth target of 14% to 15% yoy set by the PBOC, we estimate that China system credits are growing by roughly 18% yoy mainly due to rapid growth of shadow banking credits. Most of these credits have been extended to the corporate sector, including local government financing vehicles (LGFVs), in contrast to US shadow banking activities, which largely consist of mortgage-backed securities (MBS) and consumer-related credit. Although regulators have recently adopted some prudential measures to control shadow banking credit growth, we forecast a continued high growth rate of shadow banking credits and overall system credits in 2013/2014, as we believe many fundamental reasons for high shadow banking credit growth have not been addressed, including: (1) the strong credit demand fueled by relatively lower borrowing rates than about 10% nominal GDP growth rates, (2) further interest rate deregulation to encourage credit disintermediation, and (3) a strict maximum 75% Goldman Sachs Global Economics, Commodities and Strategy Research



Action needed now We believe it is critical for China to take actions and reforms now to constrain further systemic risks build-up, by:  Achieving economic rebalancing by stimulating consumer credit and consumption while limiting corporate leverage and investment growth. We are encouraged that government policies are moving in this direction, and believe China can further reform property tightening policies to allow consumers to upgrade their home, while imposing property taxes;  Implementing further fiscal reforms to allow municipal bonds while putting LGFV debts into local government’s budget review process to improve fiscal discipline and transparency;  Removing L/D ratio cap to reduce banks’ over-reliance and incentives for informal loan securitization to generate deposits.
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Who regulates the financial system? Ministry of Finance (MOF) Central Huijin Investment



People’s Bank of China (PBOC) State Adm. of Foreign Exchange (SAFE) Nat’l Assoc. of Fin. Mkt. Inst. Investors (NAFMII)



Regulates Enterprise Bonds



Insurance Holding Firms



Personal Insurance Firms



Enterprise Annuities



National Social Security Fund



Ministry of Human Resource and Social Security (MHRSS) Insurance Holding Firms



Insurance Agency/Broker



• Finance companies of enterprise groups



• Postal savings bank



Other Financial Institutions



Insurance Asset Mgt. Firms



• China Huarong Corporation AMC



Financial Asset Mgt. Companies



• China Developmental Bank



• Trust companies



• Village or township banks



State Policy Banks



Reinsurance Firms



China Insurance National Development and Reform Commission Regulatory Commission (CIRC) (NDRC)



National People’s Congress State Council



Future Firms



China Securities Regulatory Commission (CSRC)



Investment Funds/Banks QDils/ QFils



China Banking Regulatory Commission (CBRC) Securities Firms



Futures Exchanges



• Urban credit cooperatives



• Financial leasing companies



• China Great Wall Corporation AMC



• China Orient Corporation AMC



• Export-Import Bank of China • Rural mutual cooperatives



• Agricultural Development Bank of China



• Auto finance companies



• Money brokerage firms



• China Cinda Corporation AMC



• Lending companies



New-type Rural Financial Institutions



Stock Exchanges



• Large commercial banks • Rural credit cooperatives



Small and Med. Size Financial Institutions



• Joint-stock commercial banks



Commercial Banks



• City commercial banks



• Rural cooperative banks



• Rural commercial banks • Foreign banks



• Consumer finance companies



Notes: The thickest connecting lines correspond to the highest levels of authority in financial policy making. The NPC promulgates all financial sector laws and the State Council executes financial regulation and issues mandatory policy directives to all the financial regulatory and supervisory agencies. The dotted connecting lines indicate the three primary functions of the PBOC —formulating monetary policy, maintaining financial stability, and providing financial services— and the triple role of the MOF as tax administrator, treasurer, and owner of several commercial banks. The thinner connecting lines emerging from CBRC, CSRC, CIRC, and MHRSS reflect that these entities are mostly responsible for regulating and conducting supervision and oversight of their respective financial sectors. The SAFE is responsible for foreign exchange operations of securities and insurance companies. Central Huijin exercise rights and obligations as an investor in major state-owned financial enterprises on behalf of the State. The National Social Security Fund has also a dual role as an institutional investor and a stakeholder in some of the largest commercial banks. The NDRC regulates enterprise bond issuance, the CSRC regulates corporate (listed co. and LLC) bond issuance and the National Association of Financial Market Institutional Investors (NAFMII) that is supervised by the PBOC regulates corporate CP and MTN.



Source: Das, Cihak, Lu, “The People’s Republic of China: Financial Stability Assessment Report”, IMF Country Report No. 11/321, November 2011, Goldman Sachs Global ECS Research.



WHAT ABOUT THE COMMUNIST PARTY OF CHINA (CPC)?



Source: Elliot, Yan “The Chinese Financial System”, John L. Thornton China Center at Brookings, July 2013.



The Chinese Communist Party has considerable influence over personnel decisions at the financial institutions and their activities, such as the granting of large loans. The highest executives in the banks are all appointed by the Organization Department of the Party, comparable to the manner by which all high-level local government officials and central government officials are appointed. In practice, all executives in the large state-owned financial institutions are high-level government officials who have political ranks similar to local and central government officials. Many bank executives ultimately aspire to top government jobs.
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Shadow banking… A brief history of the banking sector in China: Shadow or not In 1978, the People’s Bank of China (PBOC) functioned as both the central bank of China and as the only commercial bank. In the 1980s, four state-owned banks were established out of parts of the PBOC: the Bank of China (BOC), the Agricultural Bank of China (ABC), the China Construction Bank (CCB), and the Industrial and Commercial Bank of China (ICBC). The PBOC has functioned as a more traditional central bank since then, without significant direct commercial banking functions. During the late 1980s to early 1990s, joint-equity banks were founded by raising money from both the government and the private sector. They are not completely privately owned, but the government’s stakes in them are significantly less than the government’s stakes in the “Big Four” state-owned banks. A number of smaller and local banks have since developed. Historically, the supply of credit in China has been channeled mostly via the state-dominated banking system. But over the past five years, there has been rapid growth in credit from the non-bank sector, or the so-called “shadow banking” sector. Shadow banking credits in 2012 accounted for 24% of the total credit balance to corporates and consumers (but 39% of the flow of new credit that year). The pace of shadow banking growth in China and the opacity of the products means that it provides a source of latent risk. For more details, please see Ning Ma’s February 26, 2013 report titled “Casting a light on shadow banking.” Defining shadow banking in China There is no formal definition of shadow banking in China, but a common understanding is that shadow banking encompasses credit exposures that are sourced from outside of the formal banking system. This does not necessarily mean that these types of lending are unregulated or uncontrolled, although some shadow banking sectors do carry higher risk. Adopting this definition means that shadow banking incorporates the following types of lending: Corporate Bonds: While corporate bonds are often included in the classification of shadow banking, they are relatively speaking a better regulated and more transparent area of shadow banking, with positive selection bias in that only the better credit quality companies (non-LGFV) are able to issue corporate bonds with low funding costs. Three regulators each regulate a sub-segment of the broadly-defined corporate bond market: NDRC (Enterprise bonds issued largely by the SOEs and LGFVs), CSRC (Corporate bonds issued by listed companies and limited liability companies) and PBOC (Corporate commercial paper (CP) and medium-term notes (MTN).) Trust Loans: Trust companies can use trust funds to extend a loan to a corporate (LGFV or non-LGFV). The corporate provides a guarantee on the trust loan and/or collateral to the trust. This is regulated by the CBRC. There is no recourse to the issuing trust company. Trust products are typically sold to high net worth individuals and professional investors; the incentive for participating is an interest rate that has been historically 100-200 bps above the regulated bank deposit rate. Entrust Loans: Entrust loans allows corporates to lend to each other. If Corporate A wants to lend to Corporate B, they can do this through a bank by using an entrust loan structure. The bank acts purely as a book entry entity, and Corporate A will bear all credit risk from lending to Corporate B. Regulated by CBRC. Micro lending and pawn shops: Micro lenders and pawn shops are smaller, regulated parts of shadow banking. The outstanding amount is comparatively small, and they target individuals/small businesses. Informal Lending: This is an unregulated sector, and often used for SME lending. They do not have financial institutions acting as intermediaries or as book entry entities. What about wealth management products (WMP)? WMPs are often described as part of shadow banking, but are in reality a distribution channel. WMPs are retail products sold to individuals with certain minimum deposit balances, either through bank branches or through securities brokers. The WMPs invest in a range of underlying products, which typically provide a fixed income return. These products include corporate bonds, trust loans, interbank assets, securitized loans from the banks’ loan book, and discounted bills, amongst other assets. The WMPs are managed by the banks/brokers, and the banks/brokers typically do not provide guarantee for the payment of interest or principal. Any WMPs that are not principal guaranteed are off balance sheet for the banks/brokers. WMPs issued by the banks fall under CBRC regulation, and WMPs issued by the brokers fall under CSRC regulation. Often times, a bank may purchase a corporate bond or other product, and inject it as one of numerous products that comprise a WMP to resell to the individual. This has resulted in lack of transparency on WMP underlying products and some mismatch of tenor issues. WMPs’ recent popularity has been underpinned by both attractive return yields vs. bank deposits, and some perception of implicit guarantee by their sellers (banks or brokers), partly due to the lack of significant prior default precedent (as the sellers did indeed cover some prior losses voluntarily) and partly as the sellers often tend to be state owned businesses. Source: Goldman Sachs Global ECS Research, Gao Hua Securities. Special thanks to Ken Ho and Ning Ma and teams.
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…out of the shadows Overview of shadow banking activities in China Source of Funds (deposits)



Use of funds (borrowing)



Credit Intermediation



Traditional commercial banks (intermediated) Deposit taking banks, group finance companies and financial leasing companies, take Households/ deposits, Corporations originate and hold loans



Households/ Corporations



Regulators



NPL loss absorption



CBRC/PBOC on CAR, L/D, RRR, NPLs, lending standards, etc



Banks recover/restruture NPLs, and use profits to absorb losses



Shadow Banking activities 1. Non-intermediated Individuals/ Corporates



Informal loans



Individuals



Entrusted loans Corporates



Corporates lend to each other; Banks work as book entry entities



Corporates



Lenders bear the losses. 1. No regulators on specifc activities 2. Interest rate cap at 4x of PBOC's benchmark rates



Lenders bear the losses. But banks may be hurt given the crosslending of corporate



2. Intermediated CBRC has some capital requirements (50X+ leverage on AUM/equity) and product marketing regulations



Qualified individual investors/ Corporates



Trust products Trust companies structure/package loans, equity investment, mezzanine debts



Corporates



Individuals/ Corporates



Banks Wealth Management Products (WMP) Banks package and securitize loans



Corporates



CBRC has some product marketing regulations



Individuals/ Corporates



Brokers' WMP Brokers package and securitize loans, usually under banks' request



Corporates



CSRC has some capital requirements (50X+ leverage on AUM/equity) and product marketing regulations



For banks' loan securitization through brokers' WMP, brokers expect banks to provide implicit liquidity support



Individuals/ Corporates



Corporate bonds Brokers/banks as underwriters to help corporate issue bonds



Corporates



Prior approvals from NDRC, CSRC, PBOC; disclosure requriement



Investors should bear the loss though some local government tends to bail-out local SOE debts



Legally trust companies and banks are not liable for NPL loss for trust and WMPs, but in practice, they may be asked to pay customers' loss after recovering the assets given social stability concerns



Source: Gao Hua Securities. Special thanks to Ning Ma and team.



The complex relationship between traditional banks and shadow banking WMPs • •



Assets: RMB 7.1 TRN Credits: RMB 1.8 trn



Formal banking and shadow banking sectors very inter-related, but formal banking might end up bearing a lot of risk • Deposits shift back and forth between traditional banks and WMPs • WMPs securitize loans as a channel to banks • WMPs generate fee income for banks



Corporate bonds •



Size: RMB 7.0 trn



• Banks and their WMPs bought about 52% of corporate bonds issued • Banks underwrite a significant portion of corporate bonds



OFFICIAL BANKING SYSTEM Informal loans •



Size: RMB 4.5 trn



• Informal loans work as bridge loans of SMEs/ property firms to repay/ rollover bank loans



Trust companies • •



•



Assets: RMB 131 trn



•



Loans: RMB 67 trn



•



Banks, group financing companies, financial leasing firms



• Banks distribute trust and make fee income • Trust companies securitize loans as a channel to banks



AUM: RMB 7.0 trn Credits: RMB 5.3 trn



• Entrusted loans work as bridge loans of corporates to repay/ rollover bank loans



Entrusted loans •



Credits: RMB 5.7 trn



• Brokers securitize loans as a channel to banks



Brokers’ asset mgmt. •



Credits: RMB 1.0 trn



Note: As of End-2012. Source: Gao Hua Securities. Special thanks to Ning Ma and team.
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Risks, triggers, and policy challenges For LGFV corporate bonds specifically, the rating system is immature, and there is some degree of risk mispricing (as yields are comparable to that of non-LGFV corporate bonds, which are relatively safer). Although LGFV bank loans are also facing some of the same issues, we believe their risks are relatively lower given that the banking regulator carried out a thorough restructuring of banks’ LGFV exposure two years ago, and LGFV loan growth since then has been slow and closely monitored for quality. The same does not apply to shadow banking-sourced LGFV lending – such as from trusts – where we see a negative selection bias and limited regulatory oversight.



Helen Zhu, our China Strategist, analyzes where credit risks are highest now, and what potential risk triggers to watch out for China’s recent surge in leverage is a major worry for most of the investors we speak to. A potential credit crisis would severely disrupt economic growth in China, doubtlessly prompt significant corrections in Asian equity and credit markets, and potentially reverberate through global markets. We ask (1) where do the highest credit risks lie? And (2) what could trigger a credit event?



What risk triggers to watch out for?



Where are the highest credit risks today? Credit growth has been most rapid from the corporate sector – both traditional enterprises, as well local government financing vehicles (LGFVs, special purpose entities set up by local governments usually to fund and operate municipal infrastructure projects). Traditional bank lending is still the primary source of this funding, but this is rapidly being eclipsed by the emerging “shadow banking” sector, which is less well-regulated and less transparent. Generally, we believe that central government, consumer and financial institution debts are low risk, as are the small amount of trial municipal bond issuances (by four provinces only) which are sponsored by the Ministry of Finance. The risks lie mostly in corporate borrowing, in our view; some key corporate credit risk metrics are back to 2008 peak levels, which is worrisome as we do not expect repeat of the sharp rebound in margins or the decline in interest expenses that we witnessed in 2009. Specifically, we see the below as most at risk: 1. Borrowing by overcapacity industries, from traditional lending and shadow banking (excluding corporate bonds). Credit metrics for sectors suffering from overcapacity such as materials, capital goods, transport and utilities are on average weaker than other sectors, and the greatest percentage of companies that appear to be most at risk based on specific credit metrics (such as EBITDA interest cover < 1) fall within these sectors. Return on assets of some of these sectors are barely able to cover their current funding rates, making the companies sensitive to further erosion of margins or an increase in funding costs, and vulnerable to default via bank lending and shadow banking. One exception is corporate bonds, where there is positive selection bias; only the better credit quality companies are able to issue bonds with low funding costs. 2. Borrowing by LGFVs from corporate bonds and other shadow banking channels. Most LGFVs do not have clearly delineated legal guarantees from their local government (nor are interest/principal repayments incorporated into the fiscal budgets), and are unable to support debt servicing on their own.



We see four broader areas of potential triggers that could catalyze an undesirable credit event: 1. Weak demand. Most likely due to lackluster exports or domestic overcapacity. 2. Intentional tightening. Regulations (i.e. monetary, fiscal, FX) to slow credit growth that may have unintended consequences. 3. Dissolution of implicit guarantees. If we start to see frequent defaults from trust or wealth management products, investors may recognize that they are not guaranteed by banks, and demand for such products may plummet, leading to refinancing shortfalls. Local governments’ implicit guarantees of LGFVs credits are another risk area. 4. Property sector collapse. Either caused by policymakers’ intentional price expectation management downward, or unintended consequences of widespread property tax or stringent anti-corruption asset disclosure laws. We think that the former three present more imminent risks, whereas policymakers are less likely to push hard on the latter. The policy challenge Whereas the previous leadership tended to prioritize cyclical growth, the new leadership has already started to lean towards a more proactive approach to dealing with existing credit risks as well as pre-empting new ones via fiscal, monetary and other reforms. We believe that they will prioritize being proactive, but may opt for periods of forbearance (delay dealing with problems but not exacerbate them) in order to keep growth mostly stable and avert setting off credit risk triggers. This will be a delicate balancing act, but a challenge that must be taken on in order to minimize medium term risks. In the near term, reforms may pose headwinds to China growth, equities and credit performance. But over the longer term, they would build a foundation for more sustainable growth and asset returns.
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Lending to local governments and corporate sectors with overcapacity = highest risk Credit matrix as of end-2012; red = highest risk; out of non-LGFV corporate bank loans, only lending to overcapacity sectors is highest risk End of 2012, Rmb bn Financing approach



Central gov't



Local gov't municipal



Bank loan Bank acceptance bill Bond Trust loan Entrust loan Informal lending +micro lending



7,810 -



650 -



Bank restructuring debt Others



3,137 -



-



Total As % of total



10,947 9%



650 1%



Consumers



Financial institution 9,017 -



11,398 1,368



9,017 7%



LGFV



Non-LGFV corporate



9,200



Total



As % of total



5-yr CAGR (08-12)



2,543 1,650 1,138 -



46,692 5,895 4,344 3,774 4,551 3,193



67,290 5,895 24,364 5,424 5,689 4,561



56% 5% 20% 4% 5% 4%



19% 45% 21% 85% 43% 19%



-



-



4,313



3,137 4,313



3% 4%



6%



12,766 11%



14,531 12%



72,762 60%



120,673



Source: PBOC, CBRC, China Trust Association, WIND, CEIC, Gao Hua Securities Research estimates, Goldman Sachs Global Investment Research. Goldman Sachs Global Economics, Commodities and Strategy Research
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Corporate credit concerns China corporate leverage on the high side (Corporate debt as a % of GDP, 2012) 200



160



120



80



40



0



Note: Partly shaded portion represents LGFV debt Source: BIS, CEIC, Goldman Sachs Global ECS Research. Special thanks to Andrew Tilton and team.



China corporate leverage still on the rise, other debt more stable (Credit/GDP, 2000 to 2013E) 219 209



210



Informal lending



7.0 Loans made by HK banks



7.1 195



194



9.0



8.5



Micro lendings



181
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Credits in brokers' AM business



7.0 161 149



150 135 7.0
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Trust loans not in PBoC data
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Pawnshop loans
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Entrust loans
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Bank acceptance
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Trust loans in PBoC data
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Medium-term notes



95 101



Corporate bonds Corporate loans (excl. LGP loans)
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6.6
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Quasi-gov't



Convertibles LGP loans



Govt. NPLs carved out for bank restructuring



20.0
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Source: PBOC, Wind, Gao Hua Securities Research estimates. Special thanks to Ning Ma and team.
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China credit: a global concern? Noah Weisberger of our markets team discusses implications of China credit concerns for global growth and assets How concerned should global investors be about China credit growth and its implications for economic growth in China and the world? There are two channels through which China domestic concerns could become global concerns: (1) “real” channels that relate to economic activity, global demand for goods and services, and, as a result, prices and (2) financial channels that relate to the global banking system and global asset markets. We see the largest potential risk from an acute crisis and related sharp growth slowdown in China to commodities, and, relatedly, to EM economies and assets, with some US assets (US domestic-facing equities, rates and the dollar) potentially gaining amid the fallout. The “Real” impacts: Closer, commodity-country concerns From a real perspective, the countries that export the most to China would be hit the hardest should credit problems lead to a sharp growth slowdown. US exports to China represent less than 1% of US GDP, and several other western-hemisphere economies have similarly low exposure to Chinese demand. Korea is at the other end of the spectrum, with China exports worth about 14 percent of Korean GDP followed by other easternhemisphere and/or commodity-intensive countries like Australia and South Africa. In particular, China represents a large portion of global demand for several key energy, metals, and agricultural commodities. So a credit crisis-induced China slowdown would have a sizeable negative impact on demand for commodities – especially those for which they consume far more than they produce, namely, crude oil, copper and soybeans – and the (mostly emerging market) economies that produce them. But most major economies would face limited real exposure.



Close, commodity-producers most vulnerable



gained traction as rates have sold off globally and China growth has moderated. Thus, credit stresses in China are unlikely to leave sudden, gaping holes in bank balance sheets abroad. This is even more likely to be the case given that Chinese authorities would not need to contend with substantial capital flight or loss of liquidity that can be crisis accelerants and have some tools to contain a crisis and its potential ripple effects, most notably a massive stockpile of foreign reserves, which could be deployed as needed to help stem currency or other pressures. Still anxious about (global) asset market impacts But while authorities in China should have some ability to contain a crisis, global asset markets would remain vulnerable to Chinese credit stresses and an associated sharp slowdown in China growth. Given the potential commodity pressures in a stressed China scenario, commodity-producing emerging market currencies and equities would likely struggle first (and the most), as would commodity-linked equity sectors, without regard to geographic location. Imported credit tightening, asset impairment, and liquidity worries could, in turn, lead to knock-on effects on developed market assets, particularly on those where stability already remains more tenuous, such as in peripheral Europe. What assets might rise amid China fallout? But some assets might rise amid the fallout. A more general “risk off” market sentiment potentially generated by serious concerns in China would likely prove supportive of the US dollar and US Treasuries. This could be reinforced should Chinese policymakers welcome a weaker currency to help boost exports and revive growth by accumulating US dollar reserves and buying US Treasuries, as has been the recent pattern. And US equities might also benefit from related dollar inflows, especially those that are domestic-facing and don’t compete with imports from China (but a higher US dollar could pressure export-oriented US equities). In a nutshell, more concerns for EM than for DM On net, “real” economic impacts from a China credit crunch and sharp slowdown are likely to be manageable and risks to the global banking sector likely well ring-fenced. But a bad outcome in China poses a meaningful threat to EM economic and asset performance that could ultimately feed back into more vulnerable DM markets, even if some DM assets could benefit amid the fallout.



Exports to China, % of local GDP 16 14 12 10 8 6



Low inflows



4 2



12-month rolling portfolio inflows, USD bn 400



UK



Italy



US



Mexico



India



France



Canada



Brazil



Euro Area



EM



Russia



Japan



Germany



Australia



Korea



S. Africa



0



350



Source: IMF, Haver Analytics.



Muted (global) banking sector backlash Financial channels are potentially more damaging, given that these are subject to swift shifts in sentiment and can move sharply in short order. But direct global exposure to China banking system distress would likely remain limited. Debt in China is locally denominated, external debt is less than 8% of GDP (as compared to say, 30% for Russia, 20% for Mexico and 10% for Brazil) and capital markets in China are still not fully open to foreign investors. As a result, portfolio inflows to China are small relative to other emerging markets; although China accounts for 40% of emerging market GDP, it only accounts for about 10% of portfolio inflows. And the most recent data (through 1Q2013) show that China inflows have already started to slow, a trend that has probably Goldman Sachs Global Economics, Commodities and Strategy Research
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Snapshot of our views Implications of China credit concerns FX Thomas Stolper & Team



Rates Francesco Garzarelli & Team



Credit Charlie Himmelberg & Team



Equity David Kostin (US) Kathy Matsui (Japan) Tim Moe (Asia ex-Japan) Peter Oppenheimer (Europe) Helen Zhu (China) & Teams



Commodity Jeff Currie & Team



 A credit-driven slowdown in China would likely motivate Chinese authorities to stabilize the RMB fix, mirroring the policy choice in response to the GFC when the CNY was “repegged” to the USD in July 2008-July 2010. Given that the scenario we are investigating is domestically driven, in contrast to the GFC, it is possible that the CNY fix is “allowed” to move towards a weaker CNY. Onshore spot would likely trade at the weak side of its +/-2% daily trading range and this would influence the direction of CNH, which would likely trade weaker than CNY and also cause the NDF market to price in a significant chance of CNY depreciation, at least initially.  Beyond China, economies where export growth is closely tied to the Chinese economy would be at risk, creating risks primarily for NJA currencies and for currencies in commodity exporting countries. We have already started seeing elements of this in recent AUD depreciation – one of our key conviction views early on this year.  A broader China credit shock that involves contagion via the financial channel would have broader implications on risk sentiment and may lead to typical “flight to safety” flows supporting G3 currencies.  Lower growth in China due to reform efforts will have a marginal negative effect on growth in the Euro area and the US; this is one of the many reasons why we forecast a gradual increase in long term interest rates in the main currency block.  Should China experience a hard landing and a much deeper crisis than we anticipate, US interest rates might reprice much less than in our forecast as a risk off move in markets would benefit safe haven securities.  In China, we expect reform efforts to drive increased differentiation between weaker and stronger credits.  But it is important to watch how reforms will tackle moral hazard. A more proactive policy approach should favor stronger companies with better balance sheets, which are better able to ride out a period of tight credit.  Strong credits are also more likely to benefit from any consolidation activities. We prefer China real estate HY bonds, where we have consistently favored credits that are strong, rather than credits that provide a high yield.  Efforts to tackle moral hazard could also lead to a repricing of SOE credit risk. We therefore recommend avoiding highly levered SOEs, especially investment grade rated credits, which in our view provide insufficient return to compensate for their high underlying credit risk.  More generally, we view China's reform efforts as a mild negative for global credit. Reform efforts will likely come at the expense of slower growth, and such concerns already weigh on EM credit. There is a risk this could drive a modest repricing of credit risk, but at this stage, we view this as no more than a tail risk.  Indeed, if policymakers pursued a less proactive approach to dealing with credit issues in China (i.e., “forbearance”), the risk of a much more serious credit dislocation could eventually grow significantly. 



A more proactive approach by the government in China in dealing with credit issues may mean lower economic growth in China and thus earnings growth for Chinese corporates in the foreseeable term. The higher shortterm uncertainty may pressure valuations (especially for the banks).  Over the medium term, however, such a proactive approach would likely support a more sustainable economic growth model in China, which would benefit both earnings growth and valuations.  We are less favorable on the cyclicals in China, however, as over the nearer term their earnings are most at risk during a potential deleveraging process. Meanwhile, their medium-term upside is also more limited as China structurally shifts towards a more consumption-led economy and reduces overcapacity/pollutive impacts.  Somewhat weaker growth in China would be a manageable headwind for markets outside of China as long as the growth outlook elsewhere holds up. Slower growth and investment in China may curb commodity price appreciation, removing an important tailwind that several commodity-producing EMs in particular have enjoyed.  But, weaker growth is likely to be more significant for companies outside of China with significant sales exposure to China. We currently recommend trades in Europe, Asia ex-Japan and Japan that short companies with significant China/Emerging market exposure vs. either the market or companies that we believe will benefit from an improvement in economic growth in developed markets.  As China represents a very large portion of global demand for several key commodities across the energy, metals and agricultural complex, a credit event in China and related slowdown would likely have a sizeable negative impact on demand and prices for these commodities and particularly for those commodities for which China consumes much more than they themselves produce, namely crude oil, copper and soybeans.  The negative impact on commodities would be reinforced should there be a broader crackdown on credit growth that leads to tighter financial conditions, which our economists somewhat expect. Tighter financial conditions could have a knock-on effect on construction activity, which several commodities – steel, coking coal, iron ore and cement, and especially copper – are heavily exposed to.  A targeted crackdown on commodity financing deals that provided a cheap source of credit for Chinese firms and investors has also already begun to make more supply (that was essentially off-market as result of the deals) available to the market, exerting downward pressure on copper and nickel prices in particular. The end of these financing deals also potentially points to lower commodity import growth going forward, as past strong import growth may have been fueled by these deals.
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Cracking down on commodity financing



The combination of Chinese capital controls and a significant positive domestic (CNY) to foreign (USD) interest rate differential has, in recent years, motivated large scale “financing deals” in China. Through these deals, Chinese firms, in conjunction with domestic banks and an ex-China trader, have been able to use various commodities with high value-to-density ratios such as gold, copper, nickel and “high-tech” goods to borrow at lower interest rates (primarily by borrowing US dollars at low US rates) than those available in the domestic market in China, contributing to the leverage buildup. So, how much “cheap” financing are we talking about? Funds lent using copper were, by our estimates around $35-40bn (as of June 2013), with total funds lent using other commodities likely a multiple of this figure. But this “cheap” financing channel is in the process of being closed by China’s State Administration of Foreign Exchange (SAFE), which has been implementing new regulations targeting these deals since June 2013. The motivation for the crackdown is that the notional value of “financing deals” has far exceeded the export/import value of the commodities used, thus distorting Chinese balance of payments (and likely the interpretation of Chinese trade data that showed very large imports earlier this year) and placing upward pressure on the CNY due to related capital inflows. Specifically, we estimate that roughly 10% of China’s short-term FX lending could have been associated with copper financing deals since the beginning of 2012 (see Metal Detector: Copper curve ball: Chinese financing deals likely to end, May 22, 2013). The end of these deals likely has negative implications for commodity prices through direct (freeing up physical metal) and indirect (tighter financial conditions) channels, and also provides insight into the regulators’ struggle with credit crackdown.



called bonded zones (where the material is exempt from Chinese VAT), and stockpiled (high value to density means you don’t have to ship as much tonnage in order to raise funding.) This contributed to a buildup in Chinese copper and nickel inventories held at bonded warehouses in early 2013, with copper stocks in particular rising to more than double their early 2012 levels. Thus, with financing deals beginning to wind down, we are seeing more bonded copper and nickel becoming available relative to what otherwise would have been the case, which is having a bearish impact on copper and nickel prices. Tighter Chinese financial conditions SAFE’s crackdown on financing deals may also tighten Chinese financial conditions, to the extent that the shutdown of this credit channel is not offset by other policy action. This could have a knock-on impact on industrial commodity demand, since tightening in financial conditions tends to be associated with slowing industrial activity – and, in particular, a slowing in commodity-intensive construction activity.
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Max Layton of our commodity research team discusses the (so far) successful shut down of a cheap source of Chinese credit, and the negative implications for commodities



GS China FCI



China property new starts



Source: CEIC, Goldman Sachs Global Investment Research.
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A number of commodities are heavily exposed to Chinese construction activity, including steel, coking coal, iron ore and cement, but none more so than copper. We estimate that almost two-thirds of Chinese copper demand is related to construction. So any significant tightening in Chinese financial conditions – let alone any more meaningful credit shock that would clearly be very negative for construction – would be notably bearish for copper. Our base case remains that there is a continuation of current moderately tight financial conditions that should contribute to a further decline in copper prices over the coming 12 months (to as low as $6,200/t in 2014, down 10% from current prices).
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Source: Wood Mackenzie, Goldman Sachs Global Investment Research.



Freeing up physical metal The commodities involved in the financing deals were shipped into special Chinese customs areas located on the Chinese mainland, Goldman Sachs Global Economics, Commodities and Strategy Research



More broadly, as authorities in China continue to grapple with new, innovative, rapidly expanding, and less transparent credit channels, the case of commodity financing deals provides an example of a successful crackdown (at least so far) with real implications for assets and, ultimately, economic growth. Whether regulators will remain as successful in controlling credit growth through other channels without too severe consequences for the Chinese economy remains the key question.
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Anatomy of a financing deal (crackdown)



PBOC: the last resort for



①



USD cash CNY deposit



Offshore trader A sells warrant of bonded copper (copper in China's Copper  bonded warehouse that is exempt from VAT payment before customs warrant declaration) or inbound copper (i.e. copper on ship in transit to bonded) to onshore party B (i.e. B imports copper from A) for price X and A is paid USD LC, issued by onshore bank D.



Copper warrant



Offshore entity A: Owner of copper in bonded warehouse (typically an offshore trading house



Onshore bank: D



USD



CNY



Onshore USD LC provider (bank registered onshore serving B as a client)



USD



Onshore entity B:



Copper warrant



Demander of financing deals (typically an onshore trading house, consumers)



USD



Copper warrant



USD cash



③



②



The issuance of LC from D and the swap of USD for CNY between B and D is now being targeted by SAFE's new regulations.



Onshore entity B sells and re-exports the copper by sending the warrant documentation (not the physical copper which stays in the bonded warehouse 'offshore') to the offshore subsidiary C (N.B. B owns C), and C pays B USD or CNH cash (CNH = offshore CNY). Using cash from C, B gets bank D to convert the USD or CNH into onshore CNY, and trader B can then use CNY as it sees fit.



USD cash



Offshore entity C:



B's offshore subsidiary



Offshore subsidiary C sells the warrant back to A (again, no move in physical copper which stays in the bonded warehouse 'offshore'), and A pays C USD or CNH cash with a price of X minus $10-20/t, i.e. a discount to the price sold by A to B in Step 1.
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4



Repeat Steps 1 - 3 as many times as possible during the period of the LC (usually 3-12 months). This could be 1030 times with the limitation depending on the time it takes to clear the paperwork. So, total notion LCs issued for a particular tonne of copper would be 10-30 times the value of the physical copper involved.



Source: Goldman Sachs Global ECS Research, Metal Detector: Copper curve ball – Chinese financing deals likely to end, May 22, 2013. Special thanks to Roger Yuan.
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Some China credit lingo Total Social Financing (TSF): A concept devised by China in 2011 that is intended to be a broad measure of the flow of liquidity in the real economy obtained from the financial system. It includes primary sources of credit (bank loans, foreign currency loans, trust and entrusted loans, bank acceptance bills, corporate bond financing and micro lending) as well as other items such as equity financing, foreign direct investment, foreign debt and insurance.



State-Owned Enterprises (SOE): Companies fully-owned by local, provincial and central governments. The Chinese economy is dominated by SOEs. There are 117 large SOEs in China across a range of critical industries including commodity production, rail and air transportation, shipbuilding, electronics, telecommunications, among others, which are managed by the State-owned Assets Supervision and Administration Commission (SASAC), a government body. In addition to these 117 SOEs, there are several banks and insurance company SOEs regulated by the China Banking Regulatory Commission (CBRC), the China Insurance Regulatory Commission (CIRC), and other entities (see page 9 for more detail).



Local Government Financing Vehicles (LGFV): Special purpose entities set up by local governments in China, usually to fund and operate municipal infrastructure projects. LGFVs typically use land and government collateral to borrow from banks. By law, local governments are not allowed to access financing through municipal bonds or borrow loans directly from banks, giving rise to alternative financing instruments such as LGFVs. The use of LGFVs surged following the 2008/2009 financial crisis when local governments were called upon to help implement a massive RMB 4 trillion economic stimulus plan developed by the central government on top of their own infrastructure and other projects designed to stimulate local economic growth.



Implicit Guarantees: Implicit guarantees are the assumption that one entity (typically the central or local government, a bank, or a broker) will make an investor whole should a company default or an investment product decline substantially in value, despite that fact that there are no explicit guarantees of these types of bail-outs. Implicit guarantees are widespread throughout the Chinese financial system. For example, there is a widely held perception that the government would not let a large SOE formally default on its loans. Similarly, there is an assumption that LGFV bonds would be backed by the associated local government, although this guarantee is not explicit. There is also a general belief that banks or brokers who sell WMPs would cover any principal losses on the investment, although there is no explicit guarantee of this. These implicit guarantees generate increased risk in the system should confidence in them diminish. Shadow Banking System: Non-deposit-taking financial intermediaries (such as structured investment vehicles (SIVs), broker-dealers, finance companies, hedge funds, and money market funds) involved in facilitating the creation of credit across the global financial system outside of the regular banking system. This credit creation is not necessarily unregulated or uncontrolled, but some aspects are unregulated and less transparent and therefore carry higher risk. Higher risk also comes from the fact that many borrowers of shadow credit are smaller, weaker institutions that have less or no access to formal credit channels. The shadow banking system can also refer to unregulated activities by regulated institutions. See page 10 for a discussion on shadow banking in China.



Wealth Management Products (WMP): WMPs are often described as part of shadow banking in China, but are in reality a distribution channel. WMPs are retail products in China sold to individuals with certain minimum deposit balances, either through bank branches or through securities brokers. The WMPs invest in a range of underlying products, which typically provide a fixed income return. These products include corporate bonds, trust loans, interbank assets, securitized loans from the banks’ loan book, and discounted bills, among other assets. The WMPs are managed by the banks/brokers, and the banks/brokers typically do not provide guarantees for the payment of interest or principal. Any WMPs that are not principal guaranteed are off balance sheet for the banks/brokers. WMPs issued by the banks fall under CBRC regulation, and WMPs issued by the brokers fall under CSRC regulation. See page 10 for more details.



Entrust Loans: Entrust loans allow corporates to lend to each other, with the lending corporate bearing all of the credit risk. There is a bank intermediary, but the bank acts purely as a book entry entity, and bears no risk.



Corporate Bonds (in China): Bonds issued by various corporate entities in China. These include bonds issued by incorporated companies (listed firms) and/or limited liabilities companies that are regulated by the China Securities Regulatory Commission (CSRC) and trade in the exchange traded market; Enterprise bonds that are typically issued by large SOEs and LGFVs, regulated by the National Development and Reform Commission (NDRC) and traded on the interbank market; and shorter-term corporate commercial paper (CP) and medium term notes (MTN) that are regulated by the National Association of Financial Market Institutional Investors (NAFMII), which is supervised by the PBOC. The latter type of bonds has grown the fastest in recent years, as NAFMII regulations are least restrictive.



Source: Goldman Sachs Global ECS Research.
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China credit in pics A special thanks to our Asian economics and strategy teams for most of these pics.



China capital market in perspective



Surprising spike Short-term interbank rate (7-day rep rate) in China, percent
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In a break from past patterns, the PBOC did not step in to inject liquidity
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12 The PBOC stated its intention to maintain sufficient interbank liquidity, calming the markets



8



4



No te: A ll values end year 2012, except fo r Chinese B ank Credit, which are thro ugh 1Q13.



8



4



0 4/15/2013



0 4/26/2013 5/13/2013 5/24/2013



6/6/2013



6/21/2013



Source: Elliot, Yan “The Chinese Financial System”, John L. Thornton China Center at Brookings, July 2013.



Source: Bloomberg.



Large companies levering; small companies de-levering



Bond financing flying



Net debt to EBITDA (x) by size quintile (listed companies, A and off.)



China bonds outstanding by type of bond, RMB bn
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Source: CapitallQ, Goldman Sachs Global Investment Research.



Source: WIND, Goldman Sachs Global Investment Research.



Where we go from here: “proactive” or “forbearance”? Policy Strategy



Associated policy moves may include Prudent monetary policy/decelerating credit growth



Max potential credit loss est Rmb 9trn



Policy implications to growth, equities and credit markets Cyclical pressure, more sustainable long-term



Proactive



Regulate shadow banking closely/pre-emptively



(~10% of GDP)



Weaker equities during transition; re-rating long-term



Fiscal / SOE reforms; interest rate deregulation



More credit differentiation between strong/weak



Set up AMCs; prevent moral hazard/improve awareness Likely path:



Proactive bias interspersed with periods of forbearance



Forbearance Monetary policy based on near-term inflation outlook Enforce existing rules; deal with current problems Roll over loans/restructure when needed Lower interest rates to alleviate pressures



Rmb 19trn



Delay the issues in favor of cyclical stability



(~21% of GDP)



Stable equities short-term but limited re-rating Credit market muddle through



Source: Goldman Sachs Global Investment Research.
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Note: Recent revisions marked in red; GDP consensus is Consensus Economics, all other consensus is Reuters, commodity 12-mo consensus is Reuters for 2014 average. Source: Goldman Sachs Global Investment Research.
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Revision Notes



On July 12 we revised our $/BRL forecast weaker given increasing cost competitiveness issues, a gradually deteriorating current account position, and so far little impact of intervention measures aimed at containing the weakening trend in the face of poor domestic sentiment driven by weak fundamentals and, more recently, by heightened political and social uncertainty.



Annual GDP revisions coupled with weak growth so far this year have weighed on 2013 yoy GDP growth estimates.
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Glossary of GS proprietary indices Current Activity Indicator (CAI) Measures the growth signal in the major high-frequency activity indicators for the economy. Gross Domestic Product (GDP) is a useful but imperfect guide to current activity. In most countries, GDP is only available quarterly, is released with a substantial delay, and initial estimates are often heavily revised. GDP also ignores important measures of real activity, such as employment and the purchasing managers’ indexes (PMIs). All of these problems reduce the effectiveness of GDP for investment and policy decisions. Our CAIs are alternative summary measures of economic activity that attempt to overcome some of these drawbacks. We currently calculate CAIs for the following countries: USA, Euro area, UK, Norway, Sweden, China, Japan, Hong Kong, India, Indonesia, Malaysia, Philippines, Singapore, South Korea, Taiwan, Thailand, Australia and New Zealand.



Financial Conditions Index (FCI) Financial conditions are important because shifts in monetary policy do not tell the whole story. Our FCIs attempt to measure the direct and indirect effects of monetary policy on economic activity. We feel they provide a better gauge of the overall financial climate because they include variables that directly affect spending on domestically produced goods and services. The index includes four variables: real 3-month interest rates, real long-term interest rates, real trade-weighted value of the exchange rate and equity market capitalization to GDP.



Global Leading Indicator (GLI) Our GLIs provide a more timely reading on the state of the global industrial cycle than the existing alternatives, and in a way that is largely independent of market variables. Global cyclical swings are important to a huge range of asset classes; as a result, we have come to rely on this consistent leading measure of the global cycle. Over the past few years, our GLI has provided early signals on turning points in the global cycle on a number of occasions and has helped confirm or deny the direction in which markets were heading. Our GLI currently includes the following components: Consumer Confidence aggregate, Japan IP inventory/sales ratio, Korea exports, S&P GS Industrial Metals Index, US Initial jobless claims, Belgian and Netherlands manufacturing surveys, Global PMI, GS Australian and Canadian dollar trade weighted index aggregate, Global new orders less inventories, Baltic Dry Index.



Goldman Sachs Analyst Index (GSAI) Our US GSAI is based on a monthly survey of Goldman Sachs equity analysts to obtain their assessments of business conditions in the industries they follow. The results provide timely “bottom-up” information about US economic activity to supplement and cross-check our analysis of “top-down” data. Based on their responses, we create a diffusion index for economic activity comparable to the ISM’s indexes for activity in the manufacturing and nonmanufacturing sectors.



Macro-data Assessment Platform (MAP) Our MAP scores facilitate rapid interpretation of new data releases. In essence, MAP combines into one simple measure the importance of a specific data release (i.e., its historical correlation with GDP) and the degree of surprise relative to the consensus forecast. We put a sign on the degree of surprise, so that an underperformance will be characterized with a negative number and an outperformance with a positive number. We rank each of these two components on a scale from 0 to 5, and the MAP score will be the product of the two, i.e., from –25 to +25. The idea is that when data are released, the assessment we make will include a MAP score of, for example, +20 (5;+4)—which would indicate that the data has a very high correlation to GDP (the ‘5’) and that it came out well above consensus expectations (the ‘+4’)—for a total MAP value of ‘+20.’ We currently employ MAP for US, EMEA and Asia data releases.
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