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China’s Debt is Manageable
Although most other countries would have envied the economic indicators coming from China in the first half of 2010, the results were nevertheless disappointing given high investor expectations. Growth was slowing, inflation rising, and monetary policy became more restrictive. These factors pressured China’s equity markets. Global risk aversion, driven primarily by the European sovereign debt crisis, further pressured Chinese stocks.  As a result the Shanghai Composite was down 26% in the first half of 2010; making it one of the worst performing markets in the world.  

Many widely followed market commentators have since suggested that China’s debt levels may pose a larger risk to the overall economy.  These headline grabbing reports have been widely echoed in the financial media and have grabbed the attention of investors, many of whom well remember how debt crises can ravage stocks.  

For those investors who believe that China will be the dominant economic player on the world stage for years to come, and who have structured their portfolios accordingly, this issue is not merely an interesting cocktail party conversation.  It’s a matter of utmost financial importance. 

While China’s economy isn’t without a number of complex challenges, we don’t see a credit induced asset bubble that is ready to burst.  Instead, we see an economy that has rapidly emerged from the global recession of 2008 and is now transforming itself from an investment and export driven economy to a more balanced economy whereby services and consumption account for a larger portion of gross domestic product.  The transition will not be without volatility, but some shocks are the unavoidable growing pains of a strengthening economy.  

Most of the predictions of the impending bubble bursting in China are derived from the massive credit expansion that began in late 2008.  While global liquidity had dried up due to the failing financial system in the U.S., the Chinese government announced a massive US$586 billion stimulus package in early November 2008 that helped to break the global economic negative feedback loop.  Subsequently, in late November 2008, the Shanghai Composite reached a bottom at 1,665.

Much of the Chinese stimulus was ear marked for infrastructure spending.  In total, Chinese banks lent 9.6 trillion yuan ($1.4 trillion US) in 2009 compared to 4.2 trillion yuan ($620 billion US) in 2008, a significant and unsustainable increase.  Further, because Chinese municipalities cannot borrow directly from banks, local government financing platforms (LGFPs) were created to borrow from banks and disburse funds for local infrastructure projects.  Unfortunately, local municipality financial statements are not publicly available which prompted speculation that the LGFP debt may be as high as 11-12 trillion yuan.  Recently, China’s banking regulator said these outstanding loans were 7.38 trillion yuan at the end of 2009.  Although less than many of the previous estimates, these debt levels are 70% higher than those in 2008 which has resulted  in investor concerns about non-performing loans.  

We believe there are two important characteristics of the Chinese financial system that should be addressed when assessing China’s credit expansion.  First, Chinese capital markets are still relatively simple compared to other developed markets.  Because of the simple structure, Chinese banks and LGFPs act as the primary financial intermediaries rather than bond or equity markets.  According to CEIC and Morgan Stanley Research, in the US over 60% of financial intermediation is completed through the bond market and over 20% through the equity market versus only 5% and 10% respectively in China.  In other words, China doesn’t rely on capital markets for funding but rather relies on its commercial banking system.  Because the structure of the capital markets is so different, a direct comparison between the U.S. and China is misleading.  

Secondly, Chinese external debt levels are less than 10% of GDP, one of the lowest levels in the world.  Typically high levels of external debt lead to sovereign debt crises because governments can’t control currency exchange rates or international interest rates.  Because China has run such a large trade surplus for many years, its external debt is negligible when compared to its reserves.  

On the other hand, domestic debt levels can still be problematic if not managed properly, particularly if assets are too small or illiquid relative to liabilities.  In China, government assets are larger than any worst case debt scenarios that we’ve seen.  Its equity holdings in publicly traded state owned enterprises (SOEs) alone are larger than aggregate levels of domestic debt (and we are not even considering the annual cash flows of those equity holdings).  Additionally, according to Morgan Stanley Research, the government has approximately 2.5 trillion yuan in foreign currency reserves, approximately 3 trillion yuan of cash deposits by other government and public agencies and significant land holdings (land sales from 2004-2009 amounted to 5.7 trillion yuan).  

We would be naïve to assume that all Chinese local municipalities are in strong financial condition and will avoid cash constraints as non-performing loans are likely to increase over the coming years.  Much like the problems associated with off-balance sheets arrangements experienced in the U.S., the lack of transparency and appropriate disclosure creates uncertainty regarding the financial health of many municipalities.  Clearly lending standards were relaxed as the government flooded the banking system with liquidity, however we believe the central Chinese government has the willingness and ability to mitigate the risk of a debt induced crisis.  

Recent reports out of China suggest that the government is addressing the situation by limiting lending to municipalities, tightening credit standards and requiring more comprehensive disclosures.  While this has resulted in a slowdown of economic activity at present, and in the near future, it will lead to a healthier banking system that can support more sustainable growth in the long term.  

As long as the Chinese economy continues to grow at a brisk pace, we believe debt levels are manageable.  The bigger challenge is balancing growth against inflation and social unrest while reducing dependency on investment spending and exports.  In 2009, investment spending accounted for an unsustainable 90% of China’s GDP.  Investment spending has slowed meaningfully in 2010 with current spending focused primarily on enhancing Western China’s infrastructure.  Export growth is unlikely to rebound to peak levels reached prior to the financial crises as demand from developed economies remains sluggish.  Further impacting the export industry is a strengthening currency and rapidly increasing wages, which makes exporters less competitive.  Meanwhile, fundamentals for those companies focused on domestic consumption and services appear much more attractive given favorable government policies and strong consumer balance sheets.  We expect the Chinese consumer to remain strong for many years in the future as wage growth accelerates, the yuan strengthens and consumer oriented government policies remain in place.   

For these reasons we don’t see a credit induced bubble in the Chinese economy.  Debt levels at the central government and local municipalities appear manageable.  Investment spending, which had risen to unsustainable levels in recent years, has rapidly declined from its peak and will likely continue declining into the future.  Property prices have begun to decline and will likely undergo a much needed correction, especially in the larger cities.  

We anticipate economic growth to stabilize at 8-9%, inflation to peak at 3-4%, the yuan to continue strengthening and monetary policy to move towards neutral.  While there are still external and internal risks to the economy and equity markets, we are optimistic regarding China’s economic future and believe that we can generate positive returns over the long term for shareholders.  

Despite the noise created by those who see danger in China, we still see it as one of the best places for Americans to direct investment assets. 

Russell E. Hoss, CFA

Portfolio Manager
EPH China Fund
Euro Pacific Halter Asia Management, Inc.
1201 Dove Street, Suite 370 • Newport Beach, CA 92660  


[image: image1.jpg]