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Summary

1. China’s non-performing loan (NPL) ratio stopped increasing at the end of March 2016 fol-
lowing a recovery in corporate sector performance. The ratio of outstanding total social finance
to GDP has remained static since the end of March 2017, and the Chinese government has made
some progress towards reducing the level of financial risk. However, the amount of credit out-
standing in China’s non-financial sector is higher than the average for emerging economies, and
not enough is being done to reduce this risk.

2. Two factors make it highly unlikely that the ratio of total social finance to GDP will de-
crease in the future. First, state-owned enterprises are not working proactively to reduce their
debt. Second, there are indications that stimulus measures will again be given priority in China’s
monetary policy. The basic financial policy goals of the People’s Bank of China were previously
deleveraging, steady growth, and risk prevention. However, deleveraging was deleted in May.

3. In October 2016, the Chinese government announced a policy calling for the implementa-
tion of debt-equity swaps (DES). The Chinese DES policy is characterized by (1) The estab-
lishment of implementation agencies that will stand between banks and companies, in order to
avoid the concentration of risk in banks, (2) incentives for market financing in order to encour-
age the investment of household savings in DES schemes, and (3) a focus on state-owned enter-
prises, reflecting the government’s involvement in the process of deciding which companies will
be targeted by DES schemes.

4. Expectations toward the DES policy are high, but in practice implementation has been
slow. Reasons for this include (1) waning interest in DES schemes among business corporations
and banks due to the recovery of business sector performance, and (2) the fact that negotiations
between business corporations and banks tend to bog down when the time comes to put agree-
ments into effect. Under the current DES framework, banks could be unilaterally forced to carry
risks and will inevitably be reluctant to participate in DES schemes.

5. Another reason for the lack of progress is the standardization of DES schemes with the aim
of preventing hasty recourse to the DES option. Steps taken by the government include (1) the
establishment of a ceiling for funds sourced from the market, (2) the stipulation of a minimum
capital requirement for implementation agencies, and (3) the tightening of supervision over the
finances of implementation agencies. The government is cautious about the risk of “reverse se-
lection” resulting in the choice of unsuitable companies as targets for DES schemes.

6. Even if a DES scheme is successfully carried out, issues still remain. First, companies
targeted for DES schemes tend to be in the steel and coal industries, which are burdened with
excess production capacity. Second, the level of financing from the market has not been as high
as hoped because of low rates of return. Third, there is the problem that DES schemes are not
stocks but swaps, as expressed in the Chinese phrase minggu shizhai, (“looks like stocks, really
debt”).

7. To solve China’s excessive debt problem, the Chinese government will move forward in
earnest with sweeping reform measures targeting state-owned enterprises, including the elimi-
nation of tacit debt guarantees. However, instead of trying to fix the problems at their root, the
government has instead focused on promoting DES schemes. China’s DES strategy is structur-
ally flawed by the priority given to rescue rather the potential for rehabilitation and is therefore
likely to remain ineffective.
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Introduction

Excessive debt has been a problem in China
for many years. Both the International Monetary
Fund (IMF) and the Bank for International Settle-
ments (BIS) have consistently pointed out that
unless China takes radical steps, it could face a
financial crisis. More recently, however, they have
started to take the view that China may not experi-
ence a financial crisis.

In his book China's Economy: What Everyone
Needs to Know, a Japanese translation of which
was published in February (Hakuto-Shobo Pub-
lishing Company), Arthur R. Kroeber maintains
that because loans in China are backed by depos-
its, the excessive debt problem will not develop
into a crisis. However, is it reasonable to conclude
that a financial crisis will not take place simply
because loans are backed by deposits? While Mr.
Kroeber’s book provides a well-written, well-
balanced examination of the Chinese economy,
the household debt-to-asset ratio (the ratio of total
debt to total assets) is not a valid basis for such a
conclusion, and Mr. Kroeber has underestimated
the risk of a financial crisis.

Chinese households certainly possess vast as-
sets in the form of deposits, and it is also true that
their liabilities remain below the level of those
assets. However, the entities burdened with exces-
sive debt in China are not households but busi-
nesses. For this reason, an analysis of the potential
for a financial crisis in China needs to focus on
businesses rather than households. While Chinese
companies achieved a V-shaped recovery in 2016,
their debt-to-asset ratio has not decreased, and
the structural tendency to accumulate excessive
amounts of debt remains unchanged.

Trade friction between the United States and
China has meanwhile intensified, and there is
growing anxiety about the future direction of the
Chinese economy. According to the IMF, if this
trade friction develops into a trade war involving
the tit-for-tax imposition of high tariffs, China’s
GDP growth rate could drop by 0.5%"". The pre-
vailing view is that a drop of 0.5 percentage points
is within the range of China’s capacity to adapt
and would not cause a major economic slowdown

in China.

However, trade friction situation between U.S.
and China shows signs of developing into a game
of chicken, and there is no room for complacency
about future developments. In June 2018, China
announced retaliatory tariffs following a U.S.
decision to impose additional tariffs on Chinese
products worth $50 billion. In response, Presi-
dent Trump said that he would consider imposing
still more additional tariffs on goods worth $200
billion. These moves point to the possibility of a
further escalation of retaliatory measures going
forward. Another cause for concern is the fact that
potential causes of conflict are spreading into the
area of investment.

As a result of these factors, the focus of China’s
economic policy is shifting toward the mainte-
nance of stable growth. The Chinese government
began this change with the announcement at the
end of March of tax cuts for semiconductor com-
panies”, while in April the deposit reserve rate”’
was lowered and the value-added tax (VAT) rate
was cut”. In June, the deposit reserve rate was
lowered even further. These measures could cause
the supply of money to the real economy to in-
crease again.

The question is whether or not the Chinese fi-
nancial system has regained enough stability to
allow this. In this article we will take a new look
at this question. We will first show that while the
government’s efforts to reduce financial risk have
been successful to some extent, there is a high
likelihood that the excessive debt problem will not
improve. Second, we will analyze the character-
istics of China’s debt-equity swap (DES) policy,
which was introduced as a trump card in the strug-
gle to solve the excessive debt problem. Third, we
show that the DES policy is not yielding as much
progress as anticipated. Finally, we will look at
the outlook for China’s excessive debt problem.
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1. Results and Current Status of
Risk Reduction Measures

The Chinese government has succeeded in halt-
ing the rise in NPL ratio and the ratio of outstand-
ing total social finance to GDP, which had been
climbing inexorably. However, it has not done
enough to curb financial risks, with the result that
the excessive debt problem now has the potential
to impair economic stability and will remain a
heavy burden on Chinese economy.

(1) Halting the Rise of the NPL Ratio

Moves by the Chinese government to reduce
financial risk have brought a certain amount of
success. The fact that the NPL ratio stopped rising
in March 2016 indicates that there has been some
progress toward the avoidance of a financial crisis.
Of course, the official NPL ratio released by the
government has been criticized as being too low
to reflect the reality of the situation. According to
IMF estimates, the NPL ratio in 2016 was 5.6%,
while the percentage of debt at risk, which is de-
fined as debt with a interest coverage ratio (ICR)—
calculated by dividing earnings before interest,
tax, depreciation and amortization (EBITDA)
by interest paid—of 1 or lower was 12.8% (IMF
[2017]). Credit rating agencies share this view,
with Fitch Ratings stating that China’s real NPL
ratio is about 10 times higher than the official fig-
ure at 15-20%".

One reason for the poor reliability of figures re-
leased by government is a lack of consensus about
financial risk in China. However, the NPL ratio
for major commercial banks' at the end of March
2018 was 1.53%, down from a peak of 1.72%
at the end of March 2016. As Arthur R. Kroeber
points out, the situation now is clearly different
from the situation in the late 1990s, when the NPL
ratio of state-owned commercial banks exceeded
30% (World Bank [2002]).

The following analysis is based on figures re-
leased by the Chinese government because of is-
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sues with other estimates, including the fact that
they do not provide time-series data, as well as
variation according to the research organization
involved. While the NPL ratio released by the
government is certainly low, it does reflect trends
in the real economy. For example, the govern-
ment’s figure rose when business performance
deteriorated in 2015. Another advantage with the
NPL figures released by the government is that
they can be broken down according to the type of
debt and the type of bank.

In China, loans are classified into five categories
in descending order of a borrower’s repayment
capacity. The categories are (1) pass, (2) special-
mention, (3) substandard, (4) doubtful, and (5)
loss, with loans in the last three categories classed
as NPLs. With substandard loans, the lender will
incur a loss even if the collateral is seized, while
doubtful loans result in relatively large losses in
the same situation. Loans in the “loss” category
are those for which both principal and interest are
literally unrecoverable. While special-mention
loans are positioned halfway between the “pass”
category and NPLs and are not classified as NPLs,
they are really loans at risk of becoming NPLs in
the future. The aforementioned IMF estimate of
the NPL ratio is close to the sum of the NPL ratio
published by the Chinese government and special-
mention loans. This figure can perhaps be seen as
a rough estimation of the true level of the NPL ra-
tio.

A reduction in the percentage of substandard
loans played a major role in halting the upward
trend in the NPL ratio (Fig. 1). From 0.82% at the
end of March 2016, the ratio had fallen to 0.64%
by the end of 2017. However, the doubtful loan
ratio rose from 0.73% to 0.81%, and the loss loan
ratio from 0.20% to 0.29% over the same period.
The percentage of special-mention loans also de-
clined in step with the decrease in substandard
loans, from 4.01% at the end of March 2016 to
3.49% by the end of 2017. The NPL ratio, includ-
ing special-mention loans, was 5.23% at the end
of 2017, down from 5.76% at the end of March
2016.

Behind these falls in the ratios for substandard
and special-mention loans was a recovery in busi-
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ness performance. Business performance figures
for the mining and manufacturing sectors, for
which detailed statistics are available, show that
core business revenues, which are equivalent to
sales, increased by 0.8% year on year in 2015.
Although gross profit fell by 2.3% over the same
period, it recovered in 2016/17 (Fig. 2). Other fac-
tors that helped to curb the NPL ratio were the
sale of NPLs to asset management companies, the
removal of debts from balance sheets through di-
rect write-offs, and the use of debt-equity swaps
(DES), as described later in this article.

(2) Inadequate Risk Control Measures

Another indicator of whether or not financial
risk is receding in China is the outstanding total
social finance. A feature of total social finance,
which indicates the amount of money that is being
provided to the real economy, is that it consists
not only of bank loans, but also the off-balance-
sheet financial intermediation methods known as
“shadow banking”. After a period of continual
increase, the ratio of outstanding total social fi-
nance to GDP has remained static since the end
of March 2017, when it reached 213.5% of GDP

Fig. 2 Growth Rate of Income from
Core Operations and Gross
Profits of Industrial Companies

(%)

30

25 |\

o\
o\

1: ~ﬁﬁ
\//

0

A5

2011 12 13 14 15 16 17 18
(Calendar years)

e |ncome from core operations Gross profits

Notes: Jan.-March for 2018.
Source: Compiled from National Bureau of Statistics Data

(Fig. 3). This suggests that the government’s ef-
forts to curb financial risk have been successful to
some extent.

However, China’s ratio of outstanding total so-
cial finance to GDP is extremely high compared
with other emerging economies. According to the
figures released by the BIS, which can be used in
international comparisons, the outstanding cred-
it provided to the non-financial sector stood at
256.8% of GDP in September 2017, which is sig-
nificantly above the 191.9% average for emerging
economies. This suggests that not enough is being
done to reduce risk.

As stated at the beginning of this article, the
entities with excessive debt burdens in China are
non-financial corporations. According to the BIS,
business corporations accounted for 63.3% of
outstanding credit to the non-financial sector at
the end of September 2017, compared with just
18.7% for households. Outstanding credit to busi-
ness corporations is equivalent to 162.5% of GDP,
which is also extremely high compared with the
104.3% average for emerging economies (Fig. 4).
While China’s bloated financial system supports a
level of growth not seen in other emerging econo-
mies, it can also be a source of economic instabil-
ity. This illustrates that China’s response to the di-
lemma of whether to prioritize growth or stability
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Fig. 3 Scale of Outstanding Total Social Finance
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Fig. 4 Contributions to the Non-Financial Sector by Type of Economic Entity
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has been to choose growth.

The Chinese government needs to limit the
scale of social financing, and this is the first pri-
ority for any policy intended to avert a financial
crisis. At 12.8%, China’s high-risk loan ratio is
not particularly high by international standards
and is lower than the ratios for both India (22.0%)
and Indonesia (17.5%) (IMF [2017]). Despite
this, there is a strong awareness of financial risk

in China because of the high balance of social fi-
nance, which means that the possibility of a crisis
cannot be ruled out if some kind of shock leads to
a liquidity shortage.

Those predicting that China is certain to expe-
rience a financial crisis or not, are articulate and
tend to attract attention. However, the question of
whether or not China will experience a financial
crisis is ultimately a matter of probabilities and
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should not be discussed as a choice between zero
and 100. We should instead focus on the constant-
ly changing level of risk and financial system sta-
bility. While the level of NPLs is still manageable
and unlikely to trigger a crisis in the immediate
future, the amount of money being supplied to the
real economy is clearly excessive, China has not
yet reached a situation in which financial risk is
receding.

(3) Level of Social Financing Likely to
Remain High

How is the ratio of outstanding social finance to
GDP likely to trend going forward? A fall in this
ratio would indicate progress toward deleveraging,
or debt reduction, and further progress toward the
avoidance of a financial crisis in China. However,
it would also means an increase in bankruptcies
among companies with poor business performance
and no prospect of recovery, leading to unemploy-
ment, slower economic growth, and other issues
in regions that have such companies.

A rise in the ratio would indicate that financial
risk is increasing and must be seen as sign that the

Fig. 5 Asset-Liability Ratios of SOEs
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impact of any crisis would also be greater. The
question is whether greater importance should be
placed on short-term pain or future risks. The gov-
ernment faces a difficult choice, and the fact that
the ratio of outstanding social finance to GDP is
static indicates that it has not yet determined the
order of its policy priorities.

There is a strong possibility that the ratio of to-
tal social finance to GDP will not decline in the
future. One reason for this is the fact that state-
owned enterprises are not actively working to
reduce their debts. The asset-liability ratio of all
Chinese SOEs has risen continuously since 2007
and has remained high at the 2015 level of 0.66
since 2016, indicating that there been little change
in the SOEs’ structural tendency toward excessive
indebtedness (Fig. 5). Despite this upward trend
in the asset-liability ratio of SOEs, which account
for over 70%"” of all debt of non-financial cor-
porations, the ratio of the outstanding total social
finance to GDP remains flat. This is because only
private enterprises alone are making progress to-
ward deleveraging (Fig. 6).

The fact that state-owned enterprises are not
proactively trying to deleverage is attributable not
only to growth and employment issues, but also to
the indispensable role that these companies play

Fig. 6 Asset Liability Ratios of
Industrial Enterprises
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in the economic policies of the Xi Jinping admin-
istration. The administration wants to transform
China from a large country into a strong country
by making its state-owned enterprises stronger,
better and bigger. Leading this effort are the cen-
tral government SOEs enterprises, which are ma-
jor state-owned enterprises affiliated to the central
government. Unsurprisingly, these central govern-
ment SOEs are more focused on the expansion
of their investments through increased borrowing
than on debt reduction.

Another reason is the possibility of a sea change
in China’s monetary policy. Since March, the
government has turned its attention to measures
designed to underpin the economy, including tax
cuts and the reduction of the deposit reserve ratio.
If trade friction with the United States intensifies,
leading to fears of an economic slowdown, the
Xi Jinping administration may postpone its ef-
forts to curb the level of social financing in order
to achieve its target growth rate. There are already
signs that this is happening.

While new social financing in January-April
shrank by 11.5% year on year to 7.1 trillion yuan,
bank lending reached 6.0 trillion yuan, which as
far as can be ascertained is the highest level on
record (Fig. 7). This appears to reflect greater de-
mand for bank loans due to the tightening of re-

strictions on shadow banking. The basic goals of
China’s central bank, the People’s Bank of China,
were previously increased stability, deleveraging,
and risk prevention. In May it dropped deleverag-
ing and changed its basic goals to increased sta-
bility, structural adjustment, and risk prevention
(People’s Bank of China [2018]).

2. Structure and Characteristics
of the Chinese Version of DES

In October 2016, the Chinese government re-
leased a guidance opinion on the positive but or-
derly reduction of corporate leverage ratios® (“the
Opinions”) and launched a policy based on the
conversion of debt into equity through debt-equity
swaps (DES). As will be shown in the following
analysis, China’s DES program has several char-
acteristics that distinguish it from systems in de-
veloped economies.

Fig. 7 Scale of New Social Financing (Flow)
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(1) Banks do not Hold Stocks

The term “DES” literally means to convert
debt into equity as a means of rehabilitating cor-
porations that have excessive levels of debt. We
will first outline the mechanisms by which DES
schemes are implemented in developed econo-
mies.

One of the advantages of the DES approach is
that it reduces the interest burden on companies
as debtors, allowing them to improve their finan-
cial positions. Unlike debt, equity does not entail
repayment obligations, and instead of interest
companies can pay dividends at a level that they
can decide for themselves. The DES method also
improves companies’ external credit status, facili-
tating access to loans, and can also be expected
to improve share prices. As creditors, meanwhile,
banks no longer need to provide loan-loss re-
serves, while as shareholders they can participate
in corporate management in order to prevent the
companies from succumbing to moral hazards. Fi-
nally, once the companies concerned are on track
to rehabilitation, banks can benefit from dividends
and gains made on share sales.

However, there are also some disadvantages
with DES schemes, and the benefits listed above
can also trigger problems. From the perspective
of the company concerned, corporate rehabilita-
tion through management intervention by a new
shareholder is unlikely to be welcomed, since it
can be seen as a negation of previous manage-
ment policies, especially when the replacement of
the management team is sought. From a banking
viewpoint, the DES approach means the loss of a
steady stream of income from interest payments,
and if efforts to turn around a company’s perfor-
mance do not go as planned, there is a risk that the
shares will become worthless scraps of paper, and
that the outcome will be same as bankruptcy and
debt write-offs. Another issue is that valuation and
sale can be difficult if the shares are not publicly
offered.

The design of China’s DES program was in-
fluenced by an awareness of these advantages
and disadvantages, but there are also aspects that

reflect circumstances that are unique to China.
First, banks and companies are not the sole par-
ticipants in DES schemes in China. There are also
implementing organizations established between
the two parties. In developed economies, DES
schemes are executed in one of two ways. The
first is the investment in kind method, which con-
sists simply of a ledger operation to convert debt
into equity. The second is the cash investment
method, whereby the creditor pays in cash to sub-
scribe to a new share issue, and the debtor uses
that cash to repay the loans. In Japan, the first type
of DES scheme is more commonly used, since it
is simpler and unlikely to cause tax issues. How-
ever, in China the cash investment method is used
via a structure based on the establishment of an
implementation organization, which is equivalent
to a non-bank, between the company and bank
(Fig. 8).

The reason for this approach is fear that finan-
cial risk could be concentrated in the hands of
banks if they hold large amounts of shares. Bank
loans are the main form of financing in China, and
the proportion of indirect financing is extremely
high, with the result that banks tend to accumu-
late financial risk. Under the DES mechanism,
dividends and gains on share sales can only be
realized if the company concerned is successfully
rehabilitated, so the amount of profit that can be
obtained through these schemes is unpredictable,
with the result that the bank carries more risk than
the company. Implementation organizations were
created to provide a buffer in the event of a crisis.

Fig. 8 Basic Framework for DES
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There is also the risk that banks will slide into
capital inadequacy. The Administrative Measures
for the Capital of Commercial Banks, which came
into force in 2013, stipulate the risk weightings to
be used when calculating capital adequacy ratio
at 100% for debt and a minimum of 400% for eq-
uity®. This means that once a bank has converted
debt to equity, it needs four times more capital. In
July 2016, the government relaxed the commer-
cial banking law and adopted a policy of allowing
banks to own shares''”. However, share ownership
was really not an option for banks at a time when
capital adequacy rules were being tightened under
Basel III.

Implementation agencies include financial as-
set management companies established through
initiatives by banks, insurance asset management
companies, and state-owned capital investment
management companies. In addition to the finan-
cial asset management companies that they had
established in the late 1990s, the big five banks,
including the Industrial and Commercial Bank
of China, established separate asset management
companies for DES schemes (Table 1). The China
Banking and Insurance Regulatory Commission
also encouraged the establishment of financial as-
set management companies in regional areas and
set a target of two companies per province. The
number of companies is believed to have reached

Table 1 Implementing Organizations
Established by Major
Commercial Banks

(10 billion yuan)
Bank Established Name Capital
Agricultural Bank Great Wall Asset
of China 2016/11 Management Co., Ltd. 100
China Huarong Asset
ICBC 2016/12 Management Co., Ltd. 120
Cinda Asset
cce 201612 Management Co., Ltd. 120
’ Orient Asset
Bank of China 2016/12 Management Co., Ltd. 100
Bank of
Bank of - 20171 Communications 100
Communications
Asset Management

Source: Compiled by JRI using local media reports
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67 by the end of March 2018"". There are now
asset management companies throughout China,
including companies established by the big five
banks, as well as those approved independently by
local governments.

(2) Investing Household Savings in
DES Schemes

The second unique characteristic of China’s
DES program is that it is based on the procure-
ment of funds from the market. In the Opinions,
it 1s assumed that implementation agencies will
establish funds in cooperation with other entities,
such as private equity funds, and raise funds from
the market through bond issues and other means.
These approaches can be attributed to lessons
learned from the DES schemes of the late 1990s,
which turned out to be nothing more than free
lunches (midnfei wiican in Chinese). These earlier
DES schemes were government-led initiatives,
under which asset management companies (AMC)"”
established with government funding took over
NPLs from companies selected by the govern-
ment. This approach diluted the sense of owner-
ship of banks and companies, and ultimately no
progress was made toward the rehabilitation of the
companies concerned.

For this reason, the government made it clear
from the outset that the present DES program
would be market-driven. Under this market-driv-
en approach, the government’s role is limited to
the creation of an environment to facilitate DES
schemes, and it does not intervene in individual
schemes, such as by selecting target companies or
setting the trading price for debts. All such deci-
sions are left to voluntary negotiations between
creditor banks, debtor companies, and implemen-
tation organizations. The most important feature
of this market-driven approach is the fact that
the government does not inject public money
into DES schemes, since all decisions are made
through voluntary negotiations among the DES
parties and are implemented under the responsi-
bility of those parties.



The government’s decision to recommend this
approach reflects its calculation that it would be
a good opportunity to use China’s vast house-
hold savings in DES schemes. China has one
of the highest saving rates in the world, and the
outstanding of household savings reached 68 tril-
lion yuan in April 2018 (Fig. 9). Even if ten tril-
lion yuan of China’s household savings were used
for DES schemes, that would still represent only
14.7% of total savings, which means that defaults
on some of the debt would not have a serious im-
pact on savings'”. In addition, this approach was
seen as being in tune with the strategy of shifting
from savings to investment.

(3) Government Intervention in Com-
pany Selection

The third unique feature of China’s DES pro-
gram is government involvement in decisions
about the selection of companies to be targeted for
DES schemes, with the result that SOEs, including
SOEs with little potential for successful rehabili-
tation, are the main targets. Of the 45 companies
for which DES schemes were being implemented
untill June 2017, 98% were SOEs (Fig. 10)"?.

Fig. 9 Household Savings
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The level of imbalance and the over-representa-
tion of SOEs are apparent from the fact that there
are only 18,000 state-owned industrial companies
operating on a significant scale, which is just one-
twelfth of the total for private enterprises.

As noted earlier in this article, China’s DES
program is market-driven, and the government
has clearly stated that it will not become involved
in the selection of companies for DES schemes,
and that non-state-owned enterprises would also
be selected. In practice, DES schemes are being
implemented through negotiation between the
parties involved, and there is no evidence that the
government is nominating target companies. The
preponderance of DES schemes for SOEs de-
spite this situation reflects the fact that few private
companies require DES schemes because their ac-
cess to credit is strictly managed by banks. While
private enterprises’ share of fixed asset investment
has reached 60%, their share of outstanding credit
is falling, causing the gap compared with SOEs to
widen (Fig. 11). This trend aligns with the data in
Fig. 6 and suggests that private enterprises, unlike
SOEs, do not operate in an environment where the
level of debt can be increased without limit.

The fact that state-owned enterprises are more
likely to become targets for DES schemes can be
attributed to traditional policies that have favored

Fig. 10 Ownership of DES
Implementing

(%)

City SOEs, 2

Private enterprises, 2

Central
government
SOEs, 10

Provincial SOEs, 86

Notes: As of June 9, 2017 (45 companies, 709.5 bil. yuan).
Source: Compiled by JRI using local media reports

RIM Pacific Business and Industries Vol. XVIIl, 2018 No. 69 11



Fig. 11 Non-Finance Companies’
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the state-owned sector through a process that
might be called “invisible intervention”. However,
it would be fair to say that there has also been vis-
ible government intervention in decisions about
which companies should be targeted for DES
schemes. Corporate rehabilitation may require
the replacement of managers and the liquidation
of unprofitable operations, which can result in
job losses. With SOEs, these measures go beyond
individual companies and become political and
social problems. For this reason, DES schemes
for SOEs cannot be implemented without the ap-
proval of the Communist Party of China and the
Chinese government.

The government decided that the selection of
companies for DES schemes should be based on
the market’s assessment of whether there is the
potential for successful rehabilitation. Clearly it
was unreasonable to assume that market would be
able to perform this function. As a consequence of
government intervention in the selection of com-
panies for DES schemes, the emphasis shifted
to selection based on the need for rescue, rather
than the potential for rehabilitation, as is the norm
in developed countries. This problem was exac-
erbated as the government encouraged schemes
for some companies and banned them for others,
thereby reducing the effectiveness of the DES pro-
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gram.

In the Opinions, DES schemes are ruled out for
(1) “zombie” companies affected by the continu-
ing stagnation of their business performance with
no prospect of recovery, (2) companies that have
deliberately delayed debt repayment, (3) compa-
nies with excess production capacity, and (4) com-
panies with opaque or complex debt relationships.
DES schemes are encouraged for (1) companies
that are temporarily experiencing financial diffi-
culties due to the economic cycle but are expected
to recover, (2) growth companies with heavy debt
burdens, particularly those in strategic emerging
industries, and (3) leading companies in industries
with excess production capacity, and strategic
companies that are important to national security.

Anywhere in the world, the success or failure
of the DES approach depends on whether or not
the method is limited to companies with the po-
tential for rehabilitation. All the grounds for ex-
cluding companies from DES schemes system are
reasonable and can be seen as reminders of what
is needed to prevent DES schemes from failing.
However, we can readily imagine that behind this
message is the government’s concern that unless
it issued a message excluding zombie companies
from the DES approach, the outcome would be
same as last time.

At the same time, the government was also anx-
ious that no SOE would be selected for a DES
scheme based on a strict estimation of the poten-
tial for rehabilitation. For this reason, the govern-
ment has encouraged the use of DES schemes for
leading companies that represent their industries,
even if those industries are burdened with excess
production capacity. The problem with this ap-
proach is that by encouraging DES schemes for
companies in industries with excess production
capacity, which are ineligible due to their posi-
tioning under industrial policy, the government
has blurred the line between companies for which
DES schemes are to be banned or encouraged.

In addition, there are no clear definitions about
which companies are positioned as industry lead-
ers. While there seem to be no objections to the
positioning of central government state-owned
enterprises (known as Yanggi in Chinese) as in-



dustry leaders, as shown in Fig. 10, 86% of DES
schemes target local government SOEs. Because
the question of whether or not a business is an
industry leader has been left to negotiations be-
tween the government and companies, companies
for which DES schemes should not have been al-
lowed have instead been selected for the promo-
tion of the DES approach.

3. Expanding Gap between Ex-
pectations and Reality

China first began to apply the DES approach 18
months ago. In this section we will examine the
results so far and identify some of the issues sur-
rounding the DES system.

(1) Banks Reluctant to Use DES

Expectations toward DES soared after Premier
Li Keqgiang said the government was considering
the introduction of the system in March 2016
It was predicted that the first round of DES alone
would reach 1 trillion yuan. At the end of 2015,
commercial banks were holding NPLs worth 1.27
trillion yuan. Based on this amount, the reduction
of NPLs would amount to 270 billion yuan, which
would lower the NPL ratio from 1.67% to 0.36%.
This led some to believe that the NPL problem
could be eliminated overnight"'®.

In reality, however, the DES process has re-
mained slow. Banks and businesses are believed
to have agreed to implement DES deals worth 1.5
trillion yuan by the end of 2017"”, but the actual
amount executed was just over one-tenth of this"?.
As a result, the DES process has contributed little
to the reduction of the NPL ratio. The amount of
NPLs at the end of 2017 was 1.7 trillion yuan.
Even if the DES process had been implemented
for these NPLs, the NPL ratio would have been
reduced by only 0.1-0.2%.

One reason for slow pace of progress on DES

implementation is the waning enthusiasm for the
method among both businesses and banks because
of a recovery in business performance. With the
DES process, businesses face the risk of share-
holder intervention in management, while banks
risk the loss of dividends and gains on share sales
that they expected to achieve if rehabilitation ef-
forts were unsuccessful. The DES approach is
used as a last resort to avoid worst-case scenarios,
such as bankruptcy or the non-recoverability of
loans. Before this course can be taken, both sides
need to have a sense of crisis and a belief that
there is no alternative. However, this sense of cri-
sis has faded with the turnaround in business per-
formance. In China, even companies seen to be af-
fected by excess capacity problems, such as steel
and coal producers, are apparently still able to ac-
cess loans as before"”.

The process has also been affected by a ten-
dency for negotiations between businesses and
banks to bog down when the time comes to put
agreements into effect. The swap rate for bonds
and shares for “normal” loans is supposed to be
1:1, under a mechanism that prevents the shares
from being sold for five years. Because there is no
guarantee that the share price five years in the fu-
ture will be higher than the current prices, banks
have no incentive to participate actively in the
DES process. Discount rates for NPLs are negoti-
ated between the two parties involved, but there
has been little progress toward narrowing the gulf
between businesses, which propose discount rates
favorable to themselves, and banks. A state owned
company, Dongbei Special Steel Group in Liaon-
ing Province and its shareholder (the Liaoning
provincial government) proposed a swap ratio of
3:1. This was refused by the bank, and the com-
pany went bankrupt in October 2016%”.

Yet neither businesses nor banks can afford to
turn their backs on the DES process, since it is a
key policy of the Xi Jinping administration. Par-
ties hastily reached agreement in order to show
loyalty to the government, but conflicts of interest
came to the surface when they began to work out
details for implementation, causing negotiations
to stall. That is the real situation in China. The Xi
Jinping administration has centralized power. For
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example, it has abolished the president’s term of
office to allow long-term rule. Despite this stance,
the government has not been able to make prog-
ress with the DES process because of the com-
plexities of the actual interests involved.

The real obstacle is on the creditors’ side, since
banks are naturally reluctant to engage in the DES
process under the existing framework. Under the
DES system, banks take the lead in setting up fi-
nancial asset management companies, insurance
asset management organizations, and SOE capital
management companies as DES implementing or-
ganizations, which then play a leading role in re-
structuring the companies concerned. Even within
China, however, doubts have been expressed about
the capacity of these organizations to perform this
role. Because SOE restructuring has been carried
out under government leadership, few financial in-
stitutions have the necessary know-how.

Even if there were financial institutions with
the required expertise, there is no guarantee that
they will be able move the restructuring process
forward according to plan. If the government ex-
presses displeasure about the replacement of man-
agers or job cuts resulting from the liquidation of
unprofitable operations, the restructuring process
would immediately be left in limbo. One reason
for banks’ lack of enthusiasm toward the DES
process is their fear that they could be unilaterally
forced to accept risk as a result of government in-
tervention. Paradoxically, it would be reasonable
to conclude that the lack of progress under the
DES program reflects the fact that market mecha-
nisms are working soundly.

(2) Establishment of DES Standards—
Fears of Adverse Selection

One reason for the lack of progress toward
implementation even after agreements have been
reached is the establishment of standards to pre-
vent the DES process from being used as an easy
way out of problems.

First, these standards limit the procurement of
finance from the market. Parties were encouraged
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to raise market finance in order to implement DES
schemes. This was expected to prime the pump
for market-led DES schemes by providing an in-
centive for banks, which have not been enthusias-
tic toward the DES program. However, the gov-
ernment became concerned that if restructuring
was unsuccessful, banks could use this process
to transfer risk to investors, thereby undermining
their commitment to restructuring.

For this reason, the government issued guide-
lines at the end of 2016 for special bond issues
relating to the conversion of marketized bank
loans into equity®" (hereinafter referred to as “the
guidelines”), limiting the amount of finance that
could be raised to 70% of the value of the DES
scheme. The funds required for a DES scheme
can be raised through subscriptions by the bank
and the company undertaking the DES scheme to
the fund established by the implementing orga-
nization, and also from investors. The former are
positioned as general partners with responsibility
for the formation, investment, recovery, distribu-
tion, and liquidation of the fund, and the latter as
limited partners who entrust money to the general
partners with the aim of realizing capital gains
(Fig. 12).

The significance of the guidelines is that they
limit the amount of social capital that can be
raised from limited partners to 70% of the total
fund. For example, China Baowu Steel Group

Fig. 12 DES Money Inflows
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Corp., Ltd. (Baowu Steel), a steelmaker under
the direct control of the central government, and
the China Construction Bank together provided
12 billion yuan to meet the initial cost of a DES
scheme. The Construction Bank raised a further
7.5 billion yuan, equivalent to 62.5% of the total
fund, by selling wealth management products.
This approach was taken in response to a crack-
down on shadow banking, especially in the form
of wealth management products, but the distribu-
tion of risk has not proceeded as planned, and it
is possible that this is reducing the likelihood that
the DES scheme will be executed.

Second, the standards set capital requirements
for the implementation organizations established
by banks. In September 2017, the government is-
sued the “Administrative measures for commer-
cial banks to establish new debt-to-equity imple-
mentation organizations”*” (“administrative mea-
sures”), which set the minimum capital for imple-
mentation organizations at 10 billion yuan. The
purpose of these measures is to ensure the stabil-
ity of implementing organizations by preventing
banks in a poor financial state from establishing
implementing organizations as an easy option. As
shown in Table 1 above, implementing organiza-
tions established by major commercial banks have
capital of 10-12 billion yuan. For small and medi-
um commercial banks, this requirement is a major
hurdle to the establishment of implementing orga-
nizations.

Third, the standards set requirements for the fi-
nancial soundness of implementing organizations.
In 2016, China introduced Macro Prudential As-
sessment (MPA) as the framework for a banking
supervisory system designed to promote financial
soundness (Miura [2018]). Under the Administra-
tive Measures, commercial banks are required to
have shareholdings of at least 50% in implement-
ing organizations, and 50% of the operations of
those organizations must be devoted to debt-equi-
ty conversion. These measures are intended to pre-
vent banks from misusing implementing organiza-
tions in order to achieve short-term improvements
in their earnings, by bringing the implementing
organizations under the MPA framework and en-
suring that their financial performance is reflected

in the financial performance of the banks that in-
vest in them.

Behind these regulations is the government’s
concern that market leadership might be used
as a pretext for exploiting regulatory loopholes.
Chinese companies involved in DES schemes are
seen as being exposed to moral hazards. The DES
approach was intended as a mechanism for com-
panies that can be expected to turn around their
business performance. However, such companies
are reluctant to participate in DES schemes be-
cause they are optimistic about their future. In
contrast, “zombie” companies with no hope of
recovery have nothing to lose and are eager to en-
ter into DES schemes in the expectation that their
debts will be substantially reduced. This problem
of “adverse selection” is an inherent feature of
China’s DES program.

The same is true of banks. Banks are reluctant
to engage in DES schemes targeting companies
with future potential, since such companies are
likely to repay their debts. However, companies
at risk of bankruptcy may be targeted for DES
schemes, which are seen as better than restructur-
ing schemes under which loans become non-re-
coverable. While this approach merely postpones
the need to deal with problems, it is attractive to
weaker banks. There is ample justification for the
postponement of action on problems if the bank-
ruptcy of the company concerned is unlikely from
the viewpoint of industrial or employment poli-
cies, and if it can ultimately be expected to sur-
vive as a result of government intervention.

(3) Emphasis on Steel and Coal, and
minggt shizhai

In addition to the lack of significant progress
under China’s DES program, there are also prob-
lems that raise concerns about the outlook for
schemes that have already been executed. The first
problem that we can identify is the concentration
of DES schemes in the steel and coal industries.
As of June 2017, 55% of DES schemes related to
these two industries which both have excess ca-
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pacity problems (Fig. 13). None of the schemes
appear to target growth companies in emerging in-
dustries.

This can be seen as a harmful consequence of
the tendency to form DES schemes targeting ma-
jor companies that lead their industries, even if
they are burdened with excess production capac-

Fig. 13 DES Breakdown by Industry
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ity. Like the industrial companies referred to in
Fig. 2 above, the steel and coal industries have
staged a rapid recovery since 2016, and compa-
nies in these industries cannot be described as
“zombies” on the basis of income figures for a
single year. In addition, the reduction of excess
capacity has reduced the number of companies in
both industries, which suggests that companies
have merged or been liquidated. However, asset-
liability ratios have changed little (Fig. 14), and
there is no evidence that companies are making
serious efforts to reduce their excessive debt.

Because the need for rescue has been given
priority under the DES program, there appears to
have been a rush to establish DES schemes tar-
geting companies that would normally have been
ineligible, causing the program to become dys-
functional. As of September 2017, 21 coal compa-
nies and 10 steel companies are believed to have
signed DES agreements worth 350 billion yuan*”
and 150 billion yuan®” respectively. It seems rea-
sonable to conclude that the original policy of not
creating DES schemes for companies burdened
with excess production capacity has been over-
turned.

This problem may become even worse now that
the government has indicated that it will provide

Fig. 14 Number of Companies and Debt Ratios in the Coal and Steel Industries
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financial support for DES schemes. In July 2017,
the government announced a policy of allowing
industrial investment funds to participate in DES
schemes””. “Industrial development fund” is a
generic term for government-established funds
created to foster emerging industries and support
M&A and infrastructure investment. There are
many types. For example, the China Integrated
Circuit Industry Investment Fund specializes in
the semiconductor industry. Although these funds
are based on the public private partnership (PPP)
model, their use in DES schemes will inevitably
strengthen government control over them and is
likely to draw them toward companies in which
they have previously been prohibited from invest-
ing.

A second problem that we can identify is the
fact that the procurement of market funds for DES
schemes is not going as well as hoped because of
low rates of return. Companies in old industries,
such as steel and coal, are unlikely to achieve
high earnings, and the anticipated rate of return
on DES schemes that have already been executed
is believed to be around 5%“”. While this is not
lower than the 3-5% anticipated rate of return on
wealth management products, the attractiveness of
DES schemes to investors is limited because nei-
ther the principal nor interest are guaranteed. As
long as DES schemes remain concentrated in old
industries, the government’s goal of using house-
hold savings for the DES program is unlikely to
be achieved.

A third problem is the fact that DES schemes
are not debt-equity swaps but debt-debt swaps.
A significant number of the companies for which
DES schemes have been executed have agreed to
pay fixed amounts similar to interest payments,
and to buy back their shares after a specific pe-
riod, rather than paying performance-based divi-
dends to shareholders. In China this practice is
summed up in the phrase minggii shizhai (W% 5
1&), which literally means “looks like stocks, real-
ly debt”. There is concern that the minggii shizhai
phenomenon will cloud the role of shareholders
in leading the rehabilitation process, and that be-
cause companies are able to raise new finance as
soon as their balance sheets improve, schemes

will become debt-equity swaps in name only.

Unfortunately there appears to be no effective
way to eliminate the minggii shizhai situation.
This is because the establishment of DES schemes
for companies that have no hope of rehabilita-
tion can be seen as a self-defense mechanism for
banks. In October 2016, the China Construction
Bank agreed to establish a 10 billion yuan DES
scheme for Yunnan Tin Group (Holding) Co., Ltd.,
an SOE in Yunnan Province. However, the scheme
was conditional on the repurchase of the shares by
Yunnan Tin Group if the rehabilitation targets are
not achieved by 2020. With outstanding debts of
35 billion yuan, Yunnan Tin Group has an asset-
liability ratio of 83%, which is far higher than the
industry average of 55%“”. The goal of the DES
scheme is to put the company on track to reha-
bilitation by reducing this ratio to 65% or lower.
However, the company’s operating revenues in
2017 were 2.9% higher year on year at 34.4 bil-
lion yuan, which is far below the target level of
81.0 billion yuan.

Conclusions—DES Expectations Out-
pace Results

What is the outlook for China’s excessive debt
problem? A sudden credit squeeze would have a
negative impact on the economy, and it would be
unrealistic to see that approach as a short-term
solution to the debt problem. The IMF maintains
that even if the Chinese government implements
policies to limit the growth of credit, outstanding
credit to businesses will rise from 255.7% of GDP
in 2017 to 270% by 2022 (IMF [2018]). The only
solution is to reduce excessive debt gradually over
time.

Of course, without policies to curb the growth
of credit, outstanding debt will reach 290% of
GDP, which is above the average for developed
countries. This would not only increase the risk
of a financial crisis, but would also magnify the
impact if such a crisis occurred. To avoid this situ-
ation, China will need to commit to the full imple-
mentation of radical measures in three areas: (1)
the elimination of zombie companies from the
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market through the reform of bankruptcy systems
and state-owned enterprises, (2) the elimination
of tacit government guarantees, whereby the gov-
ernment facilitates lending to SOEs by acting as a
backer, and (3) the improvement of the soundness
of financial institutions through the reinforcement
of the MPA system.

However, the government’s attention is cur-
rently focused not on the correction of basic prob-
lems, but on the promotion of the DES program. It
signaled its intention to promote the DES program
in January 2018 with the issuance of the “Notice
on Specific Policy Issues Concerning the Imple-
mentation of the Market-Oriented Debt-Equity
Swaps of Banks”®® (“the Notice”). The Notice,
which reflects the government’s strong determi-
nation to extend the scope of the DES program,
states (1) that the program will be expanded to
include not only “substandard” and “special-men-
tion” loans, but also “pass” loans, (2) that it will
cover not only bank loans, but also other types of
credit, such as leases and trust loans, and (3) that
the government will encourage the use of wealth
management products to raise funds.

It is possible that the government will continue
to introduce measures designed to motivate banks
and businesses. For example, the deposit reserve
ratio was lowered in June, and the government
urged the use of the funds freed up by this mea-
sure for DES schemes"””. However, regardless of
additional measures such as these, the DES pro-
gram is unlikely to gain traction. That is because
these measures fail to offset the structural flaw in
DES schemes, which is the fact that banks have no
incentive for active engagement in DES schemes
that prioritize rescue ahead of the potential for re-
habilitation. With China still unable to discover a
strategy for overcoming its excess debt problem,
the DES program remains in a dangerous situation
in which expectations are outpacing results.
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