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Agenda
What we will be discussing today

1 Breakdown of China’s Credit Situation

2 Case Study – Looking At Past Debt Bubbles 

3 The Deleveraging Process

4 Policy Implications & Conclusion
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Breakdown and Components Debt Growth

Subtopic• China’s debt is 250% of its GDP

• Biggest debtors are corporations, followed 

by households, government and bonds

China’s Biggest Debtors GDP Growth vs Debt Growth

China’s Current Debt Story
Growing at a faster rate than GDP - led by state owned enterprises 

Sources: Bloomberg

• China’s debt alone isn’t the most 

concerning part, it’s how fast China’s debt is 

growing

• China’s debt is being spent on less 

productivity enhancing metrics. As the 

Chinese economy develops it will be hard 

for GDP to grow as fast as debt
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Reasons for Doom

Reason for Optimism

• Soros: sees an “Eerie resemblance” between China now and 2008 U.S as “It is similarly fueled by 

credit growth an eventually unsustainable extension of credit”

• Recent credit growth figures (2.34 trillion yuan) in March this year are a cause for concern

• Since the global financial crisis, many segments of the Chinese economy have taken on 

considerable debt, 465% in the past decade

• Corporate sector borrowing has rendered these firms unable to spend as much on investing and 

hiring

• The difference in household debt: in the U.S leading up to 

the financial crisis it reached almost 100% of GDP, while in 

China it is only 40% of GDP.

• Household savings twice as much as debt in China (55 

trillion yuan to 27.4 trillion yuan)

• Qu Hongbin: “China’s debt is a result of the way its financial 

system works”

• Less of a threat because it is backed by the government

Differing points of views
All doom and gloom? Perhaps not

Sources: Bloomberg
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Outlook

Growth in Household Debt Current Story

• The Peoples Bank of China has cut its benchmark one year lending rate to 4.35%, and policy 

makers have lowered reserve requirements for banks

• Soft inflation rates could lead to various central banks further cutting interest rates to boost growth

• High savings culture in China dampens possible negative outcomes

• Could help drive consumption in China

• Main lenders are commercial banks and 

auto financing corporations

• Has grown steadily over the past few years

Sources: CNBC, Trading Economics

Consumer Credit
Interest rates could further decrease
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What are the highly leveraged industries?

Manufacturing Housing

• Rise in leverage has been driven by state owned enterprises in real estate, construction, mining 

and utilities

• Since the financial crisis, private and state owned real state and construction firms have enjoyed 

lower borrowing costs

• Private firms have steadily deleveraged since 2006

• Experiencing high levels of overcapacity

• China’s surplus capacity in steel making is 

larger than the entire steel production of 

Japan, America and Germany combined

• Many are vulnerable to slowdown and have 

turned into “profitless zombies”

• Return on assets of state firms, dominated by 

heavy industry, are one third lower than 

private firms

• Many ghost cities across China due to 

excessive investment in property, but the 

outlook isn’t bad

• Rise in land prices have lead to 5 year lows 

in terms of absolute levels of land sales

• Demand is still strong having grown steadily 

in the past two years

• ”Ghost cities” and overcapacity could easily 

fill up in the near future

Sources: IMF, Forbes, Financial Times, Economist

The Highly Leveraged Industries
State owned manufacturing and real estate firms
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The Subprime Mortgage Crisis of 2007-09 Key Causes

US-Style Credit Crunch?
Credit growth draws parallel, but root causes differ

Source(s): IMF, Bank for International Settlements, Financial Times

• The US experienced the “Great Recession” in 2008 

which was the worst recession since its Great 

Depression of 1929. The explosive growth in 

consumer credit, mainly household debt, drove a 

financial sector collapse and caused a global 

economic downturn

Low interest rates in early 2000s

Friendly home ownership policies 

from GSE’s such as Fannie Mae and 

Freddie Mac

Lack of regulation for non-

depository financial institutions 

(shadow banking)

Consumers of even the worst credit 

quality were allowed to finance 

expensive homes with mortgages

Credit rating agencies failed to see 

the risk in subprime, mortgage-

backed securities

Household Debt to GDP 
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Twenty Years of Deflation Key Causes

Japan-Style Malaise?
Is an incoming decade of slowing growth and deflation more likely for China?

Source(s): Nomura, Bank for International Settlements, Financial Times

• Since hiking interest rates in the late 1980s to 

prevent speculation in Japanese assets, the bursting 

of the asset bubble led to an unprecedented 

collapse in growth and Japan entered a deflationary 

environment

• Structural changes in demographics and failed fiscal 

policies have led to an era of underperformance

Bank of Japan raised interest rates 

to keep inflation in check and ward 

off speculation in 1989

Equity and asset bubbles popped, 

leading to bail-outs of overly-

leveraged financial institutions

Excessive loan growth quotas and 

“window guidelines” set by central 

bank fuelled bad lending practices

Zombie banks and firms were too 

debt-ridden to do much more than 

survive on bailout funds

Decrease in the number of workers, 

falling productivity, and failed fiscal 

policies led to 20 years of deflation

Government Debt to GDP
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Corporate Debt: Worst Than You Think, but May Not Be a Problem

China’s Path
Shares characteristics of both US and Japan, but also completely different

Source(s): CNBC, World Bank

• Although China has experienced an explosive growth in credit, it is mainly in corporate debt

- China’s financial system is unique as many of the highly-leveraged corporations and their 

creditors are all state-owned

- Nicholas Veron: financial institutions, state-owned enterprises and even many "private" firms act, 

at the end of the day, as an extension of Beijing. So loans and debts are really items on the same 

consolidated balance sheet, and can be netted out to a certain degree

• The Chinese courts are already allowing more bankruptcies to happen this year to eliminate 

overcapacity in sectors such as steel, unlike Japan which tried to keep uncompetitive companies 

afloat by massive public borrowing
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Not Subprime Consumer Credit, Not a Shrinking Population

China’s Path
Characteristics of both US and Japan, but also completely different

Source(s): IMF, World Bank (2016)

• Although there is a real estate bubble in large Chinese cities, the phenomenon can be traced to the 

Chinese having large private savings as a % of GDP and looking to real estate as a store of value

- Coupled with high down payment requirements, China is not experiencing a subprime credit 

crisis

• China’s one-child policy for the last 35 years is slowly causing an inverted pyramid

- Population may not shrink but government debt may increase to cover future social security 

and pension deficits

• To prevent falling productivity, government’s new focus in more productive industries such as 

entertainment, technology, and renewable energy could be a better allocation of capital

• Even though net exports growth is falling, the domestic consumption is increasing through higher 

incomes, which should aid growth in the rebalancing period as China shifts from a manufacturing to 

a services based economy
D rivers U nder O ld N orm al D rivers U nder N ew  N orm al

G rowth '06 - '10 '11 - '15 '15 G rowth '06 - '10 '11 - '15 '15

Investm ent 20% 10% 3%
Private 

Consum ption
14% 13% 9%

Industry 

value-add 
16% 10% 6%

Disposable 

Incom e
15% 13% 10%

Exports 19% 7% 3% Services 16% 13% 8%

Source: BCG   >  10%  growth  < =  10%  growth
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Deleveraging: The process of reducing the level of one’s debt

Deleveraging firms Deleveraging economies

• Debt can be a useful tool to help initiate and fuel growth, but this leveraging comes with increased 

risk

• Analysis of return on debt can be indicative of whether debt load is beneficial or not

• Once a debt load stops fueling growth and simply adds risk, it must be paid down to reduce 

overall risk

• Micro level: focus on reducing the 

percentage of debt on firm balance sheets

- Goal is to reduce the debt to equity ratio

• Macro level: focus on reduction of debt in 

multiple sectors of the economy

- Goal is to reduce the total debt to nominal 

GDP of an economy

Sources: McKinsey Global Institute, Oxford, The Economist

What is Deleveraging?
Finding the Right Debt Balance

Debt

Equity/GDP

Too much debt= 

overleveraged

Too little debt= 

underleveraged
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Austerity Debt Restructuring

Subtopic• Most common method of deleveraging

• Takes 6-10 years and sees average 

reduction in debt to GDP ratio of 25%

• Reduction in government spending and tax 

hikes reduce household and corporate 

credit levels

Wealth Redistribution Creating Inflation

The Deleveraging Process
Methods of Deleveraging

Sources: McKinsey Global Institute, Financial Times

• Banks will negotiate debt terms to prevent 

disappearance of their assets in the case of 

default

• Lowering debt, lengthening period, or 

lowering rates 

• Widespread defaults on debt will also 

deleverage economy

• Government can boost spending on 

unemployment claim payouts and monetary 

stimulus

• To balance increased spending on stimulus 

taxation on the wealthy can be increased

• Printing more money will devalue currency

• Allows for debt repayment with money with 

lower real value

• Allows for additional money supply on 

stimulus spending and thus consumer 

spending
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Key Statistics

China Deleveraging Progress
China at a crossroads

Sources: The Economist, Forbes, National Bureau of Statistics of China 

• Q2 2016- GDP growth rate 6.7%

- Down from 7% Q2 2015

• August 2015 to August 2016- value of bank loans 

grow 13%

• Current total debt as % of GDP- 237%

• 2005 total debt as % of GDP 159%

Leveraging: 50+ years
Depression

: 2-3 years
Reflation: 7-10 

years

Long Term Debt Cycle
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• Approaching peak- rapidly growing debt 

load with slow down in GDP growth

• Small steps towards deleveraging taken so 

far:

- Increase in accepted bankruptcies- Q1 2016 

52% increase

- Yuan devaluation in August 2015

• China must act quickly and drastically to 

deleverage in order to prevent economic 

crash and depression

China’s Debt as % of GDP
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Other Deleveraging Examples 
How the US and Spain achieved deleveraging

Source(s): Morgan Stanley, IMF

• Debt restructuring

- Many large corporations such as 

Lehman Brothers and General Motors 

declared bankruptcy and debts were 

restructured

• Creating inflation

- Nominal interest rates were cut 

dramatically to near zero (followed by 

various rounds of quantitative easing) 

to prevent deflation

United States Spain

• Austerity

- Consistent public spending cuts amid a 

trade deficit, massive unemployment, 

and falling GDP

• Wealth redistribution

- Tax hikes on the wealthy aimed to raise 

tax revenues but led to many wealthy 

people leaving the country
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Current Situation Reopening Securitized Debt Market

Subtopic• Slowing economic growth – new normal

• SEOs (industrials) account for 55% of 

corporate debt and majority of bad loans 

• Problem loans stand at 5.5% of total bank 

loans up from 4.4% in 2014

• IMF estimates that 15.5% of commercial 

bank loans at risk ($1.3T) – EBITDA < 

Interest Expense

Strength of Banking Sector Securitization Process

Putting Out Fires
China’s Recent Efforts at Thwarting Corporate Credit Risk 

Sources: IMF, Wharton

• Reopened for first time after global 

financial crisis with $81.6m deal

• Expected $50bn this year – BoC Rmb301m 

China Merchants Bank Rmb233m

• Buyers: mainly gov’t controlled asset 

management companies (AMCs), demand 

weakening

• Assume 60% loss ratio on 15% of total corp. 

debt potential losses are $756B (7% of GDP)

• Banks have $1.7B in Tier I capital (11.3% 

of risk-weighted assets) and $365 billion in 

total reserves + high savings + loyal deposit 

base + gov’t support + 17% minimum 

reserve requirement (central bank)

Cash

Bad 
Loans

Bank B/S

Pool of 
loans 
(ABS)

AMCs
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Funding Unproductive Assets Policy Recommendation and Constraints

Subtopic• More and more credit going to pay off old 

credit for unproductive assets (real estate, 

steel/ coal manufacturing)

• Debt has diminishing returns 

Poor Returns (2005 – 2015)

Long-term Strategy
Building For a Better Future

Sources: IMF, Wharton

• Expenses

- Continue with debt restructuring

- Reduce workforce

• New Investment Policy

- Focus on 3 areas of growth: consumer 

goods/ services, technology sector, green 

initiatives

- Banks need to fund these new domestic 

initiatives

• Constraints

- Political: new investment opportunities are 

risky, gov’t wants to promote stability –

austerity is not popular

- Economic: low growth environment


