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China: Don’t fret over an increase in corporate bond defaults
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SUMMARY

" Bond defaults were not part of the debate for much of 2020. However, these have picked up steam in Q4-20, resulting
in a record level of USD 21.8 billion YTD, far exceeding the previous high of 2018.

" We expect to see an increase in bond defaults heading into 2021, for three key reasons: 1) Domestic liquidity will remain
on a gradual tightening trend; 2) Chinese policymakers are keen to resume deleveraging efforts; and 3) Deepening
financial reforms in China will require a higher incidence of delinquencies.

" That said, it is unlikely that bond defaults will become systemically important, for three key reasons: 1) Corporate bond
defaults are minute compared to China’s massive USD 4 trillion bond market; 2) The People’s Bank of China (PBOC)
will proactively manage liquidity to avoid a funding squeeze; and 3) Despite we have seen an increase in State-Owned
Enterprise (SOEs) defaults, this is no free-for-all and policymakers will not hesitate to intervene if necessary.

" Going forward, Chinese corporate debt will remain attractive from a risk-reward perspective, given high USD credit
spreads, low relative risks and better economic momentum. Credit differentiation in terms of sectors will remain key for
investors looking to gain exposure while simultaneously avoiding pitfalls.

Higher bond defaults amid tighter domestic liquidity The People’s Bank of China (PBOC) implemented a
cumulative 30 bps in rate cuts to the Loan Prime Rate
(LPR), Medium-term Lending Facility (MLF) and the PBOC
7-day Reverse Repo rate between January and May 2020.

Funding costs dropped, as expected. However, they have

Corporate bond defaults were once considered a rare
occurrence in China. This is because borrowers have
historically relied heavily on financial support from state-
owned banks in times of trouble. However, things have

started to change in the world’s second largest bond market.
As Chinese policymakers continue to address issues
surrounding a build-up in corporate debt, they have taken
steps to remove implicit guarantees, resulting in a higher
number of bond defaults. These peaked in 2018, before
easing off in 2019, as US-China trade tensions prompted
authorities to reintroduce support. Bond defaults have also
been absent for much of 2020, as policymakers sought to
limit the economic impact of the COVID-19 pandemic.
However, these picked up steam again in October and
November, exceeding 2018 levels (Chart 1). But are we
witnessing such a sharp increase in bond defaults now?

been creeping up gradually since. PBOC has been pulling
back on some of this support, thanks to stronger economic
momentum. Moreover, the bank is keen to resume
deleveraging. As a result, the 3-month Shanghai Interbank
Offered Rate (SHIBOR) reached 3.13% at the end of
November 2020, levels not seen since before the pandemic.

Despite the PBOC has held back from delivering additional
easing, financial conditions remain accommodative
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according to our financial conditions index?! (Chart 2).
Changes in liquidity conditions are more directly correlated
to an increase in defaults than overall levels. Tightening
financial conditions make it more expensive for companies
to access working capital, causing some companies to run
into cash-flow difficulties. When these firms are unable to
tap traditional or shadow sources of financing, they are left
no alternative but to default on their debt obligations. As we
can see in Chart 2, liquidity has been on a tightening trend
since June this year, after easing in H1-20. This tendency
also characterized the runup to the increase in corporate
bond defaults observed in 2018.
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measures, scheduled to expire at the end of Q1-21.
These conditions may be further aggravated by
currency appreciation, as the yuan is forecasted to
remain on a gradual appreciation path (USDCNH 6.30
in 2021).

Policymakers will resume ongoing deleveraging efforts.
Reducing economic fragilities surrounding Chinese
corporate debt will continue to be a top priority for
policymakers, as evidenced by official remarks made
during the Economic Work Conference on December
16. This is not new —in fact, the deleveraging campaign
was in full swing in 2018, coinciding with an increase in
bond defaults. PBOC has kept outstanding credit
growth buoyant, but riskier shadow banking
components will continue to be driven down. For
instance, outstanding aggregate financing was 13.7%
yly in November 2020 vs 10.8% on average in 2019.
On the contrary, trust loans and entrusted loans
contracted by -4.0% yly and -9.9% y/y in November.
This is a telling sign that the authorities will continue to
walk a tight rope between stabilizing growth and
reducing economic fragilities.

The success of this approach will ultimately depend on
the government’s ability to deepen financial reforms.
Weaning Chinese enterprises off their historic
dependency on bank loans and towards market-based
instruments, such as bonds and equities, is no small
feat. A shift of this magnitude will only be successful if
non-performing companies with diminishing returns on
assets are gradually allowed to go defunct.

More corporate bond defaults...

We expect that bond defaults will continue to increase in
2021 due to three main factors:

Domestic financial conditions remain accommodative,
but liquidity may tighten gradually as economic
conditions normalize in 2021. Notably, the demand for
working capital could increase temporarily at the end of
the year and ahead of a deadline on loan moratoriums
to alleviate pressures surrounding COVID-19 lockdown

1 Our index is an average of 14 financial indicators, including SHIBOR 3M, 7-
day Reverse Repo, MLF, 10Y bond yield, USDCNY spot, CDS spread, NCD

Union Bancaire Privée, UBP SA | Asia Macro - Report | December 2020

... but no source of systemic risk

With that being said, we do not expect that this will result in
systemic risk due to three main factors:

Bond defaults in 2020 constituted less than 0.6% of
China’s massive bond market (CNY 15 trillion or
approximately USD 4 trillion). For China’s debt
restructuring gambit to pan out as expected, the pace
of financial reforms must accelerate rapidly. This
means that the pace of China’s bond market opening
will outpace that of defaults, resulting in relatively low
levels of risk compared to other markets that yield less.
Chinese government bond yields remain stable around
3.00% while good quality companies can yield much
more. For instance, in the HY space, USD credit
spreads currently exceed 600 bps (Chart 3). At 0.6%
YTD, the default rate is much lower than the 3.3% and
4.4% observed in Emerging Europe and Latin America.

PBOC has ample policy space to proactively manage
liquidity. Our baseline scenario assumes no interest
rate cuts in 2021. Under this scenario, liquidity

spread, aggregate financing, M2 growth, loans, banker’s acceptances,
inflation, corporate profits and bank’s excess reserves
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injections via open market operations (OMOs) and an
extension of financial forbearance beyond Q1-21 will
suffice to direct funding costs lower. As a matter of fact,
the interbank rate has declined following a massive net
injection of USD 170 billion via OMOs in the first 15
days of December (USD 900 billion alone on December
15). Under our risk scenario, the PBOC could trim
interest rates by another 25-50 bps in case financial
conditions tighten excessively in 2021. Expectations of
weaker inflation (CPI -0.5% y/y in November) would
contribute to supporting real rate differentials with the
US in any case, reducing capital outflow risks.

Some of the latest bond defaults involved State-Owned
Enterprises (SOEs), throwing doubt on the credit risk of
a group of borrowers that had previously been ‘“risk
free”. To make matters worse, China’s local credit
rating agencies assign a top Investment Grade (IG)
rating of AAA to most domestic debt denominated in
CNY - clearly not the case — resulting in a more
negative perception of the entire spectrum of riskier
High-Yield (HY) names. Regulators have been more
comfortable with the idea of bond defaults since the first
occurrence in 2014 (Chaori Solar). Naturally, this notion
has also extended to SOEs. However, while regulators
wish to remove implicit guarantees over time, it is far-
fetched to assume that they won’t step-in to support
strategically important companies. That is typically
measured in terms of contribution to local employment
or national security. Centrally owned SOEs under the
SASAC are generally considered to be more
“strategically important” than local-level SOEs and
Local Government Financing Vehicles (LGFVs).

Credit differentiation to remain critical

Rather than fret over an increase in bond defaults, investors
ought to focus on credit differentiation and consider sectors
carefully. According to data from Bloomberg, the sectors
with the highest bond maturities between now and March 31
(end of moratorium period) are industrials, materials and
utilities (Chart 4). However, these sectors featured a
relatively small proportion of listed firms that reported stress
in debt service. To monitor this, we look at the proportion
firms with EBITDA over interest expense ratios below 1. The
latter is a precursor of cash flow risks, which is a better
indicator of default risks that debt alone. When you combine
both factors, consumer discretionary (high impact of
COVID-19 lockdown measures), energy (high proportion of
non-performing firms) and technology (exposed to trade war
risks) emerge as the riskiest sectors for credit investors. In
contrast, consumer staples and healthcare featured low
levels of debt and stress in debt service. Both sectors are
also expected to benefit from cyclical trends and China’s
structural shift towards consumption-oriented growth.
Lastly, utilities and materials face relatively high bond
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maturities between now and Q1-21, but these sectors
feature a large proportion of strategically important SOEs,
resulting in lower stress in debt service.
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Going forwards, Chinese debt will remain attractive from a
risk-reward perspective. This is especially true considering
that risks are concentrated in some sectors and the overall
default rate remains low. Investors that do not wish to build
exposure on individual names may also consider Chinese
government bonds local government bonds. These will
benefit from better economic momentum as well as gradual
yuan appreciation versus the USD in the months to come.
On the flip side, quasi-sovereign financial bonds and LGFVs
will increasingly be subject to the same pressures as non-
strategically important SOEs.
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Disclaimer

This document is a marketing communication containing GENERAL
INFORMATION on financial services reflecting the sole opinion of Union
Bancaire Privée, UBP SA and/or any entity of the UBP Group (hereinafter
“UBP”) as of the date of issue. It is not and does not purport to be
considered an offer or a solicitation to enter into any transaction with UBP,
buy, subscribe to, or sell any currency, product, or financial instrument,
make any investment, or participate in any particular trading strategy in
any jurisdiction where such an offer or solicitation would not be
authorised, or to any person to whom it would be unlawful to make such
an offer or solicitation. This document is meant only to provide a broad
overview for discussion purposes, in order to determine clients’ interest. It
does not replace a prospectus, KID, KIID or any other legal document
relating to any specific financial instrument, which may be obtained upon
request free of charge from UBP or from the registered office of the issuer
of the instrument concerned, where applicable. The opinions herein do not
take into account individual clients’ circumstances, objectives, or needs.
UBP performs analysis on the financial instruments on offer in the market
and may maintain and/or seek to develop business affiliations with third
parties for that purpose; furthermore, UBP may create its own financial
instruments. This generic information is therefore not independent from
the proprietary interests of UBP or connected parties, which may conflict
with the client’s interests. UBP has policies governing conflicts of interest
and takes appropriate organisational measures to prevent such cases.
The information contained in this document is the result neither of
financial analysis within the meaning of the Swiss Banking Association’s
“Directives on the Independence of Financial Research” nor of
independent investment research as per the EU’s regulation on MiFID
provisions. EU regulation does not govern relationships entered into with
UBP entities located outside the EU. Reasonable efforts have been made
to ensure that the content of this document is based on objective
information and data obtained from reliable sources. However, UBP
cannot guarantee that the information contained herein and gathered by
the Bank in good faith is accurate and complete, nor does it accept any
liability for any loss or damage resulting from its use. Circumstances may
change and affect the data collected and the opinions expressed at the
time of publication. Therefore, information contained herein is subject to
change at any time without prior notice. UBP makes no representations,
provides no warranty and gives no undertaking, express or implied,
regarding any of the information, projections or opinions contained herein
nor does it accept any liability whatsoever for any errors, omissions or
misstatements in the document. UBP does not undertake to update this
document or to correct any inaccuracies which may have become
apparent after its publication.

This document may refer to past performance which is not a guide to
current or future results. All statements in this document, other than
statements of past performance and historical fact, are “forward-looking
statements”. Forward-looking statements do not guarantee future
performances.

The tax treatment of any investment depends on the client’s individual
circumstances and may be subject to change in the future. This document
does not contain any tax advice issued by UBP and does not reflect the
client’s individual circumstances.

This document is confidential and is intended to be used only by the
person to whom it was delivered. This document may not be reproduced,
either in whole or in part. UBP specifically prohibits the redistribution of
this document, in whole or in part, without its written permission and
accepts no liability whatsoever for the actions of third parties in this
respect. This document is not intended for distribution in the US and/or to
US Persons or in jurisdictions where its distribution by UBP would be
restricted.

Switzerland: UBP is authorised and regulated in Switzerland by the
Swiss Financial Market Supervisory Authority (FINMA).

UK: UBP is authorised in the United Kingdom by the Prudential
Regulation Authority (PRA) and is subject to regulation by the Financial
Conduct Authority (FCA) and limited regulation by the PRA.
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Hong Kong Branch
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Singapore Branch
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Dubai: This marketing material has been communicated by Union
Bancaire Privée (Middle East) Limited, a company regulated by the Dubai
Financial Services Authority (‘DFSA”). It is intended for professional
clients and/or market counterparties only and no other person should act
upon it. The financial products or services to which this material relates
will only be made available to a client who meets the professional client
and/or market counterparty requirements. This information is provided for
information purposes only. It is not to be construed as an offer to buy or
sell, or a solicitation for an offer to buy or sell any financial instruments, or
to participate in any particular trading strategy in any jurisdiction.

Hong Kong: UBP is a licensed bank regulated by the Hong Kong
Monetary Authority (HKMA) and a registered institution regulated by the
Securities and Futures Commission (SFC) for Type 1, 4 & 9 activities only
in Hong Kong. The securities may only be offered or sold in Hong Kong by
means of documents that (i) are addressed to “professional investors”
within the meaning of the Securities and Futures Ordinance (Chapter 571
of the Laws of Hong Kong) and any rules made thereunder (the “SFO”); or
(ii) are defined as “prospectuses” within the meaning of the Companies
Ordinance (Chapter 32 of the Laws of Hong Kong) (the “CQO”) or constitute
offers to the public within the meaning of the CO. Unless permitted to do
so under the laws of Hong Kong, no person may issue or have in his/her
possession for the purpose of issuing, whether in Hong Kong or
elsewhere, any advertisement, invitation or document relating to the
securities, directed at, or likely to be accessed or read by, the public in
Hong Kong, except where the securities are intended to be disposed of
only to persons outside Hong Kong, or only to “professional investors”
within the meaning of the SFO.

Singapore: UBP is a bank regulated by the Monetary Authority of
Singapore (MAS), is an exempt financial adviser under the Financial
Advisers Act (Cap. 110 of Singapore) to provide certain financial advisory
services and is exempt under section 99(1) of the Securities and Futures
Act (Cap. 289 of Singapore) to conduct certain regulated activities. This
document has not been registered as a prospectus with the MAS.
Accordingly, this document and any other document or material in
connection with generic recommendations may not be circulated or
distributed, whether directly or indirectly, to persons in Singapore other
than (i) to institutional investors under Section 274 of the Securities and
Futures Act (Cap. 289) of Singapore (“SFA”), (ii) to relevant persons
pursuant to Section 275(1), or any person pursuant to Section 275(1A) of
the SFA, and in accordance with the conditions specified in Section 275 of
the SFA, or (iii) otherwise pursuant to, and in accordance with the
conditions of, any other applicable provision of the SFA. This
advertisement has not been reviewed by the Monetary Authority of
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