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China’s Corporate Debt

e Rapidly rising corporate debt is the main risk to the Chinese economy’s
longer-term outlook.

e Debt is centered around state-owned enterprises; the government’s
resources allow for intervention if near-term financial stability is at risk.

The Chinese economy is moving onto a slower growth trajectory, which is a
natural phenomenon for all countries at a certain stage of economic development.
In order to maintain economic and social stability, the Chinese government aims
to make this transition as gradual as possible. Authorities’ desire to synthetically
prop up China’s real GDP gains — in order to meet the 2016-2020 output growth
target of 6%%2-7% yly — is reflected in a continued rapid rise in credit in the Chinese
economy. Thanks to loose credit policies, we have seen a stabilization of China’s
near-term growth prospects; however, existing economic imbalances — a result of
inefficient allocation of resources that is endemic for centrally-planned economies
— are simultaneously pushed further into the future. Credit-fuelled stimulus leads
to funding of potentially nonviable investment projects that have high potential to
turn into non-performing loans over the coming years.

CORPORATE DEBT AT THE HEART OF THE PROBLEM

The Chinese economy'’s total debt reached 255% of GDP in the first quarter of
2016, according to data by the Bank for International Settlements (BIS). When
such a debt level is examined in a global context, China does not stand out as a
particularly indebted economy (Chart 1). However, it is a noticeable outlier when
compared to a more relevant peer group, consisting of other emerging economies
that have corresponding (relatively weak) levels of institutional strength and
development, governance standards, and insolvency resolution laws. Taking a
closer look at the composition of China’s total debt burden, it is clear that the issue
is centered around corporate debt (Chart 2). China’s household debt, at 41% of
GDP in the first quarter of 2016, and government debt, at 45% of GDP, are low by
global and emerging market standards, while the non-financial corporate debt has
skyrocketed to 169% of GDP and is much higher than the emerging markets
average (excl. China) of 58% of GDP".

RAPID RISE IN DEBT CAN BE INDICATIVE OF TROUBLES AHEAD

The most problematic aspect of China’s corporate debt is not the amount per se
but its rapid increase in recent years. Credit has risen on average by 18% per year
over the past five years and has exceeded the pace of nominal GDP growth of
12% yly by a wide margin. This trend has created a wide credit gap — the
difference between the credit-to-GDP ratio and its long-term trend, in percentage
points — of 30 percentage points, according to BIS data. A fresh working paper by
the International Monetary Fund (IMF; WB/16/203) refers to research findings
indicating that a credit gap above 4 percentage points is a “good predictor” of a
forthcoming financial crisis. The same article points out that 38 out of 43 countries
where credit-to-GDP ratio rose by over 30 percentage points within a five-year

TFor further insights regarding China’s overall debt, please refer to Scotiabank Economics’ Special Report: China’s
Debt In Context, April 28, 2016.
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period later suffered from significant turmoil accompanied by an economic downturn,
a financial crisis, or both. In China, the credit-to-GDP ratio has increased by 56
percentage points since 2010 to 205%, justifying the increasing global focus on
China’s financial stability.

CORPORATIONS’ DEBT SERVICING ABILITY IS BECOMING QUESTIONABLE

China’s credit expanded by 12.9% y/y in the first nine months of 2016. The pace is
much faster than China’s current nominal GDP gains (7.4% y/y in January-
September) and aggregate industrial profit growth (8.4% y/y in the corresponding
period), which raises concerns regarding Chinese corporations’ financial soundness
and future debt servicing ability. Regardless, the growth in industrial profits has
picked up when compared with the 6.0% y/y pace recorded in the first half of 2016.
While this may ease concerns about the industrial sector’s financial strength, more
detailed data reveal that the recovery partially reflects smaller declines in the mining
& quarrying sector, whose profits were down by 62% y/y in the first nine months of
2016, an improvement from the 84% y/y decline recorded in the first half of the year
(Chart 3). Profits in the utilities sector have continued to decline gradually (-3.6% y/y
year-to-date) while the manufacturing sector stands out as a solid outperformer, with
profits up by 13.5% yly year-to-date.

Chinese state-owned enterprises (SOE) are responsible for most of the rise in
leverage, having played a key role in channeling the government'’s stimulus into the
real economy (Chart 4). SOEs account for 55% of China’s total corporate debt, which
is a substantially larger share than their 22% contribution to the nation’s economic
activity. Stimulus-driven investment has focused on infrastructure and real estate,
and supported related industries — such as steel, cement, glass, and coal. Not
surprisingly, real estate, mining, steel, and construction are China’s most leveraged
sectors (as measured by debt/EBITBA). The construction boom has also resulted in
a large real estate inventory overhang and severe industrial overcapacity issues;
developments in China’s real estate sector and a potential price correction pose
further risks to the economy’s financial stability and banks’ balance sheets.

In addition to high leverage, Chinese SOEs are also less profitable than their more
efficiently run private sector counterparts. In the first nine months of 2016, industrial
profits of SOEs rose by only 2.6% y/y while the corresponding figure for private firms
was 7.0% y/y°. In terms of an industry breakdown, payables-to-annual sales ratios
reveal that real estate, steel, and mining are China’s least profitable industries. With
such uncertain future debt servicing ability, Chinese corporations may at times face
intensified refinancing pressure; according to the IMF, more than half of Chinese
corporate debt will come due in less than three years, which is significantly less that
in most other emerging market economies.

CONCERNS ABOUT CHINA’S BANKING SECTOR SOUNDNESS ARE RISING

Rising leverage and profitability issues are reflected in weaker credit quality within
the Chinese banking sector, which is causing investor unease regarding the
unknown risks and potential losses. Official data show that China’s non-performing
loans ratio was still low at 1.75% in mid-2016; however, this partially reflects the fact
that China classifies loans in a different way from the global practice, which would

2These figures average less than the aggregate industrial profit growth of 8.4% y/y YTD due to omission of certain
classifications, such as foreign-funded enterprises that have recorded strong profit growth of 10.2% y/y YTD.
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categorize a loan as non-performing if it is more than 90 days past due. By Chinese standards, a loan is non-performing only if it is
more than 90 days past due and if the lender bank assesses that it would suffer losses after selling the collateral. Given use of
judgment in classifying debt, comparisons of Chinese NPL ratios with their international counterparts can be misleading. The portion
of loans that is 90 days past due but that banks still consider “performing” is typically classified as a “Special Mention” loan.
Combining the official NPL and Special Mention loan ratios provides us with an alternative indicator of China’s problem loans; this
ratio reached 5.8% of total loans in mid-2016. Nonetheless, wide differences persist among estimates; Fitch Ratings assesses that
the actual NPL is 15-21%. China’s under-reporting of non-performing loans is accompanied by the issue of under-reporting of total
debt. A large share of credit products fall into the less-regulated and riskier shadow banking category. Due to lack of transparency,
banks’ exposure to corporations through off-balance sheet products as well as associated risks are very difficult to assess.

The IMF has expressed concerns regarding the health of the Chinese banking system. It estimates that “debt-at-risk” accounts for
15.5% of the total corporate loan portfolio. Debt-at-risk is defined as the debt of corporations that do not generate enough earnings
to cover their interest costs®. The corresponding figure for only publicly listed companies is 14% (Chart 5). While the large numbers
are deeply concerning and deserve deeper scrutiny, it is worth pointing out that this metric takes into account a company’s
earnings at a certain 12-month period, omitting the possibility of a rough patch in the company’s otherwise potentially sound
outlook. Therefore, it is important to keep in mind that all debt-at-risk will not inevitably turn into NPLs and bank losses. The debt-
at-risk ratio is the largest in the steel industry where 39% of total debt is problematic. The mining and retail & wholesale industries
follow close behind. The real estate industry’s debt-at-risk ratio is “only” 11%; however, given that it is one of the largest sectors
and also the most leveraged, its troubled debt burden is the biggest in nominal terms and poses a sizeable risk to China’s future
economic stability. The IMF estimates that assuming a 60% loss ratio, potential bank losses on total at-risk loans could be
equivalent to 7% of GDP. Potential losses would likely be even more substantial if the analysis included shadow banking products.

GOVERNMENT RESOURCES ALLEVIATE NEAR-TERM RISKS; PROGRESS NEEDED IN TACKLING LONGER-TERM RISKS

In addition to the looming debt problems, the Chinese financial system’s fragility in the medium term is further exacerbated by the

fact that the banking sector is in the process of being liberalized. With the sector lacking strong governance and risk management
frameworks, newly-introduced competition may prompt intensified distress among its weakest members. Accordingly, we point out
that lack of progress by Chinese authorities in recognizing losses within the banking sector and implementing necessary corporate
restructurings may trigger a significant correction in the economy later on.

While we consider China’s corporate debt to pose one of the biggest risks to the country’s outlook over the coming years, we do
not expect it to be a near-term threat to the economy. Weaker profitability and asset quality issues may be reflected in the banking
sector’s existing buffers over the coming quarters, yet capital adequacy of the Chinese banking system remains sound. The Tier 1
Capital ratio at 11.1% in mid-2016 indicates that banks are well-capitalized. Moreover, China has low external debt (13% of GDP)
thanks to persistent current account surpluses and a high household savings rate; the
reliance on domestic funding allows for more effective government involvement, if
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is vital for Chinese and global financial stability. Indeed, we expect China’s corporate
debt issue to continue to draw investor attention for many more years to come.

3 Debt-at-risk is defined as the debt of corporates with interest coverage ratio of below 1. Interest coverage ratio is
EBITDA/interest expense of the corporate. EBITDA = earnings before interest, taxes, depreciation, and amortization.

Visit our web site at scotiabank.com/economics or contact us by email at scotia.economics@scotiabank.com 3



GLOBAL ECONOMICS | SPECIAL REPORT
CHINA'S CORPORATE DEBT

November 7, 2016

& Scotiabank”

INTERNATIONAL ECONOMICS GROUP

Pablo F.G. Bréard, Head Erika Cain Tuuli McCully Estela Molina

416.862.3876 416.866.4205 65.6305.8313 416.862.3199

Scotiabank Economics Scotiabank Economics Scotiabank Economics Scotiabank Economics
pablo.breard@scotiabank.com erika.cain@scotiabank.com tuuli.mccully@scotiabank.com estela.molina@scotiabank.com

This report has been prepared by Scotiabank Economics as a resource for the clients of Scotiabank. Opinions, estimates and projections
contained herein are our own as of the date hereof and are subject to change without notice. The information and opinions contained herein
have been compiled or arrived at from sources believed reliable but no representation or warranty, express or implied, is made as to their
accuracy or completeness. Neither Scotiabank nor any of its officers, directors, partners, employees or affiliates accepts any liability
whatsoever for any direct or consequential loss arising from any use of this report or its contents.

These reports are provided to you for informational purposes only. This report is not, and is not constructed as, an offer to sell or solicitation of
any offer to buy any financial instrument, nor shall this report be construed as an opinion as to whether you should enter into any swap or
trading strategy involving a swap or any other transaction. The information contained in this report is not intended to be, and does not
constitute, a recommendation of a swap or trading strategy involving a swap within the meaning of U.S. Commodity Futures Trading
Commission Regulation 23.434 and Appendix A thereto. This material is not intended to be individually tailored to your needs or characteristics
and should not be viewed as a “call to action” or suggestion that you enter into a swap or trading strategy involving a swap or any other
transaction. Scotiabank may engage in transactions in a manner inconsistent with the views discussed this report and may have positions, or
be in the process of acquiring or disposing of positions, referred to in this report.

Scotiabank, its affiliates and any of their respective officers, directors and employees may from time to time take positions in currencies, act as
managers, co-managers or underwriters of a public offering or act as principals or agents, deal in, own or act as market makers or advisors,
brokers or commercial and/or investment bankers in relation to securities or related derivatives. As a result of these actions, Scotiabank may
receive remuneration. All Scotiabank products and services are subject to the terms of applicable agreements and local regulations. Officers,
directors and employees of Scotiabank and its affiliates may serve as directors of corporations.

Any securities discussed in this report may not be suitable for all investors. Scotiabank recommends that investors independently evaluate any
issuer and security discussed in this report, and consult with any advisors they deem necessary prior to making any investment.

This report and all information, opinions and conclusions contained in it are protected by copyright. This information may not be
reproduced without the prior express written consent of Scotiabank.

™ Trademark of The Bank of Nova Scotia. Used under license, where applicable.

Scotiabank, together with “Global Banking and Markets”, is a marketing name for the global corporate and investment banking and capital
markets businesses of The Bank of Nova Scotia and certain of its affiliates in the countries where they operate, including, Scotiabanc Inc.;
Citadel Hill Advisors L.L.C.; The Bank of Nova Scotia Trust Company of New York; Scotiabank Europe plc; Scotiabank (Ireland) Limited;
Scotiabank Inverlat S.A., Institucién de Banca Multiple, Scotia Inverlat Casa de Bolsa S.A. de C.V., Scotia Inverlat Derivados S.A. de C.V. — all
members of the Scotiabank group and authorized users of the Scotiabank mark. The Bank of Nova Scotia is incorporated in Canada with
limited liability and is authorised and regulated by the Office of the Superintendent of Financial Institutions Canada. The Bank of Nova Scotia is
authorised by the UK Prudential Regulation Authority and is subject to regulation by the UK Financial Conduct Authority and limited regulation
by the UK Prudential Regulation Authority. Details about the extent of The Bank of Nova Scotia's regulation by the UK Prudential Regulation
Authority are available from us on request. Scotiabank Europe plc is authorised by the UK Prudential Regulation Authority and regulated by the
UK Financial Conduct Authority and the UK Prudential Regulation Authority.

Scotiabank Inverlat, S.A., Scotia Inverlat Casa de Bolsa, S.A. de C.V., and Scotia Derivados, S.A. de C.V., are each authorized and regulated
by the Mexican financial authorities.

Not all products and services are offered in all jurisdictions. Services described are available in jurisdictions where permitted by law.

Visit our web site at scotiabank.com/economics or contact us by email at scotia.economics@scotiabank.com 4




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


