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Credit implications in the Chinese industry space
from a slowing GDP growth

Y
GreveWane) | s muHEEsR—AEFLSOEBAE, FEZ LR

+ (852) 39886925 B K E., TAEAZGHFAZT SRR, RERER
steve.wang@bocigroup.com Bk, CRZHLRKERELERAS £/ Chinese

economy is undergoing a government-blessed structure
change that is marked by a significantly slowed growth. Being

X I (Qiong Wu), CFA the largest segment of the economy and the highest growth
+(852) 39886926 sector in the past, the industrial compound has felt the most
pain

giong.wu@bocigroup.com
n P E BURAT AT — 2 AT Ak R4S SR AT T fE AT R ) K Ao AT Ak B S,

Al L FEARER . KR, BAR4E . FARIKIE A A A0k, § 2010
#U% XTI A e —RARIRE N T Kk S AT e

HFOL, HAeE R R, RBEHKXE. KE . &AM A
‘%j]'ﬁf—/\’ %/ Chinese government has targeted a number of
industries to reduce overcapacities while promoting industrial
consolidations. They include steel, cement, electrolytic alu-
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rate since 2010, such as coal mining, transportation equip-
ment, paper products, electrical machinery and electricity

supply

s BARANMLEZTE I KKLE T A ET LT o B
ik Bd LR R &, P EFRART —EAATRR
a b K G 63 B AR R A A KR EAT L R X R m AR
¥ 4947 X/ Rating agencies have also taken notice of the
credit impacts on some of the industrial sectors and names,
and have issued a number of sector- and name-specific rating
actions since last year. Metals/mining and cement are among
the heavily impacted industries

n AT T W IRE G R TR, AT E A5 &
B Ao b B a0 KR A B, B K F oAk @ E ) R RAT A
%Tﬁﬁ% %m%5#%%%&§$&ﬁﬁ%M%$Lﬂ
3R AE ) AR iA 200-350 4~ A 5/ Credit market has also seen
reactions to the changed industrial environment. Taking China
Oriental and West China Cement as examples, both have been
downgraded twice by rating agencies since last year and their
5-year bond yields have risen over 200 to 350bps more than
comparable non-industry 5-year credits

HIRERRR LR RANAIE, FFTRK FREFRAIRE LN 4795 1

This report only represents analysts’ personal viewpoints, which don’t necessarily represent those of BOCI Group and any of its affiliated entities.



@ Bi I%RIE%“IO%

International investors in Chinese corporate
bonds are rightfully concerned about the credit
implications from a slowing Chinese GDP
growth. Although part of this growth slowdown
is guided deliberately by the government’s
determination to shift the country’s economy
from an export-oriented, labor-intensive and
low value-added model towards a more do-
mestic-consumption focused, high-tech driven
and high value-added one, these economic
structure and momentum changes have never-
theless caused some alarming business deteri-
orations in a number of industrial sectors. We
have put together some data points and analy-
sis here to highlight the credit implications in
the industrial space arising from this slowing
Chinese growth.

China’s recent economic performance

China’s economic growth has been undergoing
some significant slowdown since the 2010
peak. The real GDP growth rate has declined
from 12.1% in 1Q2010 to 7.9% in 4Q2012 and
then to 7.5% in 2Q2013.

Damages came mostly from the industrial space
of the economy. On one hand, as Fig. 1 shows,
the industrial sector makes up the largest
contributor (38%) to China’s overall GDP, far
outweighing the agriculture-related (10%),
wholesale/retail (10%), construction (7%), and
real estate (6%) sectors. On the other hand,
among the major GDP sectors, the industrial
sector has experienced the most growth de-
cline since 2010, down from YOY growth rate of
14.4% in 1Q2010 to cumulative YoY growth rate
of 7.34% in 1Q-2Q2013 (see Fig. 2).

In comparison, other major sectors are expe-
riencing a growth trend either comparable to
the overall economic growth or even better
(see Fig. 2). Agriculture-related kept a lower
but stable growth rate of around 4%, while
wholesale/retail, as well as construction in-
dustry, had growth trends similar to that of the
overall GDP growth but about 1-2% higher. Real
estate sector is a special case due to the fre-
guent policy interventions. During 2011 and
early 2012, this sector’s cumulative quarterly
YoY growth declined consecutively to a bottom
of -0.19% in 1Q2012, and then rebounded rap-
idly afterwards, returning to a comparable
level of 7.55% in 1Q-2Q2013.
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Industries under the stress of overcapacity

The growth slowdown has exposed the problem
of production overcapacity in a number of
manufacturing industries. The Chinese gov-
ernment has officially published a policy
statement recently to identify the specific in-
dustries with overcapacity issues to be ad-
dressed under new government rules. These
industries include steel, cement, electrolytic
aluminum, flat glass and shipbuilding.

The government has further disclosed a list of
more than 1400 enterprises from 19 sectors
(including the 5 sectors mentioned above)
troubled by low capacity utilization rate as the
first batch of targeted consolidations. These 19
sectors are iron-production, steel-making,
coke, ferroalloy, calcium carbide, electrolytic
aluminum, copper (including scrap copper)
smelting, lead (including scrap lead) smelting,
zinc (including scrap zinc) smelting, cement
(clinker and grinding), flat glass, paper-making,
alcohol, monosodium glutamate, citric acid,
tanning, dyeing, chemical fiber and lead-acid
batteries (plates and assembly). According to
the data published by China Nonferrous Metals
Industry Association, the capacity utilization
rates of steel and aluminum sectors are only
67% and 78%, respectively. Similarly, the ca-
pacity utilization rate of flat glass and cement
sectors are both below 75%. Moreover, the
capacity utilization rate of shipbuilding is
around 50%. The government aims to improve
the industrial capacity utilization rate to above
80% through sector consolidation and effi-
ciency upgrading.

Detailed growth slowdown at industrial
sub-sectors

We examine some more details on the growth
slowdown at the industrial sub-sectors level
using the measure of monthly YoY industry
above designated size value-added growth in-
dex. Many of these sectors started to show
extended growth declines at the beginning of
2010 (see Fig. 3). Among the decliners, trans-
portation equipment sector (railway, ship-
building and shipping manufacturing) has the
worst performance, dropping from 30.1% in
March 2010 to -0.8% in June 2013, followed by
coal mining (from 25.2% to 4.1%), paper prod-
ucts (from 20.9% to 6.2%), electrical equipment
(from 21% to 6.8%), and electricity production/
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(from 14.8% to 6%).

Some other sectors only showed severe de-
clines more recently on the back of latest gov-
ernment policy moves to speed up the eco-
nomic restructuring. After reaching the high
point of 32% in February 2012, the mining
sector started to fall sharply to the 10% area in
June 2013. Wood processing reached its peak
of 32.6% at the beginning of 2012 and then fell
to 11.2% in June 2013. Similarly, beverage
dropped to 6.2%, while textile and agro-food
processing declined to 8.7%.

Rating agency views

We list here some of the rating agencies’
comments and rating actions on industrial
sectors and specific credits as indications of
credit consequences.

Metals/Mining Moody’s has changed the out-
look of Asian steel industry to negative from
stable on August 7 2013, due to weakened
demand and sustained overcapacity. The rating
agency has already downgraded China Orienta

Group twice to Ba3 from Bal since last year (on
May 8 2012 and on July 4 2013, respectively),
while kept a negative outlook on the credit.

A 3: T BT kiEieiE & A B3k (%) /Fig. 3: Industrial
sub-sector value-added monthly YoY growth (%)
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In the aluminum front, S&P has downgraded
Aluminum Corp. of China (NA/BBB-), the lead-
ing and state-owned Chinese aluminum pro-
ducer, twice from BBB+ to BBB since 2012 (on
February 2, 2012 and then to BBB- on Sep-
tember 12, 2012, respectively), and kept a
negative outlook on the credit.

For the coal sector, S&P expects a subdued
demand and depressed coal prices to continue
hurting the industry’s profits in the near term,
but expects the sector to recover in the fore-
seeable future due to supportive Chinese poli-
cies for electric power, and therefore coal.
Moody’s has changed Yanzhou Coal
(Baa3/BBB-), one of the sector leaders, to a
negative outlook, while S&P has placed the
credit on a downgrade watch.

Cement S&P believes the policy tightening on
China’s real estate market has slowed the pace
in construction thus weakened the demand for
building materials including cement. Shanshui
Cement Group (NA/BB-), one of the major sec-
tor players, was downgraded by Moody’s from
‘BB’ to ‘BB-’ with a negative outlook on July 31
2013. Similarly, both Moody’s and S&P have
downgraded West China Cement (B1/B+) by one
notch in 2012 and kept its outlook at negative.

Credit market reactions

As the growth rate deteriorated in many in-
dustrial sectors and rating agencies have taken
some negative rating actions in regard, the
credit market does see reactions to these neg-
ative changes. Fig. 5 lists the Chinese issuers
from these industrial sectors (in both USD and
offshore RMB bond markets). The list may serve
as a watch table for credit investors to avoid
some potential potholes. We do find some of
these credits have underperformed against
those from non-industrial sectors. For example,
the spread between the China Oriental 2017
bond (Ba3/NA) and the diversified business
operator Fosun’s 2016 bond (Ba3/BB+) has
widened out from the average -50bps in 2011
to about 350bps as of today (see Fig. 6). Also,
the spread between West China Cement 2016s
(B1 /B+) and Fosun 2016s increased from about
flat in May 2011 to about 200bps today(see Fig.
7).

In our opinion, many industrial sectors are
expected to see continuing growth decline and
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A 5 ZBrae) TRATRBRGTFRTA (EAiFB EAK T A) /Fig. 5: Bond issuers from affected industrial
sectors (USD bond & dim sum bond)
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overcapacity pressure in the near to medium
term. China’s effort to restructure its economy
and to complete consolidations in some of the
industries will be at least a multi-year process.
On this note, investors should be biased more
towards those credits with industry leading po-
sitions and, if available, with state-ownership
background as better credit choices, such as
Zijin Gold, Yanzhou Coal, Shanshui Cement,
Texhong Textile, Chenming Paper and China
Longyuan.
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B 6: vEAEAFSLEEFEFHELE /Fig. 6: Spread and

yield comparison between China Oriental and Fosun
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