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Summary 

 The government’s takeover of a 
troubled lender has raised some 
concerns over the health of 
smaller lenders’ balance sheets 
but this is an idiosyncratic 
incident, in our opinion 

 China expected to adopt a 
dovish monetary policy to ease 
liquidity stress for small lenders 
in the near term 

 However, investors should be 
mindful of the pick-up in onshore 
defaults as economic growth 
slows 

 

Hot topic: Reality check on asset quality 

For years, foreign investors have been cautious about the asset quality of Chinese banks after 

a prolonged period of credit expansion. More recently, with the first state takeover of a bank 

since 1998, investors have found new evidence that suggests the potential build-up of non-

performing assets is starting to unravel. 

Amidst uncertainty over the near-term macro outlook, the recent temporary takeover of a city 

commercial bank by the authorities, citing “serious credit risks” has heightened investor 

concerns over default risks. All its retail clients and 99.98% of corporate clients have been fully 

covered. For corporate and interbank clients whose claims are not fully repaid, their initial 

average recovery rate has hit 90%. 

 The takeover is an idiosyncratic and isolated case, in our opinion. The bank’s small size and 

the proactive and co-ordinated efforts by policymakers will likely limit the contagion risk. 

However, this also reveals the fundamental weakness in smaller, city & rural commercial banks 

and non-bank financial institutions (NBFIs), some of which have high non-performing loan ratios, 

low capital adequacy ratios and hidden non-performing assets. 

3-month certificate of deposits (CD) issuance yield 

 
Source: CEIC, HSBC Global Asset Management, data as of June 2019 
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Many small lenders have grown their assets rapidly with increasing exposure to off-balance-

sheet non-standard assets and high-risk loans (e.g. loans to small and micro enterprises; 

SMEs), and they are increasingly dependent on interbank funding, including issuing certificates 

of deposit (CDs), given their relatively limited access to deposits or equity financing. The CD 

issuance volume declined and issuance yields spiked for smaller FIs immediately after the 

takeover (see chart on page 1). 

After the takeover, the PBoC has stepped up its efforts to inject liquidity and taken various 

measures to calm market sentiment, helping to stabilise the interbank market. On 11 June, the 

government provided credit guarantees on the principal and interest payments of CDs issued 

by a troubled bank via a Credit Risk Mitigation (CRM) tool managed by the China Bond 

Insurance Company with seed money provided by the PBoC through a re-lending facility. The 

CRM tool and the recovery of interbank transaction volume have eased concerns about a 

liquidity squeeze and a sharp deceleration of credit growth by small banks, at least temporarily. 

Policy signals and actions have eased concerns about the ripple effects.  

However, smaller FIs are now facing higher borrowing cost from the interbank market given the 

perceived higher counterparty risks, and some smaller banks face the risk of potential deposit 

migration. City and rural commercial banks’ loan growth was ~22% in 2018, faster than ~10% 

for large and joint-stock banks. Large banks may increase their loan growth (including credit 

support for infrastructure projects) to fill in the gap, but they face capital constraints and their 

credit allocation could be less toward SMEs than smaller banks. SMEs already face the potential 

risk of increasing local government borrowing crowding out funding for the private sector.  

Overall, we expect monetary policy to stay accommodative, ensuring sufficient liquidity/credit 

supply and lower funding costs, to safeguard financial stability, mitigate the crowding-out effect 

and maximise the fiscal stimulus effects. While the government may use this bank takeover as 

a chance to accelerate reform to break implicit guarantee in the banking system, the high 

contagion risk means it will be managed carefully to avoid the systemic risk. 

Beware of credit risks 

We remain vigilant about credit risk as onshore bond defaults continue. Several companies, 

including property developers, delayed their interest payments on bank loans and trust loans. 

There has been an increase in the ratio of corporate bonds that were cancelled vs. those that 

were successfully issued. This is partly due to higher financing costs for private enterprises, as 

funding channels for weak borrowers have closed or narrowed substantially. It is also harder for 

corporate bonds to be accepted as collateral for repo financing as lenders increasingly demand 

top quality bonds such as sovereign and policy bank debts as pledges. The median gross debt-

to-EBITDA ratios for listed non-financial corporates rose to a decade high, while the EBITDA 

interest coverage ratios dropped in 2018, though cash levels are still adequate and the rise in 

leverage is concentrated amongst smaller companies.

Loans by small lenders accounted for 60% of total newly increased bank loans in 2018 

 

Source: Bloomberg, HSBC Global Asset Management, data as of June 2019 
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Authorities have injected a 
steady stream of liquidity 
after the takeover of a 
troubled lender, to contain 
market reaction 
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 As of 24 June, MSCI China and the onshore benchmark CSI 300 Index rebounded 7.7% 

and 6.7% (in US dollar terms), respectively, amid signs of progress in the US-China trade 

talks and signals by major central banks that they will soon loosen monetary policy 

 The monthly gains came on the news that the leaders of the US and China would meet 

during the G20 meeting in Osaka later this month after talks broke down last month. On 

the other hand, investors are betting that the Federal Reserve will cut interest rates as 

early as late July and at least once more in 2019, triggering risk-on sentiment globally 

 Among the 11 sectors included in MSCI China in June, all sectors delivered positive 

returns except healthcare, which declined 0.9% due to worries over account checks. 

Meanwhile, consumer discretionary rose 10.4%, led by news that a US-listed e-

commerce giant is planning for a secondary listing in Hong Kong later this year in a bid to 

improve liquidity 

 Amidst slowing economic growth, the State Council in mid-June re-emphasised the 

importance of fixed-asset investment in maintaining economic stability, sending a clear 

dovish signal. The country’s benchmark overnight repo rate fell to a four-year low of 

nearly 1%, underscoring efforts to ensure ample liquidity 

 The ongoing trade discussions has pushed analysts to trim down their 2019 earning 

forecast for onshore and offshore-listed companies in information technology and 

communication services, as companies that derive a high level of sales from hardware 

devices and telecom services are susceptible to fallout from the ongoing trade 

discussions 

 On a brighter note, inflows into China A has reversed to net purchase of USD5.8 billion in 

June, ending the outflow in the past two months. On a year-to-date basis, the cumulative 

net purchase of onshore stocks has reached almost USD14 billion, in part underpinned 

by MSCI’s February decision to increase the representation of China A in its benchmarks. 

FTSE Russell, another global index provider, began to add A-shares to FTSE Global 

Equity Index series on June 24 

 Valuations for onshore and offshore equities remain undemanding. MSCI China and 

CSI300 are trading at 11.3x and 11.7x with EPS growth of 12% and 17% 

 

Chinese equities rebound on G20 trade hopes 

1-year cumulative return Forward price to earnings ratio (x)  

  

Source: Bloomberg, HSBC Global Asset Management, as of 24 June 2019. Total return in local currency terms. 

Investment involves risks. Past performance is not indicative of future performance
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Chinese stocks rallied in 
June after the trade 
tensions eased and central 
banks globally adopt an 
increasingly dovish outlook 
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Sector Comment 

Consumer 
Discretionary  

 We are overweight on the consumer discretionary sector. In particular, we like the education space as it is 
relatively less sensitive to macro headwinds. On the other hand, we like home appliances as they may 
benefit from potential supportive government policies 

Consumer 
Staples 

 We are overweight on the consumer staples sector. Rising household income underpins the trends of 
premiumisation and supports margin expansion capability of selected strong staple brand names. Pickup in 
inflation also bodes well for consumer staples plays 

Healthcare 
 We are highly selective on healthcare names and only favour those with strong Research & Development 

(R&D) capabilities and innovative drugs 

Property  We like leading players who have higher exposure to top-tier cities and strong refinancing capabilities 

Communication 
Services 

 We only like telecommunications company that may benefit from 5G development. We are conscious that 
competition for major telecoms remains intensive 

Industrials   We are underweight on this sector as we do not see any near-term catalysts 

Information 
Technology 

 We are underweight on this sector as companies could be impacted by the ongoing US-China trade 
conflicts 

Materials 
 We are underweight on this sector despite demand-supply dynamics being healthy as there are no near-

term catalysts 

Information 
Technology  

 We are underweight on this sector as industries such as technology hardware could be impacted by the 
ongoing US-China trade conflicts 

Energy  
 We are underweight on energy as oil prices are expected to trade within a narrow range as global demand 

and supply stabilise 

Financials 
 We are underweight on Chinese banks as lowered rates may put pressure on net interest margins. We are 

overweight insurance as premium sales have bottomed out. We like leading foreign insurers in particular as 
they are expected to benefit from the continued opening up of the insurance market in China 

Utilities  We are underweight on utilities as we see limited catalysts in this sector 

 

Source: Bloomberg, HSBC Global Asset Management, as of June 2019 

For illustrative purposes only and does not constitute any investment recommendation in the above mentioned asset classes, indices or currencies. The views 
and opinions expressed herein are subject to change at any time. 
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 Inflows into China onshore bonds jumped in May, as foreign investors started to react to 

index inclusion, with a net bond inflow of USD16 billion, the highest this year. Policy 

banks received USD4.7 billion of inflow, a notable reversal from the USD0.3 billion 

outflow in April 

 The overall monetary policy in China remains accommodative, although macro data may 

continue to weaken as’ impact of tariffs on growth manifests. The aggregate social 

financing expanded RMB1.4 trillion in May, up from RMB1.36 trillion in April. This was 

slightly lower than the consensus forecast of RMB1.45 trillion 

 Onshore Chinese bonds advanced 0.52% as of 24th June, as the macro condition 

remains favourable for bullish rates exposure. Offshore Chinese bonds added 0.4% in 

June, the sixth consecutive monthly gain. In the offshore dollar market, Chinese credits 

edged up 1%, delivering a 7.1% increase on a year-to-date basis, in part thanks to a 

recent dollar strength and continued strong flows into this asset class 

 After the leaders of China and US confirmed to meet during the G20 meeting in Osaka at 

the end of June, the renminbi edged up against the dollar, reversing from the weakness 

seen earlier this year. In June, spot rates appreciated about 0.5% against the dollar to 

6.88, temporarily easing worries that the Chinese currency would break 7 

 On June 25th, the Ministry of Finance announced a debut offshore China governance 

issuance in Macau, with an issuance size of RMB2 billion on July 4. On a separate note, 

the central bank earlier said it will issue bills in Hong Kong in late June, without specifying 

size and date  

 On June 21st , the People’s Bank of China (PBoC) injected a net RMB285 billion yuan via 

open market operations, more than four times the amount the prior week, in a bid to 

provide ample liquidity ahead of a seasonal surge in cash demand 

 Looking into second half, PBoC is likely to follow the dovish footsteps of the Fed and 

ECB, cutting rates to spur consumption and corporate lending. Long-dated securities and 

policy sensitive sector like property and financial should benefit, in our opinion 

 

Chinese bond yields steady amid signs of global easing 

1-year cumulative return %          bps 

 
 

Source: Bloomberg, Markit data as of 24 June 2019. Total return in local currency terms.  

For illustrative purposes only and does not constitute any investment recommendation in the above mentioned asset classes, indices or currencies. The views 
and opinions expressed herein are subject to change at any time. 
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Onshore renminbi  
appreciated about 0.5% 
against the dollar to 6.88, 
temporarily easing worries 
that the Chinese currency 
would break 7 
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Data watch 

Indicator 

Data 

as of Actual Consensus Prior Analysis 

Industrial 

production (IP) 

(yoy) 

May 5.0% 5.4% 5.4% Activity indicators show that growth momentum remained subdued in 

May after a weak April. The weak IP growth and solid retail sales could 

be in part due to the changing Labour Day holiday timing, which 

resulted in one more holiday day this May than last year. Manufacturing 

activity stays weak with a near-term uncertain outlook amid external 

and domestic growth headwinds. We expect pro-growth macro policies 

to continue, particularly to ensure employment and social stability. That 

said, policy reactions will likely remain largely data and event-

dependent with policy adjustment to be incremental and 

targeted/selective, barring any material deterioration in the macro 

outlook or further trade tension escalation.  

Fixed Asset 

Investment  

(FAI) (ytd, yoy) 

May 5.6% 6.1% 6.1% Deceleration in infrastructure and real estate investment led the FAI 

slowdown. Real estate FAI, new housing starts and property sales lost 

momentum, partly reflecting a higher comparison base, after showing 

surprising resilience earlier this year. Property sales in lower-tier cities 

cooled further despite credit easing, largely due to fading support from 

shanty-town renovation, while sales in higher-tier cities have grown 

robustly YTD, amid to policy fine-tuning in some cities, hukou 

relaxation, and improved mortgage availability with lower interest rates. 

Meanwhile, land transaction volume stayed in deep YoY contraction. 

New starts and real estate FAI may moderate further while home sales 

may remain soft in the near term amid growth headwinds, but the 

reasonable inventory levels and a less hawkish property policy stance 

help mitigate the risk of a sharp slowdown. The lack of clear signs of a 

turnaround in infrastructure FAI, despite ongoing policy support, could 

reflect fiscal constraints, the mounting local government implicit debts, 

slowing land sales revenues, and the central government’s tight 

oversight of local government financing through local government 

financing vehicles (LGFVs) and public-private-partnership (PPP) 

projects, though LGFV financing has improved. The authorities recently 

moved to allow some of the proceeds from local government special 

bonds to be used as equity capital for certain qualified major 

infrastructure projects and leveraged up with debt funding from financial 

institutions. This will likely have a positive but modest boost to 

infrastructure FAI, given project requirements. Weaker industrial profits 

and trade-related uncertainties weigh on manufacturing FAI in the near 

term.  

Retail Sales 

(yoy) 

May 8.6% 8.1% 7.2%  Auto retail sales value grew 2.1% yoy, after 12 months of declines, 

though the wholesale sales volume dipped further (-16.4% yoy), in part 

due to de-inventory. Retail sales have recently showed signs of 

stabilising, likely reflecting the effects of tax cuts. The policy measures 

to promote consumption of autos/ new energy vehicles, home 

appliances, and electronics may offer some modest support. The 

labour market conditions are largely stable, but softer employment 

expectations and a high household debt-service ratio cast uncertainty 

over the near-term consumption outlook. Manufacturing employment is 

facing downward pressure, despite some offsets from the expanding 

services employment and slowing rural-urban migration. We expect 

employment-supporting policies to be rolled out. 

Exports (USD) 

(yoy) 

May 1.1% (3.9%) (2.7%) The rebound in exports partly reflected some front-loading of shipments 

for products that are not subject to additional tariffs. Anticipated 

paybacks from the likely export front-loading, softer global 

capex/demand growth, and higher tariffs (assuming the existing tariffs 

remain effective for an extended period or the US imposes tariffs on the 
Imports (USD) 

(yoy) 

May (8.5%) (3.5%) 4.0% 
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Trade Balance 

(USD) 

May 41.7bn 22.3bn 13.8bn remaining imports from China) will likely pose downward pressures on 

exports in the near term. Imports growth dipped back into YoY 

contraction, reflecting weaker processing-export related imports and 

generally weak domestic demand. US-China trade relations remain a 

key for the outlook. 

CPI Inflation 

(yoy) 

May 2.7% 2.7% 2.5% The higher headline CPI inflation was driven by food, particularly pork 

prices amid a supply shock. Core inflation remained stable given limited 

demand-pull pressure. The VAT cut in the manufacturing sector will 

likely partly feed through to lower consumer goods prices. PPI inflation 

eased on softer investment goods prices. Inflation will unlikely be an 

imminent constraint for monetary policy. 

PPI Inflation 

(yoy) 

May 0.6% 0.6% 0.9% 

Total Social 

Financing 

(TSF)(RMB) 

May  1,400bn 1,450bn 1,385bn The MoM increase in TSF was led by new bank loans, while shadow 

banking activities continued to shrink, albeit with narrower declines, and 

corporate bond financing was sluggish. Household medium-to-long 

term (M&L) loans (mainly mortgages) increased, but corporate M&L 

loans remained subdued. TSF stock growth rose to 10.6% yoy in May 

from 10.4% in April. Policy efforts should help to limit the risk of a sharp 

deceleration of credit growth by small banks and non-bank financial 

institutions given higher funding costs from the interbank market. 

New yuan loans 

(RMB) 

May 1,180bn 1,300bn 1,020bn 

 

 Indicates improved data on month-on-month/quarter-on-quarter/year-on-year basis 

 Indicates worsened data on month-on-month/quarter-on-quarter/year-on-year basis 

 Indicates no change in data on month-on-month/quarter-on-quarter/year-on-year basis 

Source: Bloomberg, HSBC Global Asset Management, as of June 2019
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