Payden&Rygel

The Tvp Of The Iceberg

A Diwve Into Chinese Local Government

hina's economy has been slowing. The $18
trillion economy is struggling to meet its
growth targets and has been teetering on the

brink of deflation for almost two years.

Today, most investors view the real estate sector
slump as the cause of China’s slowdown. Yet, while
property values are down, something else has been
brewing beneath the surface of China’s housing

market: local government financing vehicles

(A BFREEFR), or LGFVs for short.

Simply put, LGFVs are financial entities that
local governments in China use to borrow money
on their behalf, In broader terms, LGFVs are
the main financing engines of the Chinese local
governments, fueling the country’s real estate

sector and economy since the turn of the century.

However, these financial engines are now

sputtering,

THE LGFV DEBT LOAD
HAS BALLOONED FRO

The debt numbers are staggeringly large. According
to the International Monetary Fund (IMF), the
LGFV debt load has ballooned from $1.2 trillion
in 2014 to somewhere between $9 trillion and $14
trillion in 2024, or 50%-80% of GDP (see Figure 1).!

Financing Vehicles
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to the Chinese economy's boom (and bust) and
consider possible outcomes for what could be the

largest hidden debt crisis in history.

LET'S REWIND

LGFVs were born as a legal arbitrage to
circumvent a 1994 Chinese law that banned local

government borrowing rights.
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Below, we examine how LGFVs have contributed ~ However, local leaders encouraged land

development to meet the ambitious growth targets
set by the central government. By increasing land
development, local governments sold more land

use rights and stimulated economic growth.

Before real estate developers can build on land
and sell finished properties to households, the raw
land must be “readied” for development, which
involves connecting it with roads, water, and
electricity, among other things. Readying the land
requires financial investment. To kickstart the land
development process, in 1998, Wuhu City in Anhui
Province created the firstlocal government financing

vehicle, the Wuhu Construction Investment

Company (oA IZIIRZHRAT)).

LGFVs quickly blossomed and became a key part
of Chinas “land finance system” (T HFEX). The
model operates as follows: Local governments
transfer land-use rights to LGFVs, who then
approachbankstosecurealoan forland development,

using the rights as collateral (see Figure 2).

Next, the LGFVs use the borrowed capital to
prepare the land for sale to real estate developers.
Of the land sale proceeds, 30%-60% goes to the
local governmentasaland transfer tax. The LGF Vs
use the rest to pay off their loan and interest from
the bank (as we explore later, preparing the land
for development generally costs more than the

land can be sold for, leading to snowballing debt).
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figs. CONCENTRATED FUNDING, DIVERSE INVESTING:
AGGREGATE BALANCE SHEET OF LGFVs, BREAKDOWN OF LIABILITIES AND ASSETS*

Other Interest Bearing Debt 10%

80%
Bonds 30%

T 60%
L
S
[))
©

S 40%

Bank Loans 60%
20%
0%

Liabilities

(Construction In Progress Or Owned Real Estate)

Investment Holdings In Firms 10%

Intangible 3%

Inventories

25%

Unspecified Tangibles** 24%

Cash And Receivables 15%

Assets

Sources: Luk 2023, Payden Calculations
*Liabilities calculations as of 2022, Assets calculations as of 2020
**Unspecified Tangibles could be cash or payables related items

CHINESE ECONOMY.»

Effectively, LGFVs generated revenue while
keeping local government balance sheets “debt-
free” In an ideal world, with high housing
demand and rising property prices (as seen in
China in the 2000s and the U.S. from 2003 to
2006), the financing model works, as developers
pay substantial amounts for the prepared land.
At its peak, land transfer revenue accounted
for 30% of LGFVs' total revenue. Consequently,
as the primary financing source for public
infrastructure, LGFVs pumped trillions of

dollars into the Chinese economy.

A QUALIFIED SUCCESS
LGFVs

government. In fact, Chinese officials claim

are open secrets to the central

that LGFVs are “generally used for investment
in infrastructure, so...[they] have positive

externalities for the local economy.”

«IN 2019, ABOUT 63% OF
THE CHINESE POPULATION

TURN OF THE CENTURY.»

Indeed, LGFVs
infrastructure and are key pillars of construction
in China. LGFV spending in China is used

for public investments, including constructing

have successfully built

roads, high-speed rail, industrial parks, gas
stations, skyscrapers, and other retail and

shopping complexes.

As a result, Chinas population has been
urbanizing rapidly. In 2019, about 63% of the
Chinese population lived in urban areas, up from

under 30% at the turn of the century.

Moreover, since the global financial crisis (GFC),
LGFVs have begun investing more actively in
industrial sectors, transitioning into market-
oriented state-owned enterprises. By 2022, less
than half of LGFV spending has been used for
capital expenditure in public investments like
infrastructure, and asignificant portion of LGF Vs’
assets (investment holdings in firms, unspecified
tangibles, and cash and receivables) are in non-real
estate sectors such as manufacturing, technology,
and retail, although alot of those investments are

not profitable (see Figure 3).*

As LGFVs expanded their investment scope,
their borrowing also broadened, shifting from
taking loans from banks to directly issuing debt
in the bond market (see Figure 3 again). The most
recent available data (2022) shows that LGFV
bond issuance accounted for roughly 40% of
outstanding corporate bonds in China (see Did
You Know? Moral Hazard on page 4)

CHAIN REACTION

A common characteristic of a debt-fueled growth
model is that it works until something breaks.
The same linkages among LGFVs, commercial

banks, the real estate sector, and capital

markets that initially drove growth may now be

working in reverse.

China’s property price growth stagnated in the
mid-2010s. New home prices have declined
by 10% since their peak in 2021, while existing
home prices have declined by 16% in value. At
the end of 2024, approximately 90 million
housing units were left vacant nationwide. For
comparison, there are only 147 million housing
units in the entire United States (although the

U.S. population is one-quarter the size).°

The decline in land sale prices and property
demand has triggered a breakdown in LGFVs

financing cycle.

From 2017 to 2022, LGF Vs struggled to finance
their debt load. Income from operations and
transfers from local governments were only
sufficient to generate an average interest coverage
ratio (income divided by required interest
payments) of 105%. By 2022, the total income
of LGFVs, including government transfers,
reached $320 billion, while interest costs were

approximately $400 billion.

What's worse, many large real estate developers
defaulted in 2020. To support the deteriorating
housing market, LGFVs picked up the slack and
purchased nearly half of the total land sold in

«SO, WHAT HAS THE
CHINESE GOVERNMENT
DONE TO TACKLE THE
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2022, compared to 17% in 2020.” Subsequently,
LGF Vs incurred more debt to address the existing
financial burden. Studies show that 80%-90% of
LGFV spending is funded by infusions of new

financing each year, primarily in the form of debt.®

EXTEND AND PRETEND

So, what has the Chinese government done to tackle

the growing LGFV issue? In short, not enough.

Following a debt-fueled spending spree during
the GFC, the central government restricted
LGFV  borrowings
governments to swap off-balance-sheet LGFV

and mandated local
debt with on-balance-sheet bonds within a

three-year period in 2015.

It turns out that the goal was too ambitious. Faced
with a property market slowdown and a lack
of other means of financing, the State Council
issued a new decree in May 2015 (Document 40)
urging financial institutions to continue lending

to LGF Vs to prop up economic growth.’

Since then, China has introduced multiple
measures to tighten LGFV borrowing and bail
out certain high-risk provinces, but has failed
to halt the growth of LGFV debt. Finally, in
September 2024, the government introduced a
“three-way package” (“E%ﬁ%ﬁ"), which includes
an $800 billion central government debt swap, a
$660 billion local government debt swap, and an
extension of its 2028 deadline to repay $300 billion
of LGFV debt.”® While the plan slowly swaps $1.7
trillion in hidden LGFV debt to on-balance-sheet
debt, it accounts for only 20% of the known LGFV
debt, ignoring the remaining 80%."

IS THERE NO WAY OUT? HISTORY OFTEN
RHYMES

Sovereign debt crises are not rare in world history.
For example, during the 1830s, U.S. states
borrowed aggressively to fund infrastructure
construction, leading to a combined state debt of
12% of U.S. nominal GDP by 1841."* Subsequently,
nine out of the then 26 U.S. states defaulted, with

four repudiating a substantial portion of their debt.

However, U.S. states restructured after the
crisis through tax reforms, including increases in
property taxes. Furthermore, the railroad boom
in the 1850s allowed states to re-enter the bond
market with increased demand and better credit

protection systems.

In parallel with the U.S. state debt crisis, China's
best-case scenario may be a technology-driven
productivity boom, potentially even larger than
the railroad boom in the U.S. during the 1850s.
However, the ongoing trade war targeting China
could thwart the country’s manufacturing and
tech sectors, clouding the outlook for such a

productivity boom.

Can there be another way out? Recall that the
Chinese central government still operates with a
25% official debt-to-GDP ratio. If the government
warmed to more foreign ownership of government

debt, China could leverage its ultra-low long-term

government bond yield (1.6%) to swap LGFV
debts onto its balance sheet. If total LGFV debt
were added to the central government’s debt tally,
Chinese debt-to-GDP would rise to an estimated
124%, above the debt ratio in the U.S. and many
other major global economies, but not completely

unmanageable, as it would still be lower than that
of Italy (134%) and Japan (212%) (see Figure 4).1

Obviously, given the magnitude and complexity of
China’s debt situation, a comprehensive solution, if
any, will likely involve a combination of tax reform,
reduced fiscal spending, and, most importantly,
debt write-offs for banks and bondholders. Given
that the state heavily controls China’s banking
system, it may be possible for the government to

prevent a widespread financial crisis.

No one has a crystal ball. However, if there is
truly no way out, at least you are now familiar
with a complex financial structure that has been
driving an economy at the heart of the global
financial system for decades. P
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DID YOU KNOW?

MORAL HAZARD

While the government may be unwilling to regulate LGFVs properly, we, as bond investors, have to wonder why anyone would lend trillions of dollars
to companies with poor financials. Moral hazard, or perceived lack of risk due to high credit ratings, is the clear and resounding answer. Case in point:
73% of domestically rated Chinese corporate bonds (LGFVs' classification) have a AAA rating. In the U.S., domestically rated corporates make up less
than 1% of bonds receiving an AAA rating (see Figure 5).!* Further, Chinese firms are known to have dropped from AAA to default in the blink of an
eye. If rating downgrades persist, it could lead to systemic collapse and put $18 trillion of outstanding debt at repricing risk.”” Interestingly, China’s
current crisis resembles the subprime mortgage crisis in the U.S., which led to the worst recession in a century. It contains all the hallmarks: bad debt,
a real estate bubble, and rampant moral hazard. Will we see a repeat of the worst financial crisis in world history?

sfg5. MORALLY HAZARDOUS RATINGS:
DISTRIBUTION OF CORPORATE BOND MARKET RATINGS FROM
DOMESTIC RATING AGENCIES™ IN CHINA VERSUS U.S.

Thousands Of Bonds

AAA AA+ AA  AA- A+ A A- BBB+ BBB BBB- BB+ BB BB- B+ B B- (CCG+ CCC CCG G+ CC & C

Source: Bloomberg
*U.S. rating agencies are Standard & Poors, Moody's, and Fitch; Chinese rating agencies are Lianhe, Chengxin, Dagong, Pengyuan, and Shanghai Brilliance
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ABOUT PAYDEN & RYGEL

With $165 billion under management, Payden & Rygel is one of the largest privately-owned global investment advisers focused on the active
management of fixed income and equity portfolios. Payden & Rygel provides a full range of investment strategies and solutions to investors around
the global including Central Banks, Pension Funds, Insurance Companies, Private Banks, and Foundations. Independent and privately-owned, Payden
is headquartered in Los Angeles and has offices in Boston, London, and Milan.

This material reflects the firm's current opinion and is subject to change without notice. Sources for the material contained herein are deemed reliable but
cannot be quaranteed. This material is for illustrative purposes only and does not constitute investment advice or an offer to sell or buy any security. Past
performance is no guarantee of future results. Point of View articles may not be reprinted without permission. We welcome your comments and feedback at
editor@payden.com.

* For more information and to obtain a prospectus or summary prospectus, visit payden.com or call 800 572-9336. Before investing, investors should carefully
read and consider investment objectives, risks, charges, expenses and other important information about the Fund, which is contained in these documents.

**An investment in the money market Fund is not insured or quaranteed by the Federal Deposit Insurance Corporation or any other government agency.
Although the Fund seeks to preserve the value of your investment at $1.00 per share, it is possible to lose money by investing in the Fund. The Fund’s
sponsor has no legal obligation to provide financial support to the Fund, and you should not expect that the sponsor will provide financial support to the
Fund at any time. The Paydenfunds are distributed through Payden & Rygel Distributors, member FINRA.





