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e We see three risks arising from the increase in local government debt:
maturity mismatches, rising interest burdens, and repayment difficulties.

Difficulties are most acute in the case of LGFVs, where shortterm borrowing is used to
finance long-term infrastructure projects. According to the latest NAO report, around 60% of
local government debt will come due in the next two years, which may pose liquidity
pressure on some local governments if they are unable to roll over existing credits.

e Drawing on our previous calculations, we update two extreme
scenarios to deal with the local government debt, the first being a full
bail-out by the central government and the other passing on the cost
to the banks.

Although the most likely outcome will involve a combination of the two scenarios, we
still find it useful to analyze the two extreme cases so as to estimate the upper band of
the costs for the public finances and the banks. In the first scenario, in which the
central government bears the full cost, public debt would go from 22% of GDP at
present to a stil-manageable 53% of GDP. However, this excludes SOEs debt and any
that related to public pensions. In the second scenario, in which banks take the losses,
we make the hypothesis that 50% of local government debts turn bad. The banks
would need RMB 1.4 trillion in new capital to cover the write-offs. For comparison, we
note that Chinese banks have raised RMB 880 billion during the last wave of banks’
capital replenishment in 2010-11. Alternatively, if banks were to keep problem loans
on their books, the average NPL ratio would rise by 3.6 percentage points above our
baseline scenario (which already shows a steep increase from current levels) to the
order of 7.3% by end-2018.

o« The authorities have stepped up efforts to tackle local government
debt but more needs to be done to defuse the risks.

At the recent Third Plenum and National People’'s Congress the government has
prioritized the overhaul of the fiscal relationship between the central and local
governments within a long list of reforms. Local governments will be entitled to more
tax revenue, and some local governments are being allowed to issue long-term
municipal bonds to replace their existing debts. These measures will help prevent local
government debt from become too burdensome in the future. However, it will be
equally important to address the existing stock problem. To that end, the huge
amount of SOES' net assets in the hands of the central and local governments (up to
RMB 32 trillion by end-2013) could be partially divested to help debt repayment. This
would also have the benefit of boosting productivity and enhancing the role of the
private sector in the economy, a key goal laid out at the Third Plenum meeting.
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Introduction

At the end of 2013 the National Audit Office (NAO) issued a long-awaited report on China's
public debt, updating its previous report from June 2011. Due to a combination of a more
comprehensive assessment and new borrowing by local governments, the latest NAO report
resulted in an increase in local government debt to RMB 17.9 trillion (31.5% of GDP) as of
June 2013 from RMB 10.9 trillion (26.7% of GDP) at end-2010.

The remainder of this note is an update of our July 20171 report, Who will pay the bill for local
governments' fiscal stimulus? In that report, we noted that a clean-up of local government debt
was eventually likely to require a combination of a bailout by the central government and bank
write-offs. Local government debt figure (RMB 17.9 trillion) revealed in the latest NAO report has
made us believe that a resolution to this level of debt is still manageable given the large scale of
public sector assets and the healthy balance sheet of the central government. Nevertheless, the
magnitude of local government debt reduces the room for fiscal stimulus and policy flexibility.

Updating the size and composition of local

government debt

According to the latest NAO report, total local government debt (excluding SOEs debt and
contingent debt of pension, which are not covered in the NAO report) increased to RMB 17.9
trillion (31.5% of GDP) at end-June 2013 from 10.9 trillion at end-2010 (26.7% of GDP), up
more than 60% since end-2010 (Chart 1). The NAO report subdivides local government debt
into direct, government guaranteed, and contingent debt. The borrowers of the latter two
consist mainly of local government financing vehicles (LGFVs).Moreover, the NAO report also
reports the debt level of the central government (RMB 12.4 trillion, or 21.8% of GDP ), which
include both general fiscal debt of the central government (RMB 9.5 trillion, or 16.7% of GDP)
and the debt of the national railway company (RMB 2.9 trillion, or 5.1% of GDP).

Following the classification used in our previous report, we categorize local government debt
into agency debt (direct borrowing by local government agencies such as schools and
hospitals), and debt of LGFVs, used to finance infrastructure projects. According to the latest
NAO report, agency debt rose by 37% since June 2010, to RMB 7.8 ftrillion as of end-June
2013 while LGFV debt doubled to RMB 10.7 trillion. The fast growth in LGFV debt reflects the
authorities” use of infrastructure investment to counter economic downturns over the past
several years. (Chart 1)

Table 1
Debt Structure of China (by June 2013)

Gross Government
Debt
(RMB 30.3 trillion)

Local Government Central
Debt Government Debt
(17.9 trillion) (12.4 trillion)
v v v v
Fiscal Debt of Debt of Railway
. : (9.5 trillion) (2.9 trillion)

Source: BBVA Research
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The NAO report also provides a breakdown of local government debt by funding source. Bank
loans still account for the bulk of local government debt, but its share has dropped to 57% of
total outstanding local government debt at end-June 2013 from 79% at end-2010. Bond
issuance and various forms of shadow banking activities (such as trust loans, borrowing from
security firms, insurance companies, and lease financing), have been an increasing source of
finance for local governments (Chart 2).

Chart 1
Infrastructure investment and debt
accumulation of local governments

Chart 2
Bonds and shadow banking have become new
important funding sources
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Why worry about the rise in local government debt?

We see three risks arising from the increase in local government debt. First, maturity
mismatches are present, especially in the case of LGFVs, where short-term borrowing is used to
finance long-term infrastructure projects. According to the latest NAO report, around 60% of
local government debt will come due in the next two years, which may pose liquidity pressure
on some local governments if they are unable to roll over existing credits.

Second, interest rate payments are adding pressure on local government balance sheets.
According to the IMF", local governments pay around 6%-8% on average, higher than the
average interest rate paid by the central government (4-5%) and above the benchmark lending
rate (6%). Moreover, local governments who turn to the shadow banking sector pay even
higher interest rates. We estimate that the interest payments of local governments have risen to
20% of their fiscal revenue (Chart 3).

Third, as revealed by the NAO report, a large portion of local government debt (37.2% by end-
2012) needs to be repaid through proceeds of land sales, which is apparently not sustainable in
the long run. Also, any downward adjustment in the property market might exert an adverse
impact on local governments’ land sales revenue and dampen local governments’ capability of
debt servicing.

1: See Fiscal Vulnerabilities and Risks from Local Government Financing in China, by Yuanyan Sophia Zhang and Steven Barnett , IMF
Working Paper, 2014
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Chart 3 Chart 4
Interest payment of local government debt has China’s total public debt remains manageable
exceeds 20% of their fiscal revenue compared to other countries
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Given the lack of resources, local governments will need help from the central government to
address their debt burden. The good news is that the central government is in a position to
help. In particular, the central government balance sheet is still in good shape given that their
outstanding debt only stands at around 21.8% of GDP (RMB 12.4 trillion). Combined with local
government debt, total public debt amounted to 53.3% of GDP, which is still not high
compared to other countries (Chart 4). Moreover, according to the Ministry of Finance, net
assets of SOEs under the control of the central and local governments amounted to RMB 16.5
trilion and RMB 15.2 trillion at end-2013 respectively, more than sufficient to cover local
government outstanding debt of RMB 17.9 trillion. (Chart 5)

Chart 5
Governments’ Net assets vs. Debt
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Who will pay the bill?

In our previous note, we considered two extreme scenarios for addressing the local
government debt problem, one involving a central government bailout and the other involving
bank writeoffs. In reality, we expected the most likely outcome to involve a combination of the
two scenarios.
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Our conclusions still hold broadly true. The latest NAO report clarified the role of the central
government in bearing responsibility. Nevertheless, it seems unlikely that banks will get off scot-free.
For the time being, the central government has shown little appetite for a bail out of local
governments, probably to avoid exacerbating moral hazard. Instead, the central government has
urged local governments to resolve their debt problems, and to that end has allowed local
governments to issue municipal bonds to replace existing debt. In the face of mounting repayment
pressure, it is likely that local governments will seek to roll over or restructure their bank obligations.

In a worst-case for banks, we consider a scenario in which they, rather than the central
government, were to absorb the cost of impaired LGFV debt. In such a scenario, we still
assume that the central government would bear responsibility for direct debt of local
government agencies (RMB 7.8 trillion) given the nature of central/local fiscal relations and the
degree of integration of their budgets. As noted above, it is the case that LGFVs have been
turning to other sources of funds such as bond issuance and the shadow banking system.
However, ultimately, repayment difficulties related to these sources would appear on bank
balance sheets. This is because the bond market is dominated by banks (according to the Asian
Development Bank's September 2013 Asia Bond Monitor, banks hold nearly 80% of treasury
bonds and one-third of corporate bonds).

In our scenario, we assume that 50% of LGFV debt will go bad over the next five years. This is
higher than we assumed in our previous assessment (35%) owing to rising risks. With timing
passing, good debt has been paid off while bad debt keep rolling over and expanding with
accrued interest rate. Other key assumptions include the annual (risk-weighted) asset growth
(13%), annual profit growth (1.5% owing to slower GDP growth, narrower net interest margins,
and deteriorating asset quality), and no dividend payouts over the next five years.

There are two possibilities open to banks in such a scenario. One is for them to provision and
write-off these loans as they come due over the next 5 years. Under this approach, banks
would need to raise additional capital of RMB 1.4 trillion over the next 5 years in order to
maintain their capital adequacy ratios above the 11.5% minimum regulatory level. This amount
of capital compares with RMB 880 billion raised during 2010-11, and is double our previous
estimate due to the higher outstanding LGFVs amount and higher assumed loss ratio this time.

A second option would be for banks to carry the problem loans as NPLs for an extended period,
rather than writing them off as they come due. All else equal, this would increase the banking
sector's NPL ratio by 3.6 percentage points by end-2018, to 7.3%. Such a scenario, of course,
would require banks to restructure loans and take capital losses at a later stage.

In the meantime, what is the best way to deal with
local government debt?

The authorities have been emphasizing the urgency of the need to tackle local government debt
problems. At the recent Third Plenum and National People’s Congress they prioritized the
overhaul of the fiscal relationship between the central and local governments on the long list of
reforms. Local governments will be entitled to more tax revenue, commensurate with their social
spending obligations. The authorities are also seeking to reduce the weight of provincial GDP in
the performance appraisal system of local government officials, which would help reduce their
incentive to engage in wasteful infrastructure projects. Finally, some local governments will be
allowed to directly issue long-term municipal bonds instead of through the central government, to
replace their existing debts, which should help alleviate the maturity mismatch.

The measures noted above will help prevent local government debt from become too
burdensome in the future. However, it will be equally important to address the existing stock
problem. In this respect, one solution would be for local governments to sell their controlled
SOE assets to raise funds for debt repayment. At the same time, this would have the benefit of
boosting productivity and enhancing the role of the private sector in the economy, a key goal
laid out at the Third Plenum meeting.
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya
Argentaria, S.A. (hereinafter called “BBVA") to provide its customers with general information and are current as of the date of issue and subject to
changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments,
or to undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any
kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such
specialized advice as may be necessary. The contents of this document are based upon information available to the public that has been obtained
from sources considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either
express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses
arising from the use of the document or its contents. Investors should note that the past performance of securities or instruments or the historical
results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors
should be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities
can involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed
the amount of initial investment and, in such circumstances; investors may be required to pay more money to support those losses. Thus,
before undertaking any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and
risks implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be
limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments
referred to, directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account
in those securities, provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related
thereto or to their shareholders, executives or employees, or may have interests or perform transactions in those securities or instruments or
related investments before or after the publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates " salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to
its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates” proprietary trading and
investing businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document
may be (i) copied, photocopied or duplicated by any other form or means (i) redistributed or (i) quoted, without the prior written consent of
BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the
same) in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling
within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”),
(ii) are persons falling within article 49(2) @) to (d) ("high net worth companies, unincorporated associations, etc.”) Of the financial promotion order,
or (i) are persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the financial services
and markets act 2000) may otherwise lawfully be communicated (all such persons together being referred to as ‘relevant persons”). This
document is directed only at relevant persons and must not be acted on or relied on by persons who are not relevant persons. Any investment or
investment activity to which this document relates is available only to relevant persons and will be engaged in only with relevant persons. The
remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and,
indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business;
nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to
prevent and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security
Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with
number 0182.



