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China | How Will The Government Address The 
Corporate Debt Trap? 

China’s corporate debt is 31% of the world total. With credit quality 
below the global average, policymakers are focused on deleveraging--
leading to higher defaults, contagion effects, and slower growth. 

How this will shape 2022 

So many policies, so little time. The scope of China's reform agenda is vast, 
involving many unintended consequences. Efforts to be carbon neutral by 2060 led 
to the closure of "dirty" coal mines. In turn, the country experienced significant 
power outages in the second half of 2021. The rollback on tech firms shook investor 
confidence about the private sector, involving significant equity losses. The 
government is curtailing the credit available to developers, prompting a liquidity 
crunch. The result has been defaults and sliding home prices (the average price 
across 70 cities dropped a further 0.25% in October, an escalation from September 
2021's 0.08% decline). These fuel more stresses to the real estate sector--property 
developers drive about one-quarter of China’s economy. 

Curbs to borrowing. Suffice to say, the agenda is sweeping. Of all these measures, 
the most ambitious perhaps is the government's desire to curb corporate 
borrowing. China has the most corporate debt of any nation, and the most heavily 
leveraged firms among large economies. In our survey of over 5,000 Chinese 
corporates, 58% are "highly indebted" (the group we deem to have the highest 
credit risk). To address this issue, China is capping the credit available to 
developers and state-owned enterprises SOEs, among others. 

Chart 48 Chart 49 

Nonfinancial Corporate Debt-To-GDP Corporate Debt Change (Year-On-Year) 

  
Source: International Institute of Finance Source: International Institute of Finance. Note: Debt in U.S.-dollar-

equivalent except for China and Japan, which is in local currency. 

More defaults are likely. Beijing wants Chinese corporates to have more financial 
discipline, and in particular to contain their credit excesses. The country's 
corporate debt of US$27 trillion is almost one-third of the global total. Its debt-to-
GDP ratio of 159% is markedly higher than the global rate of 101% and twice the 
U.S.' 85%, implying substantial financial and economic contagion risk.  

Contagion risks. With officials refusing to bail out the troubled developer China 
Evergrande Group, fears of contagion risks are mounting. This dents investors' 
willingness to fund other Chinese developers with stretched finances. This was 
recently apparent in missed bond payments by Fantasia Holdings Group Co. Ltd. 
(“Fantasia”, SD), Sinic Holdings (Group) Co. Ltd. (“Sinic”, SD), China Properties 
Group Ltd. (unrated), and Modern Land (China) Co. Ltd. (unrated). Prior to Fantasia’s 
and Sinic’s defaults, they were rated at the ‘B’ category given their weak 
creditworthiness and high leverage. The point is that Beijing has been unusually 
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tolerant of these strains in 2021. It sets a tone for 2022, when we anticipate more 
market discipline, and many more corporate failures. 

What we think and why 

The push for deleveraging will slow economic growth. China’s buildup of corporate 
leverage is drawing scrutiny. The government's pullback from credit-backed growth 
points to an increased focus on curtailing speculative activities and reducing 
financial-stability risks. With China stepping up on deleveraging, economic growth 
will slow. This will play out against a backdrop of structural factors (such as 
demographics, and a shift to services from manufacturing) that could drive a years-
long downward trend of China’s GDP growth rate. 

Chart 50 Chart 51 

China Corporate Debt Growth Versus Nominal GDP Growth Corporate Debt Growth Over Nominal GDP Growth 

  
Source: GDP--World Bank except 2021f, which comes from S&P Global 
Ratings' "Sovereign Risk Indicators," July 13, 2021; debt--Bank for 
International Settlements except 2021f, which uses actual first quarter 
2021 data as a proxy.  
f--Forecast. Debt growth is in domestic currency. 

Source: GDP--World Bank except 2021f, which comes from S&P Global 
Ratings' "Sovereign Risk Indicators," July 13, 2021; debt--Bank for 
International Settlements except 2021f, which uses actual first quarter 
2021 data as a proxy.  
f--Forecast. Debt growth is in domestic currency. 

What could go wrong 

Ambitious policies bring contagion risks. The reforms undertaken by the Chinese 
government are meant to reduce domestic risks and achieve more sustainable 
growth. However, the rapid implementation of many ambitious policies may involve 
contagion effects that could hit investor confidence, rattling financial systems and 
the economy. The successful implementation of reforms will require finesse  

Change will be difficult. China could see itself being caught in numerous traps, 
particularly a middle-income trap and a corporate debt trap. The former describes a 
poor transition to more productive industries, risking economic stagnation. The 
latter points to the difficulty of borrowers to come off debt-fueled income growth. 
Chinese authorities have in the past successfully pressed entities to deleverage, 
and in particular to reduce their use of unproductive debt. We believe it can do so 
again. However, this will come with pain.  
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