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China's local government liabilities—now the subject of hot
debate—have been a big unknown for some time, and the
country’s banking system probably has more risk than generally
thought. There are offsetting factors, however, which in our
view help to minimize the systemic risk of bad debts.

The risk posed by China’s hidden domestic
public debt has quickly become a hotly
debated topic in financial markets, sparked
by Professor Victor Shih of Northwestern
University in lllinois, US. Shih conducted
on-the-ground research in China to dig out
the off-balance sheet liabilities of local
governments, and the contingent liability
to central government of public entities
such as development banks and the
Ministry of Railways.

His estimate of the size of China’s
domestic government debt is shockingly
negative. While total debt outstanding in
2009 is generally perceived to have been
around 25% of GDP, Shih's estimate for
2011 is four times bigger at 96%. His
bottom line is that, in the worst-case
scenario, China may face a large-scale
debt crisis two years from now.

Missing Items

Shih forecasts total public debt to reach
RMB39.8 trillion (US$5.8 trillion) in 2011
and implies that between US$4 trillion and
US$4.5 trillion are missing from the official

debt figure. Admittedly, local government
liabilities—which are not included in
official public debt statistics—have been a
big unknown in China; also, the size of the
contingent liability to central government
is not fully disclosed, although most
assessments of China’s sovereign credit-
worthiness cite the item as a risk factor.
While we are not at this moment in a
position to follow Shih’s footsteps and dig
in the same corners to compare notes, we
can nevertheless highlight a number of
important points to provide some
perspective on the issue.

Wake-Up Call or False Alarm?

First, Shih estimates that total outstanding
local government debt stood at RMB11.4
trillion at end-2009 (US$1.7 trillion, 34%
of GDP)—double the amount recently
acknowledged by Ministry of Finance
officials. Shih’s study, however, also adds to
the total liability figure credit lines agreed
between local governments and banks,
estimated at another RMB12.8 trillion
(US$1.9 trillion, 38% of GDP). We note
that undrawn credits are not yet liabilities
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and that Shih’s assumption that they will
be fully drawn in future greatly inflates
China’s current debt problem.

If we exclude future credits, China‘s public
debt should be about 59% of GDP (that is,
96% minus 38%). This, of course, still
points to China’s banking system having
much more risk than generally thought.
This brings us to our second point, which
is that China’s public debt-to-GDP ratio
does not look too extreme when com-
pared with the ratios of Asia’s other
A-rated sovereigns such as Korea, Taiwan
and Malaysia (Display) which are all in the




40%-50% of GDP range. Even at 59%,
China fares better than BBB-rated India,
where domestic public debt-to-GDP is
likely to reach 83% this year.

Third, China’s strong economic growth,

high domestic savings, fiscal strength and
huge government assets (such as foreign
exchange reserves) will help minimize the

macroeconomic disruption of the debt
problem, in our view. Importantly, strong
GDP growth will not only be a boost to the
debt-ratio denominator: economic reforms
that lead to structural change and secular
sectoral growth will also help minimize the
systemic risk of existing bad debts. Chinese
banks are well capitalized and, we believe,
capable of carrying forward the impact of

nonperforming loans for several years, by
which time enough economic growth from
structural change should have occurred to
help cover losses. This has been the case in
China in the past (and we would argue
that the absence of similar circumstances
in Japan in the 1980s was a contributor to
that country’s prolonged debt crisis at the
time). m

This document reflects the views of AllianceBernstein and sources believed by AllianceBernstein L.P. to be reliable as of the dates cited. No representation or warranty
is made concerning the accuracy of cited data. Nor is there any guarantee that any projection, forecast or opinion will be realized. The views expressed may change
at any time. References to stocks, securities or investments should not be considered recommendations to buy or sell. The value of investments, and the income from
them, can fall as well as rise and you may not get back the original amount invested. Past performance is not a guide to future performance. The value of overseas
securities will be subject to exchange-rate fluctuations. Under no circumstances should this information be construed as investment advice. Nor should it be
construed as sales or marketing material for any financial instrument, product or service sponsored or provided by AllianceBernstein or its affiliates or agents.

Note to Canadian Readers:
AllianceBernstein provides its investment management services in Canada through its affiliates, Sanford C. Bernstein & Co., LLC, and AllianceBernstein Canada, Inc.

Note to UK Readers:
UK readers should note that this document has been issued by AllianceBernstein Limited, which is authorised and regulated in the UK by the Financial Services
Authority. The registered office of the firm is: Devonshire House, One Mayfair Place, London W1J 8AJ.

Note to Taiwan Readers:

This information is provided by AllianceBernstein funds Taiwan Master Agent, AllianceBernstein Taiwan Limited. SFB operating license No.: (97) FSC SICE no. 049.
Address: 57F-1, 7 Xin Yi Road, Sec. 5, Taipei 110, Taiwan R.O.C. Telephone: 02-8758-3888. AllianceBernstein Taiwan Limited is a separate entity and an indepen-
dently operated business.

Note to Singapore Readers:
This document has been issued by AllianceBernstein (Singapore) Ltd. (Company Registration No. 199703364C.) The Company is a holder of a Capital Markets
Services Licence issued by the Monetary Authority of Singapore to conduct regulated activity in fund management.

Note to Hong Kong Readers:
For Financial Representatives General Information only and shall not be regarded as provision of investment advice.

MARCH 12, 2010 ECONOMIC PERSPECTIVES



	Perspectives/ASIA ... 12/03/2010
	Economics-Asia
	1 - Contents
	2 - Contents



