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china’s  
  Faustian  
 Bargain

W
orries about china’s debt blow-out, which 
would potentially send shockwaves across the 
global economy, have emerged again, with 
many financial market players and the Bank for 
International Settlements warning that china’s 
private sector credit growth has accelerated to a 
potential crisis point. 

yet china’s “credit bomb” has not gone off 
despite decades of similar expert warnings. Indeed, china is still many years away 
from a potential debt/banking crisis for several good reasons. The true concern 
is whether Beijing is entering into a Faustian bargain that trades the short-term 
gains of limited economic growth today for the long-term pains of diminishing 
investment returns tomorrow.

china’s debt problem does not stem from its household and public sectors 
(their debt stood at 35 percent and 44 percent of gDp, respectively, in 2015); it 
stems from the corporate sector. Bank for International Settlements data show 
that china’s non-financial sector debt grew at an annual rate of 18.1 percent be-
tween 2010 and 2015 to more than 160 percent of gDp, a level that was even 
higher than that of the United States. While state-owned enterprises were the ma-
jor borrowers, many private-sector property developers were also among the most 
highly leveraged chinese companies. 

China’s private-seCtor debt
many analysts associate china’s private credit with corporate debt and define 
china’s total private credit as bank credit plus corporate bonds. Some have argued 
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that china’s private credit has grown larger than that of the 
european Union and that the situation had gone out of pro-
portion since china has much lower per capita income than 
the european Union. however, this commonly used defini-
tion of china’s private credit is wrong.

about 60 percent of chinese corporate bank loans are 
extended to the state-owned enterprises and about the same 

share, if not more, of the so-called corporate bonds are is-
sued by the local governments and their financing vehicles. 
True private-sector credit, as approximated by bank loans 
to the small- and medium-sized companies, has been stuck 
at around one-third of total bank lending, despite years of 
official rhetoric about expanding private-sector loans. The 
share of private credit is higher if one includes shadow 
bank lending, and this is where the true financial stress lies; 
but it is not yet fatal.

The problem with analyzing china’s corporate debt is 
the confusion between its private sector obligations and it 
public sector debt. The definitions are indeed iffy. In china, 
a large share of company borrowing that is often counted 
as private sector is actually lending to the state-owned en-
terprises and their affiliates that enjoy implicit guarantees. 
These are not really private debt. one may argue that debt 
is debt and it does not matter whether it sits on the private 
or public sector’s balance sheet. however, the distinction 
is crucial when it comes to assessing the risk of systemic 
defaults. These are far less likely when the bulk of the debt 
is owed by the public sector with its strong balance sheet, 
as is the case in china. one should allow for the implicit 
guarantee distortion in most “private” debt when assessing 
china’s credit problem. 

Mind the Credit gap
The BIS data also shows that china’s corporate debt has 
risen above its long-term trend by 30 percent of gDp in 
2015, creating a large gap between actual and trend growth. 
Its research argues that a credit gap of more than 10 per-
cent of gDp would sharply increase the odds of a coun-
try’s financial crisis. however, even if one accepts the BIS 

estimate at face value, the credit gap is not a reliable crisis 
predictor. 

There were countries that fell into a financial crisis 
with a credit gap of less than 10 percent of gDp, such as the 
United Kingdom (with a credit gap of less than 10 percent 
in the years before the 2007–2008 great Financial crisis) 
and South Korea (with a gap of only 5 percent of gDp in the 
run up to the 1997–1998 asian financial crisis). on the other 
hand, some economies avoided a financial crisis with a credit 
gap of more than 10 percent of gDp, such as australia in the 
years around 2006 and hong Kong around 2011. 

What is holding China together?
all this is not to deny china’s debt problem. Financial 
stress has risen as gDp and corporate profit growth slow, 
non-performing loans rise, corporate bond defaults emerge, 
and capital outflows increase. Still, a full- fledged debt-cur-
rency crisis remains a remote possibility in china at this 
stage. The key reason is a combination of capital controls 
(which allow Beijing to use monetary easing to reduce debt 
default pressure and prevent a systemic crisis without suf-
fering massive capital flight) and a tiny foreign debt.

Capital Controls
contrary to conventional wisdom, china’s capital con-
trols have been effective, as the major outflow drivers of 
chinese banks’ foreign lending and companies’ overseas 
direct investment are easy targets for controls. notably, 
foreign mergers and acquisitions of US$10 billion or more 
have been banned since later 2015, while all overseas di-
rect investment applications have been subjected to in-
creased scrutiny. other control measures include curbing 
mainland chinese buying insurance and property in hong 
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Kong, upping foreign exchange disclosure requirements, 
increasing scrutiny on onshore individual foreign exchange 
transactions, and asking chinese banks to stop processing 
cross-border yuan payments until inflows and outflows are 
balanced. crucially, there has been no evidence of capital 
flight, as there has been no loss of local renminbi deposits. 

These measures have reduced capital-outflow incen-
tives, as seen in the rise in the ratio of foreign exchange 
settlement to foreign exchange receipts by chinese bank 
clients (see figure). This ratio reflects an increase in the 
percentage of foreign exchange actually sold in the market 
out of foreign exchange receipts, and thus indicates that do-
mestic players intended to sell more foreign exchange and 
hold more renminbi. Balance of payments data also shows 
that net foreign direct investment inflows resumed in the 
last quarter of 2016 after net outflows in the previous quar-
ters. These are all signs of effective capital controls.

Favorable debt dynaMiCs
There are other factors that mitigate china’s debt explosion 
risk. The government owns a substantial stake in the bank-
ing sector and some of the largest and shakiest state-owned 
enterprises and corporate affiliates. This makes it possible 
to push for large-scale debt restructuring without setting off 
a systemic shock. moreover, the corporate sector is cash-
rich, with an estimated aggregate holding of US$1 trillion 
in 2016. even though companies’ funding conditions differ 
significantly, these cash reserves would facilitate industry 
consolidation through mergers and acquisitions and, thus, 
reduce systemic default risk.

crucially, china’s debt is funded by domestic savings 
in local currency. This makes the debt much more stable 
than debt in countries that rely on foreign savings. Indeed, 
research shows that domestic debt in local currency offers 
a far wider range of policy options to contain the problem 
than does foreign currency-denominated external debt. The 
government can use financial repression to keep debt ser-
vicing costs low and push debt into public pension funds 
and insurance companies through regulation. It can also 
inflate the country out of debt. Indeed, a mix of financial 
repression and inflation can be a potent way of reducing 
domestic-currency debt.

I am not arguing that these would be the right policies 
to deal with china’s debt problem. But they highlight the 
point that the array of policy options is much wider for lo-
cal-currency debt funded by domestic savings than for debt 
financed by foreign savings. at the time of writing, china’s 
total foreign debt is about US$1.4 trillion, or less than 15 
percent of gDp. It has more than US$3 trillion in foreign 
exchange reserves, implying a foreign exchange-debt cov-
erage of over 200 percent (compared to the 100 percent 
safety threshold deemed by the international community).

The BIS raised a similar warning about china’s debt 
crisis in 2012, when it argued with international experience 
showing that a financial crisis would follow when there was 
a fast run-up in a country’s private-sector debt service ra-
tio to above 25 percent of gDp a year. and china’s ratio 
was estimated at more than 35 percent in 2013. But four 
years since the last BIS warning, nothing to that extent has 
happened because of china’s stable debt dynamics and its 
implicit guarantee policy, relatively closed capital account, 
and slow pace of financial liberalization.

What to do With deleveraging?
In the short term, swift large-scale deleveraging is not plau-
sible if Beijing wants to keep stable gDp growth. This is 
because china’s total credit growth has outpaced nominal 
gDp growth by an average of six percentage points since 
2006. If Beijing were to bring down the debt-to-gDp ra-
tio, credit growth would have to fall by more than six per-
centage points relative to nominal gDp growth. given ex-

cess capacity, weak exports, and a structural reform drag 
on growth, this sharp fall in credit growth would crush 
the economy before the benefits of deleveraging could 
materialize.

In the medium to long term, Beijing will have to 
use a mix of deleveraging strategies, including debt re-
structuring, genuine debt-equity swaps (not the ones that 
it is implementing) and write-offs through bankruptcy of 
zombie companies, and austerity measures by cutting lo-
cal government borrowing and excess capacity to diffuse 
the danger of a debt-bomb explosion over time. The policy 
challenges are, first, to prevent deleveraging from creat-
ing excessive deflationary pressure on the economy, and 
second, to improve credit allocation to support structural 
reforms. overcoming these challenges will allow the cor-
porate sector to achieve organic deleveraging by improving 
operational efficiency.
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the true risk
although the risk of a debt blow-up is low, the structural 
risk to the system is subtle. gradualism as a debt clean-up 
strategy may make sense in the short-term. The question 
is this: In the longer-term, will Beijing bite the bullet to 
resolve the debt problem? 

“Kicking the can down the road” is unsustainable 
in the long term because gradualism only trades today’s 
growth through continued capital misallocation for tomor-
row’s economic efficiency. growth will eventually suffer 
under the debt mountain. Bad debts will rise, prompting 
banks to siphon off a lot of capital to stay afloat under the 
implicit guarantee policy and eschew private-sector lend-
ing which is seen as risky in a weak growth environment. 
The government will respond with more fiscal spending to 
support demand. But this will reduce investment efficiency 
and, hence, returns on capital, prompting private invest-
ment to shrink further. 

The message is clear. The longer Beijing avoids deal-
ing with the debt problem, the harder it will be to manage 

a shock, as the potential fallout will become more serious 
over time. Initial signs show that Beijng still deserves the 
benefit of the doubt in its deleveraging strategy, as the re-
cent surge in bankruptcy cases indicates both economic 
stress and progress in its efforts in dealing with indebted 
zombie companies and excess capacity.

official data shows a 54 percent year-over-year jump 
in bankruptcy cases accepted by chinese courts in 2016 
to 5,665 cases. Sixty-four percent of these were resolved, 
with 85 percent of the resolved cases resulting in liquida-
tion. This is a sign of Beijing retreating from its implicit 
guarantee policy, albeit still very slowly because it is still 
using “stealth” measures, notably debt-equity swaps and 
public-private partnerships, to keep many insolvent firms 
afloat. The International monetary Fund estimates that the 
real bankruptcies in china could be 100 to 250 times more 
than the official insolvency data suggests.

Time will tell if Beijing will bite the bullet later. let’s 
hope it is not entering into a Faustian bargain to trade short-
term gains for long-term pains. u

possible future scenarios. except for Bahrain in the m2-to-
total-reserves ratio and the ImF ara em metric, all gcc 
countries hold reserves that are above standard precaution-
ary levels and much above historical lows in the 1980s and 
early and late 1990s. When stabilization funds and sover-
eign wealth funds are included, all gcc countries achieve 
positions that are a large multiple of the adequate precau-
tionary levels.

While Kuwait, Qatar, and the Uae are in comfortable 
positions because of large buffers and relatively balanced 
fiscal and current accounts, Saudi arabia, Bahrain, and 
oman are facing tighter realities. however, even under the 
somewhat dramatic scenario of current account deficits at 
the 2015–2016 levels and no access to international capital 
markets or multilateral/regional liquidity support facilities, 
financial buffers would still be above precautionary levels 
for a period of 133 to 157 months in Saudi arabia, 64 to 
108 months in Bahrain and 7 to 15 months in oman.

all in all, despite differences across the region in terms 
of capabilities to sustain the pegs, the system will likely re-
main in place for a while in all gcc countries. Demands for 
exchange rate regime reforms will only come progressively 
as long-term national objectives are delivered, including 

broader diversification, labor market nationalization, and 
financial markets development and integration. any pos-
sible future transition towards more flexible exchange rate 
arrangements will be a consequence of structural economic 
changes in the gcc, not one of its causes.  u

As underdeveloped financial and  

capital markets still make monetary 

policy relatively ineffective in the GCC, 

the costs of not having independent 

monetary policies are low.
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