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September 2014 

Default Normalization and Exit Mechanism in China’s Bond Market 

 

Summary 

 China’s economy is transforming from being investment driven to demand driven. During this 

transformation, government spending decreases while household consumption increases. The 

sustainability of China’s bond market will depend on structural changes in the economy, the 

construction of corresponding credit systems as well as the enhancement of financial services. 

 

 The current capital markets are in need of more diversified financing alternatives to meet the 

funding needs of companies with different business natures. Companies obtaining implicit guarantee 

and policy support from the government have advantages in issuing bonds, but their inefficiency in 

business operations sometimes leads to credit events. The government, acting as implicit guarantor, 

then steps in to bailout the distressed bonds directly or indirectly. 

 

 A mature bond market is a market which has issues of different credit levels, matching expected 

returns with expected risks. Market liberalization helps to identify risks and allow discrete defaults to 

occur so that the bond market can achieve sustainable development. Meanwhile, an exit mechanism, 

a settlement system for defaulted issues involving management organizations and professionals as 

well as legislation and regulation, has to be established. 

 

 This report analyzes the scenarios of bond defaults and government bailouts, and then examines 

systematic risk in China. It also compares bankruptcy procedures in China and the U.S. in discussing 

the establishment of a default exit mechanism. Based on this analysis, we suggest introducing 

relevant legislation and regulatory systems to normalize defaults in China’s bond market. 

 

Normalizing Bond Defaults 

In March 2014, China’s domestic bond market experienced its first actual bond default over the last decade. 

Prior to the default of Chaori bond, all credit events were resolved by government bailouts. This default case 

signals changes in China’s bond market, indicating a new trend towards market liberalization and default 

normalization. 
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(1) Refinancing Pressure and Systematic Risk 

Credit risk in China’s bond market has been mounting, caused by excessive investments over the past 30 

years (Exhibit 1). Increases in M2 and leverage reduced marginal returns of investments, and structural 

changes in the economy have led to tight liquidity in local governments, financing platforms and 

corporations. In May 2012, the average cost of financing reached 7.2%, and this high rate further weakened 

the ability to refinance. 

Exhibit 1: Emergence of Systematic Risk 

 

Credit risk in China’s bond market has the following characteristics: 

 Refinancing pressure: There will be a wave of bonds maturing up to 2020 with the first peak of bond 

redemption in 2014. Thus, the refinancing pressure in the year will be high. 

Exhibit 2: Size of Matured Credit Bonds 
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 Financing costs: From 2013 to 2014, the issuing cost of Short-Term Notes increased by 300bps. 

Mismatches between risk and return and between fund and user have also accelerated risk.  

Exhibit 3: Issuance Rates of Corporate Bond 

 
 Credit rating downgrade pressure: The trend of credit rating downgrade for issue and issuer has 

continued since 2012. Most rating downgrades went to the high polluting, high energy consuming 

and overcapacity sectors. 

Exhibit 4: Changes in Issue/Issuer Rating 
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(2) Government Bailouts and Actual Defaults  

Refinancing pressure, financing burden and rating downgrade reveal the high level of credit risk accumulated 

in China’s bond market. The actual default of Chaori bond coexisted with the government bailout for 

financing platforms. Only with market-driven defaults, can China’s bond market sustain and thrive in the 

long run. 

The emergence of government bailouts and actual defaults in China’s bond market is illustrated in two 

columns in Exhibit 6. On the left-hand side, there are two problems associated with the financing platforms 

of local governments: implicit guarantee and policy support. This implies unilateral sentiments that when a 

credit event occurs, government bailout will come into effect. On the right-hand side, the credit quality of 

corporate bonds solely relies on the company’s cash flows and credit enhancement. Without government 

support, the issuer faces market risk so it has a higher probability of default. 

Under structural reform, through implementing market-driven principles and price-discovery mechanisms, 

the bond market will develop along the dashed line as shown in Exhibit 6. Bond defaults will then become a 

normal phenomenon accepted by the general public. 

Exhibit 6: No Default versus Actual Defaults 
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(3) Market Discipline to Release Risk 

Accumulated risks create a credit bubble. In order to avoid bursting credit bubble and to maintain the 

stability of the financial market, the risks should be released through default events or risk transmission 

methods.  

The recent launch of government policies have achieved the following results: (i) releasing risk and allowing 

default through market operations; (ii) promoting consolidation and reorganization of economic entities; (iii) 

launching municipal bonds in a pilot scheme and separating local governments’ credit risk from sovereign 

credit risk; and (iv) deregulating interest rates. The aim of these policies is to build a firewall that mitigates 

systematic risk. 

Discrete default events help educate market participants, and will appear as a normal phenomenon. 

Following that, we need to establish a default exit mechanism. 

 

Systematic Risk in China’s Bond Market 

The systematic risk in China’s bond market is different from that of developed countries with mature bond 

markets. In the financial tsunami of 2008, the financial systematic risk of the U.S. subprime crisis stemmed 

from a highly developed bond market. Although the amount of subprime products was USD 1.2 trillion, the 

financial crisis spread out rapidly with a domino effect due to the complicated financial derivatives and 

maturity mismatches of the underlying assets. In addition, before the crisis, financial market participants 

were overconfident of their ability and competed to launch products while regulators were not clear about 

the imbedded risks. As a result, when Lehman Brothers collapsed, market participants lost confidence and 

overreacted to the market volatility, causing major damage to financial markets and real economies. 

(1) Characteristics of China’s Systematic Risk 

The government debt burden of selected countries is shown in Exhibit 7. The European Union sets a limit of 

debt-to-GDP at 60% as fiscal discipline, but some E.U. member countries such as Greece and Portugal have 

fallen out of this range. However, although some non-E.U. countries such as Japan and the U.S. also 

breached this threshold, they are still solvent owing to Japan’s strong domestic demand for government 

bonds and the dominance of the U.S. dollar in international transactions. China’s debt level lies far below 

60%, standing at the level of about 25%. 
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Exhibit 7: General Government Gross Debt / GDP (2013) 

 

 

Furthermore, when GDP grows faster than interest rates, a country can afford to issue more debt. Given the 

high economic growth rate and large size of the economy, China is able to issue a substantial amount of 

government debt. 

From the above two aspects, size of government debt is not the reason for systematic risk in China. 

(2) Systematic Risk and National Credit Utilization 

To further interpret systematic risk in China, we analyzed the relationship between the extent of national 

credit utilization (and efficiency) and risk. In Exhibit 8, the X-axis is the utilization efficiency of national credit 

while the Y-axis is the extent of national credit utilization and the measurement of systematic risk.  

(i) Optimal utilization of national credit and systematic risk 

The utilization of national credit has the shape of Laffer Curve. The efficiency (on X-axis) increases as credit 

utilization (on Y-axis) increases until they meet at a point of optimal amount of credit utilization. The 

utilization of any amount exceeding this optimal point has lower efficiency, which means national credit is 

overused. If national credit is overused in the wake of government bailouts, risks will increase exponentially 

despite that no default actually occurs in the short term. Given the scarcity of national credit, the 

overreliance on government bailouts leads to mismatches between risks and returns. 

(ii) Structural changes in the economy deferring trigger points of systematic risk 

Since the economic reform and market opening 30 years ago, China’s economic development has been 

mainly driven by exports and investments. Now, it is becoming demand driven and aims balancing all 
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economic drivers. During this transformation period, the optimal utilization amount varies. Hence, the 

Chinese government should control the use of national credit, balance between efficiency and risk, and let 

the invisible hand guide the market. 

Exhibit 8: Relationship between National Credit and Systematic Risk 

 

(iii) Bond issuers facing market risk without using national credit 
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returns are properly matched. However, the prevailing market reform is not easy given the dominant market 

position of government-owned entities. 

Exhibit 9: Systematic Risk from Overuse of National Credit 
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(iv) Strengthen information disclosure and formulate risk-based pricing 

A mature bond market has a stringent risk-pricing mechanism, transparent information disclosure and a 

clear exit mechanism (Exhibit 10). Under market-driven mechanisms, the current risk-and-return mismatches 

can be improved. However, a mature bond market is not perfect as a financial crisis may arise during 

economic cycles. 

Exhibit 10: Matching Relations between Risk and Return 

 

 

In a nutshell, risks cannot be completely eliminated by government intervention. Risks should be mitigated 
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capital markets. 
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matching their expected return with expected risk by using financial instruments. 

Exhibit 11: Financial Instruments in Effective Market 

 

(2) Different Bankruptcy Procedures 
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Exhibit 12: Comparison of Bankruptcy Mechanisms between the U.S. and China 

 United States China 

Form Reorganization – Liquidation  Reorganization – Exemption – Liquidation 

(Exemption is rare in practice) 

Law Bankruptcy Code: Chapter 7, Chapter 11 Enterprise Bankruptcy Law (2006) 

Petitioner Debtor, Creditor, Sponsor (shareholder) 

Jurisdiction Bankruptcy courts and judges No specific bankruptcy courts and judges 

Organization Turn around Management Association (TMA) 

consisting of lawyers, accountants, auditors and 

Chief Restructuring Officer (CRO) 

Manager (individual or organization), no specific 

restructuring organization 

Typical Case  Bear Stearns 

 Lehman Brothers 

 AIG 

 General Motors 

 Debt chains in 1990s 

 Suntech restructuring: creditors obtained 

31.55% recovery; Shunfeng acquired all 

equities and Wuxi Guolian faded out 

 Chaori default: in process 

 

 

Conclusions and Implications 

The sustainability of China’s bond market will depend on the structural changes which transform the 

economy from investment driven to demand driven. The development of a diversified bond market will 

reinforce the financial structure of different companies. In addition, in the process of market liberalization of 

interest rates, expected returns will match expected risks. 

Defaults of corporate bonds should be processed by market discipline instead of by government bailouts. 

The role of the Chinese government is to build a platform with solid and effective financial infrastructure, 

including financial intermediaries, legislation and regulation systems, and risk-based pricing mechanism. 

Defaults in the bond market will then become a normal phenomenon. 

 

 

 

 

 

This report is written by Elle Hu, Senior Credit Analyst, referring to the information in the Chinese report 

“Default Normalization and Default Exit Mechanism” by China Chengxin International Credit Rating. 
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Important Information 

 

All information published in this document belongs to China Chengxin (Asia Pacific) Credit 

Ratings Company Limited (CCXAP) and is subject to change without CCXAP's prior notice. CCXAP 

considers the information contained in this document reliable. However, all information is provided 

on an "AS IS" and "AS AVAILABLE" basis and CCXAP does not guarantee the accuracy, adequacy, 

completeness or timeliness of any information included in this document. 

 

None of the information may be used, including without limitation reproducing, amending, 

sending, distributing, transferring, lending, translating, or adapting the information, for subsequent 

use without CCXAP's prior written permission. CCXAP is not liable for any damage, loss or expense, 

including without limitation direct or indirect, special, incidental, or consequential damages, losses 

or expenses arising in connection with this website or use thereof; in inability to use by any party, 

or in connection with any failure of performance, error, omission, interruption, defect, delay in 

operation or transmission, computer virus or line or system failure, even if CCXAP, or 

representatives thereof, are advised of the possibility of such damages, losses or expenses. None of 

the information in this document makes any recommendation to buy, sell and hold any security or 

credit and should not be used as the advice on investments. 
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