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Week of 17th August 2020 

What’s on our mind this week? 

LGFV sector continues to mature with first issue of USD perpetual bond 

While there clearly is still not a universal embrace of Chinese LGFV (Local Government 

Finance Vehicle) USD bonds, there is no doubt the asset class continues to develop and 

mature. Since the start of 2020, we have seen USD8.3bn of issuance from LGFV’s bringing 

the total size of the sector to over USD70bn. Today, LGFV’s account for 5.6% of the ADBI 

index with a weighting that continues to grow year over year.  

Last week we saw another new step in LGFV emergence as Yunnan Provincial Energy 

(YUNAEN) issued the first USD perpetual bond out of the sector. The Senior Perp 

admittedly contained a relatively attractive coupon step-up of 300bps in 2023, suggesting 

a high probability the bond will be called in three years. Nevertheless, the willingness of 

investors to take extension risk on the sector marks a new breakthrough, in our view. The 

YUNAEN perpetual bond was issued simultaneously with a 3-year conventional fixed rate 

bond from the same issuer giving an important benchmark for valuation. Indeed, the perp 

at BBB-, was rated one notch lower than the fixed rate bond (according to Fitch) but 

carried an initial yield-to-call of 4.8%, compared to 3.6% for the straight bond. The issue 

size of the YUNAEN perp was small at $150m, suggesting both the company and lead 

banks were testing the water for market appetite, but we wouldn't be surprised to see 

more LGFV's follow this lead and more perpetual bonds issued.  

The LGFV sector is still viewed as an extremely challenging sector for many investors, 

particularly outside of Asia. Standalone financial metrics are typically very weak and hence 

credit profiles, ratings and eventual investor demand remains highly dependant on the 

perception of Chinese state support. In recent years the default of some onshore LGFVs 

and failure of some offshore local government owned SOE’s suggests state support 

cannot be always viewed as a foregone conclusion. Nonetheless, as the sector grows and 

its weighting in Indices increases, it has become too important to dismiss, particularly 

when one considers its counter cyclical properties. In fact, despite the financial frailties, 

LGFV’s have incredibly proven to be a high defensive asset class. In 1Q20 it was the only 

sector in Asia to deliver positive returns and would likely outperform again in any material 

market correction.  
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—————————————————————————————————— 

China’s economy is tapering off 

The Chinese economy has gone through a V shape recovery over the past three months 

to the point that the vast majority of economic indicators have turned positive on a year-

on-year basis, highlighting that China is basically back to where it was in July 2019. 

But the recovery has started showing signs of tapering in July. Electricity consumption 

that is typically a good indicator of industrial activity has seen its growth slowing down 

from +6.1% YoY in June to +2.3% YoY in July. Infrastructure investments slowed down as 

well from +8.4% YoY in June to +7.7% YoY in July. Not all indicators slowed down 

however. Quite a number are still reflecting an acceleration of activity in July, but the 

acceleration seems to be coming to an end. Fixed assets investments for instance 

accelerated from +5.4% YoY in June to +6.0% YoY in July, but it was largely driven by 

property investments that accelerated from +8.5% YoY to +11.6% YoY.  

We anticipate property investments to slow down as the government has started to adopt 

cooling-down measures. Home purchase restrictions were tightened recently in 

Hangzhou, Ningbo and Shenzhen. The central government is aware that land sales have 

gone up in July by +36.8% YoY in value when land sales in square meters were actually 

down by -1.8% YoY, indicating a strong appetite by property developers, itself driven by 

an extremely accommodative offshore bond market that sees any USD bond issue 

initiated by any property developer being oversubscribed multiple times thanks to 

liquidity flowing from overseas into China. This appetite for land is driven by a strong end-

demand for new flats, with property sales in value having accelerated from +9.0% YoY in 

June to +16.6% YoY in July. The cooling-down measures that we anticipate for the 

property sector will undoubtedly impact the Chinese economy over the second half of the 

year, and participate in the tapering off that we foresee. 

On the trade front, we saw the top line export numbers accelerating from +0.5% YoY in 

June to +7.2% YoY in July, but imports went down from +2.7% YoY in June to -1.4% YoY 

in July. The imports of today are the exports of tomorrow, especially as retail sales remain 

in negative territory at -1.1% YoY in July, albeit having improved from -1.8% in June. 
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In summary, the Chinese economy is the best performing economy of Asia, and the best 

performing one among all large economies across the world. This explains the strong 

outperformance of its financial markets so far this year. The V shape recovery of macro 

indicators that we have seen recently was due to a good management of the Covid-19 

pandemic with the systematic lockdown of cities that went through any resurgence, to 

exports being boosted by the sale of face masks and of other medical equipment (exports 

of textile products and medical instruments were up 48% YoY and 78% YoY respectively 

in July) and to a fiscal stimulus that remains restrained and capped so far at 5% of GDP 

(or less than half of what was spent so far in Western economies).  

As the exports of medical goods will be coming to an end, as cool-down measures are 

being implemented in the overheating property sector and as the Chinese government 

refuses to adopt the widely-spread unorthodox monetary policy of quantitative easing 

and refuses to stimulate its economy more than it already has, we anticipate the Chinese 

recovery to taper off during the second half of this year.  
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