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Week of 23rd August 2021 

What’s on our mind this week? 

Afghanistan: The headache China would have wanted to avoid 

When Afghanistan fell into the hands of the Taliban last week, many commentators were 

quick to describe the situation as being of great satisfaction to China (as well as to Russia) 

as it gave China the opportunity to demonstrate that the US model that consists in using 

force to proselytise democracy while serving its own interests on countries that are not 

ready for it is a model that does not work. Even though this comment was indeed widely 

shared on Chinese social media over the past few days, it does not reflect the fact that 

the recent events represent actually a headache for the Chinese leadership. 

Afghanistan and the Xinjiang province of China have 80km of common border, at the end 

of a land strip named the Wakhan corridor. This border was used over the past years by 

radicalised Uyghurs from China to get training in Afghanistan and in Pakistan prior to 

going to Iraq and Syria to fight western interests alongside ISIS. When ISIS was disbanded, 

these fighters returned home using the same path, except those Uyghurs fighters who 

were caught by the US army and sent to the US military base of Guantanamo in Cuba 

(there were 22 of them in total).  

An independentist movement developed in Xinjiang province as far back as the 1940s, 

the East Turkestan Islamic Movement (also called the Turkestan Islamic Party). It was 

labeled a terrorist organisation by the United Nations since 2002 after it became 

particularly active at the turn of the century following the attack on the World Trade 

Centre, and the war launched by the United States and its allies against Afghanistan and 

Iraq. A wave of terrorist attacks took place across China, the worst one being a bombing 

at the Kunming train station in Yunnan province in 2014 which led to the crackdown 

against the Uyghur population that has been extensively covered by western media over 

the past year.  

As part of its Belt and Road Initiative, China has invested massive amounts of money in 

this part of the world that is critical to provide China with road and rail access to Europe. 

With Afghanistan now in the hands of the Taliban, it is expected that their control over 
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neighbouring Pakistan will only rise. China has 600km of border with Pakistan, but only 

one crossing through the Himalaya, the Khunjerab Pass at 4700m of altitude. Pakistan is 

where China has invested the most money as part of its Belt and Road Initiative, 

approximately USD62bn, in a series of projects that fall under the China-Pakistan 

Economic Corridor. These investments have already been the targets of terrorist attacks, 

the most recent one having seen the killing of a number of Chinese engineers working on 

a dam on 14th July 2021. 

Facing this conundrum at its doorstep, China does not have many options. It certainly 

does not want to carry on the mission that the United States just aborted, with Chinese 

troops replacing US troops in order to restore order by force. Fighting the Taliban head-

on is not an option for anyone as we have seen repeatedly since the Soviet invasion of 

1979. Not to mention that military intervention outside of its borders has very seldom 

been used by the Chinese government.  

A second option is to do nothing and let the Taliban expand their reach over Pakistan, 

with the obvious risk of spill-over into Xinjiang. New terrorist attacks on Chinese soil could 

lead to a military confrontation as any foreign country bringing instability to China would 

most likely trigger an immediate backlash. China would likely want to avoid this scenario 

at all costs. 

The alternative is to agree on a modus vivendi with the Taliban. In exchange for the safety 

of its workers and engineers involved in the Belt and Road Initiative, the safeguarding of 

investments and in return for a certain level of stability in the region, China could provide 

financing to rebuild Afghanistan that was ravaged by years of fighting and corruption. It 

would also bring some form of international recognition to a regime that is in dire need 

of it. Afghanistan being in a power vacuum, China would probably want to act rather 

sooner than later to implement the type of approach it adopted for decades with many 

of its neighbours. This approach, led by trade facilitation and infrastructure investments, 

has been critical in expanding the economic influence of China across Asia while bringing 

greater stability to its neighbours. In the case of the Taliban, we would certainly expect 

China to keep its border with Afghanistan and Pakistan hermetically sealed while the 

monitoring of Xinjiang province would likely be reinforced. 

During a press conference held on 16th August, the foreign ministry spokeswoman said 

that “the Afghan Taliban have stated on many occasions that they hope to develop good 
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relations with China and look forward to China's participation in the reconstruction and 

development of Afghanistan. They will never allow any forces to use Afghan territory to do 

things that endanger China. We welcome this. For a long time, China has always respected 

the sovereignty, independence and territorial integrity of Afghanistan, has never interfered 

in Afghanistan’s internal affairs, and has always pursued a friendly policy towards all the 

Afghan people. China respects the right of the Afghan people to independently determine 

their own destiny and future, and is willing to continue to develop good-neighbourly, 

friendly and cooperative relations with Afghanistan and play a constructive role in the peace 

and reconstruction of Afghanistan”. From this statement we can infer that the Chinese 

leadership will deal with the Afghan government in a pragmatic way, without prejudice, 

and by giving the Taliban the benefit of the doubt. From the Taliban perspective, China is 

a neighbour they cannot afford to make an enemy of given the size of the People’s 

Liberation Army and the might of its military equipment. 

China has been pushed into a difficult situation that it happily avoided when the United 

States was in charge. Now it has to take a stance, using its own approach. One can only 

hope that this approach leads to a more peaceful situation on the ground, with the Taliban 

delivering on their recent promise of building a more inclusive society than it did last time 

it was in power.  

—————————————————————————————————— 

China Huarong’s state bailout will help repair bond market sentiment  

On 18th August, embattled Chinese state owned asset management company and 

distressed debt investor China Huarong finally revealed some long awaited initial plans 

regarding a potential recapitalisation of its own distressed balance sheet. The 

announcement came after several months of market uncertainty and speculation 

following the company’s shock decision in March to delay the publication of its 2020 

results on account of an audit review. Many market participants at that time had 

interpreted this to signal a potential material asset write down at Huarong. The USD bond 

curve of the company fell sharply as a result. As it transpires, this assumption was clearly 

correct with Huarong, also on 18th August, announcing a profit warning for its soon to 

be released 2020 numbers. It expects a net loss of RMB102bn for this period (equivalent 

to USD15.7bn).   

https://jkcapitalmanagement.com/


 

jkcapitalmanagement.com 

Meanwhile, although limited on details, the recapitalisation plan reported that the 

management of Huarong has signed an investment framework agreement with a 

consortium of Chinese state owned enterprises (“SOE”) including the CITIC Group, China 

Insurance Investment, China Life Asset Management, China Cinda and Sino-Ocean Capital. 

No details about the size of the investment has yet been disclosed except to say, if 

approved, that the new investors would subscribe to new shares of Huarong, hence 

diluting existing shareholders. Separately a spokesperson at China Huarong reportedly 

said that the balance sheet restructuring would focus on equity injections. There is no 

plan to conduct a debt restructuring at this stage.  

Unsurprisingly the news was met with a robust positive response from the Asian bond 

market. The benchmark HRINTH 2025 bonds jumped 15pts on the news (currently 

indicated at 97/98) while Huarongs subordinated perpetual bonds have rallied more than 

30pts this month. Although the 2020 net loss is indeed material in the context of the 

group’s RMB168bn net book value as at the end of June 2020, the fact that a coordinated 

SOE bailout was being structured raises significant relief, particularly as no debt haircuts 

are indicated at this stage. The CITIC Group, allegedly the leader of the bailout consortium, 

is a 90% owned SOE with strong ties to China’s Ministry of Finance and China’s State 

Council indicating a high level government involvement in the restructuring.  

The profit warning release gave a raft of explanations for the loss at Huarong including 

blaming poor management of the disgraced former chairman, impact of the COVID 

outbreak and even unforeseen mine accidents having driven a significant balance sheet 

review and assets write down. We will have to wait for the formal earnings release 

expected at the end of August to obtain more details, however what appears clear already 

is that Huarong’s strategy to move away from its core distressed asset management 

mandate over the past five years has significantly damaged is solvency to the point that 

it can no longer support its liabilities. Notwithstanding the market euphoria, this does 

raise some cause for concern over the longer term as the weakness in certain segments 

of the China bond market this year could suggest further write-downs before the situation 

fully stabilizes. 

Nevertheless, the Huarong situation does show that there is a limit to the Chinese 

authorities’ tolerance regarding distress at systemically important entities. As much as 

Chinese regulators clearly wish to instill discipline and reduce moral hazard in Chinese 
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capital markets, this has to be balanced with maintaining market stability. Of course we 

do not believe this thinking can be extended to assume that all troubled credits, whether 

private or state owned, will enjoy implicit government backing. However investors writing 

off any segment of the Chinese economy on the basis of an abandonment of state support 

would be wise to observe how fast sentiment can reverse, both negatively and positively. 

Huarong also repeats a pattern we have seen for other distressed situations in China 

where an apparent lack of public comment from the government should not imply an 

actual lack of action behind the scenes. Indeed since the end of the first quarter of 2021, 

the best performing asset class in the Asian high yield market has been Chinese Local 

Government Financing Vehicles (LGFV’s), a sector that much of the media had written off 

earlier in the year but that has been steadily resolving its own distressed debt issues 

behind the scenes. Single name idiosyncratic risk will always remain in the Chinese high 

yield bond market and defaults will never be eradicated, but we maintain that a well-

diversified and disciplined approach to investing in this asset class should still allow 

investors to benefit from the compelling valuations, even at times when media sentiment 

is at an all-time low. 
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