18th July 2022
Buyers rebellion, social order and the Chinese banking system
In a country long characterised by strict government control, signs of significant social
discontent remain extremely rare in China. While a firm grip on media and social
networking platforms do partly explain this, the authorities nevertheless remain very
sensitive to issues that might cause any form of widespread discontent. Solutions to such
problems tend to be rapidly addressed even at the expense of corporates and of the
economy. It has therefore been extremely surprising that in the past week we have seen
a few situations where a significant mobilisation of “people power” has been used to push
authorities to act on certain social and financial injustices in China.
The first instance last week was the U-turn the Beijing municipality made when it canceled
a plan it introduced just 24 hours earlier to restrict access to public places to Covidvaccinated people only. The U-turn followed a strong backlash on social media that
spread like wildfire. The government’s zero-tolerance Covid control is clearly a highly
sensitive issue in China, especially after the Shanghai lockdown that left profound marks.
Social media being able to sway Covid-related regulations is unprecedented.
The second issue relates to a banking scandal in the province of Henan where newspapers
reported that as much as RMB40bn (USD6bn) worth of deposits had allegedly been
embezzled from four local banks. Although this issue had been known for several months
the situation rapidly escalated last week when over 1000 angry depositors who had not
been able to access their money demonstrated outside the Henan office of PBoC. It
resulted in clashes with security personnel that were quickly posted on Weibo, the Chinese
Tweeter. Although it is unlikely the lost funds will be quickly recovered, the provincial
government and the regulator announced that they will arrange for the immediate
repayments of deposits up to RMB50,000, with larger deposits to be taken care of later.
Government resources will be used for that purpose. The swift action of the provincial
government is likely related to the fact that the money that disappeared had not been
invested by greedy depositors in some risky wealth management products like it has
happened in many other instances. This time it is the management of the banks that
embezzled the money using the savings accounts of regular clients.
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A potentially bigger issue however lies with another story that emerged over the past
week where individual mortgage borrowers who had bought properties to be completed
by various stressed property projects across China collectively declared a suspension on
debt service. The buyers’ strike was due to the fact that the construction of the residential
buildings they had bought into have stopped due to the financial distress of the
associated developers. Last Wednesday 13th July, Bloomberg reported that the payment
boycott related to 35 projects in 22 cities across China. However by Friday 15 th July that
number had increased to over 100 projects in 50 cities. Reports over the weekend suggest
the number has spiraled to over 300 projects by Sunday evening. More details emerged
as we now know that Henan is the worst hit province with 54 projects (mostly in the city
of Zhengzhou), followed by Hunan (27 projects), Hubei (26 projects), Shaanxi (19 projects),
Hebei (17 projects), Sichuan (14 projects), Jiangxi (14 projects), Jiangsu (13 projects),
Guangxi (13 projects), Chongqing (12 projects), and Shandong (11 projects). As to specific
developers involved, 99 out of the 300 projects are to be built and delivered by
Evergrande.
This obviously leaves both the borrowers and the banks in a very tricky situation. By right
if a mortgage borrower defaults on a debt, the bank does have the right to seize the
underlying collateral. Typically, the equity portion in mortgage properties can range
between 30-50% which suggests the risk of bank loss on these seizures is quite low.
However, the last thing any bank wants to do is seize many properties simultaneously
given this will inevitably lead to a massive drop in market confidence and price collapses
which could very quickly erode the equity buffer. In any case, the social fallout of banks
doing this would be extremely costly and embarrassing to the government and would
cause a much more lasting damage to the economy.
It therefore seems that, as per the defaulting borrowers gambit, the authorities will try to
prevent asset foreclosures and instead try to find a work out solution where the banks
and developers ensure the projects are completed in a timely manner. There has been
some hope this may be the catalyst that will force the government into action to finally
come up with a holistic solution to the whole Chinese property crisis, which would be
good news for developer bondholders which remain in a state of protracted limbo. We
however are not so optimistic. The extent of these mortgage payment defaults is still at
this stage quite small and so it would be relatively easy for the government to direct some
financial support to plug this issue without having to bail out financial investors. On the
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other hand, solving the massive credit crisis across the whole property development
sector is a much larger issue and so far the government has simply not shown any
willingness to step in and provide financial support. We therefore believe this is just
another sign that the Chinese property sector will remain in a downturn for the medium
term and investors in the asset class will have to accept a lengthy drawn-out debt
restructuring process.
Meanwhile do these two crises signal any concern for the Chinese banking system at
large? At the moment the consensus view appears to be that the situation is under control.
Our channel checks with major banks indicates that the size of exposure to troubled
mortgages remains very low relative to their balance sheets. ICBC, Agricultural Bank of
China, and China Communication Bank all specified that their total mortgage balance that
is impacted by the mortgage payback boycott is around ~0.01% of total domestic
residential mortgage balance. For China Merchant Bank, the number is less than 0.001%.
Industrial Bank is the worst impacted because 67% of its total loan assets are domestic
residential mortgages and 0.14% of its domestic residential mortgage balance is under
buyers’ boycott. But the situation is under control. Historically China’s insistence that
banks remain well capitalised and provisioned against bad debt suggests that credit losses
are unlikely to derail the entire banking system. One should also remember that it is partly
because of the reluctance of major banks to provide additional financial support to the
property sector that construction projects stalled, triggering the buyers’ boycott.
However, this of course assumes that the crisis of confidence does not spread or get any
worse. One area where there could be signs of strain would be rural and provincial banks
which may not always be subject to stringent regulatory oversight as the Henan situation
showed. If the deposit loss situation is not resolved rapidly the risk of a run on a local rural
bank should not be ruled out. Local banks have also been more exposed to the property
sector than their larger peers. On this basis we have always taken a cautious approach to
regional and local banks in China and given the recent widening of credit spreads, the risk
reward still favours large and central government owned financial institutions.
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————————————————————————————————————
The information contained herein is issued by JK Capital Management Limited. To the best of its knowledge and belief, JK
Capital Management Limited considers the information contained herein is accurate as at the date of publication. However,
no warranty is given on the accuracy, adequacy or completeness of the information. Neither JK Capital Management Limited,
nor its affiliates, directors and employees assumes any liabilities (including any third party liability) in respect of any errors
or omissions on this report. Under no circumstances should this information or any part of it be copied, reproduced or
redistributed.
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