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“ fter the !nancial crisis, when the gov-
ernment released its stimulus, banks 
begged us to borrow money we didn’t 

need,” Reuters quoted Li Huanhan, the owner of 
steel trading !rm Shanghai Shunze, as saying. “We 
had nothing to do with the money, so we turned to 
other investments, like real estate.” 

Li was speaking from a Shanghai court-
room this fall, where China Minsheng Bank was 
attempting to recover US$481,000 it had loaned 
to her company. "e case is just one instance in 
the #ood of misplaced and unproductive loans 
that resulted from Chinese stimulus measures in 
the last three years. 

Until June, when regulators ordered banks to 
clamp down on loans to the overbuilt industry, 
Chinese banks had lent freely to the steel sector, 
seen as an essential part of the country’s infrastruc-
ture development. By the end of 2011, the Chinese 
steel industry was dangerously overcapacity and 
had amassed US$400 billion in debt – roughly the 
size of the South African economy.

China’s economy has so far evaded the “hard 
landing” that many pundits feared, but parts of the 
corporate sector have not been so lucky. Shipping 
companies, real estate developers, solar panel mak-
ers (see report on page 20) and miners are facing 
di$cult times, as they struggle to pay interest on 
hefty loans while combating #at-lining incomes 
and rising costs for carrying unsold inventory. 
Overall, corporate debt is now equal to 125% of 
GDP, above the widely perceived safe threshold of 
90% of GDP, according to Standard Chartered. 

But despite these troubles, outright bankrupt-
cies have been relatively rare, and the o$cial levels 
of non-performing loans (NPLs) at China’s com-

mercial banks have barely wavered this year. With 
the government’s implicit blessing, banks appear 
to be rolling over bad loans in a new wave of stim-
ulus or disguising them under other categories. 

"is is clearly bad practice. Chinese banks can 
delay recording non-performing investments in 
the short term, but no bank can evade the gravity 
of bad investments forever. "e longer bad loans 
continue unrecognized, the greater the risk of an 
increase in debt in the future that would dampen 
economic growth and could spark a !nancial crisis. 
The year of mini-me
Even including estimates of hidden debt, China’s 
overall debt load is still fairly average on the global 
scale. As a percent of GDP, it lags behind that of 
Malaysia, "ailand, South Korea and, of course, 
Japan. However, its rate of expansion is alarming. 

After two years of sharp increases as Beijing 
fought o% the !nancial crisis in 2009 and 2010, 
credit growth leveled o% in 2011. But this year it 
has been on the march again as the government 
fast-tracked infrastructure projects to combat 
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Defying gravity 
Banks are 

disguising a 
worrying 

increase in 
bad debt

Nothing makes for a sexier headline 
than war. Perhaps that’s why the media 
eagerly played up trade battles between 
China and the US this year, such as a Sep-
tember flare up when the US launched a 
WTO compliant over cheap Chinese auto 
exports. China fired back on the same day 
with its own WTO claims that challenged 
US tariffs on 30 products. The back-and-
forth actions inevitably drove specula-
tion that the world’s top economies could 
become locked in an escalating trade war.

In reality, the threat of a full-on trade 
conflict is negligible. Analysts agree that 
trade disputes are insignificant compared 
to the US$539 billion in goods and services 

that flowed between the countries in 2011. 
The world has not experienced a trade 
war since the Great Depression, and the 
creation of the WTO and numerous trade 
agreements makes it unlikely to happen 
again, as Edward Alden, a fellow at the US-
based Council on Foreign Relations, wrote 
in an October article.

WTO complaints won’t boil over into a 
larger dispute, but neither are they effec-
tive in pressuring China to improve its 
trade practices. China continues to break 
trade rules by subsidizing domestic indus-
try, shutting foreign companies out of 
certain sectors and allowing widespread 
intellectual property theft (see “Delay, dis-

tract and dominate,” page 24). To even the 
playing field, the US should go beyond the 
WTO and focus on a new framework: The 
Trans-Pacific Partnership.

Pivoting on trade
The US should continue efforts at the WTO 
to nudge Beijing toward compliance. To 
make broader progress toward free trade 
with China, however, the US may need to 
circumvent the international body. 

The Obama Administration already 
took a step in this direction last year when 
it breathed new life into the Trans-Pacific 
Partnership, up until that point a largely 
theoretical framework for free trade. In 

O%ensive maneuvers: "e US !ghts a new kind of trade war with China

BANKING ON IT: China may be carrying far 
more debt than bank balance sheets suggest
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slowing growth. Standard Chartered 
expects China’s aggregate debt level, 
including that of households, corpora-
tions and the government, to reach 206% 
of GDP by the end of this year, up from 
only 153% at the end of 2008. 

"e bank estimates this year’s stimu-
lus spending was roughly one-third the 
size of the massive spending in 2009. "is 
“mini-me stimulus,” in the bank’s phras-
ing, has helped China maintain employ-
ment, accelerate growth and generally 
provide a welcome oasis for investors. 

But in the long run, rising debt brings 
clear risks. For one thing, many econo-
mists, including central bank Governor 
Zhou Xiaochuan, caution that in#ation 
could again rise next year as more money 
#oods into the economy, after sinking to 
historically low levels in 2012. 

Even more worrying, rapidly increas-
ing debt could carry the seeds of a !nan-
cial crisis. With credit expanding so 

quickly, lenders often have trouble ensur-
ing the quality of borrowers. China’s aver-
age annual credit expanded an amazing 
27.8% in 2009 and 20% in 2010. An IMF 
study of 42 !nancial crises showed that 
average annual credit growth prior to a 
crisis was only 8.3%. 
If it quacks like a duck 
But while anecdotes of su%ering busi-
nesses proliferate, bankruptcies are still 
few and far between, and the NPL ratio 
at commercial banks has barely wavered. 
"e ratio was 0.97% at the end of Sep-
tember, up from 0.9% at the end of June. 

"ese !gures suggest some worrying 
trends. First, banks are likely rolling over 
many NPLs amid the new rush of !nanc-
ing, issuing companies new lines of credit 
to ensure they can service old debts.  

Second, banks appear to be sweeping 
some NPLs under the rug by re-catego-
rizing them – allowing banks to avoid 
setting aside certain provisions against 
NPLs, which would erode their pro!t 
margins. At the end of June, the amount 
of special-mention loans, a category 
just one notch above NPLs, had risen 
15.2% year-on-year to US$33 billion in 
the property sector alone. In a report by 
China Orient Asset Management, one of 
four !rms charged with cleaning up bad 
debt at Chinese banks, 65.39% of sur-
veyed bankers agreed that the system had 
more NPLs than bank books showed. 

"e !rm estimated that bad debts 
could triple by the end of 2012 to 3%. 
"at !gure is below international norms, 
but given its rapid increase and potential 
underestimation, it is cause for worry. 

Even a mild deterioration in credit qual-
ity could be severely damaging to China, 
argues Standard Chartered. "e bank 
projects that an increase in the NPL ratio 
to 12% would wipe out the banking sec-
tor’s capital reserves completely. 

Finally, an increasing number of loans 
are being issued o% bank balance sheets, 
meaning they are subject to less regula-
tion. In the last few years, China has seen 
the rise of new or opaque forms of lend-
ing, such as shadow banking, new trust 
products and wealth management prod-
ucts. "ese instruments are often di$cult 
to comprehend and regulate. In that, they 
are scarily reminiscent of the pre-!nancial 
crisis proliferation of mortgage-backed 
securities.
Re-entry
Chinese banks can delay the day of 
reckoning. But the longer they push o% 
recording NPLs, the more the overall cost 
of servicing debt rises. Eventually, some-
one will have to bear the cost of misspent 
money. When that happens, the conse-
quence will be slower growth, as compa-
nies, banks and/or the government put 
more money into servicing debts and less 
into new investments. 

Many people in China are expecting 
an increase in infrastructure spending in 
the next year as the country’s leadership 
launches new policies. But new leaders 
are inheriting an economy that has 30% 
more debt than when their predecessors 
came to power, and they will not have the 
luxury of currying favor by handing out 
cash. Instead, Beijing must !nd a way to 
guide lending back down to earth. 

November 2011, the US led eight other 
Pacific Rim nations – Singapore, Chile, Aus-
tralia, Peru, New Zealand, Malaysia, Brunei 
and Vietnam – in agreeing to basic tenets to 
promote fair competition.

Last year’s TPP agreement was clearly 
drafted with an eye on China. The rules bring 
to mind some of China’s biggest problems 
by requiring high labor standards, environ-
mental safeguards, intellectual property 
protection and – perhaps most pointedly – 
restrictions on state-owned enterprises.

The US stands to attract new TPP mem-
bers by playing off regional disputes. The 
Diaoyu/Senkaku island dispute has chilled 
Sino-Japanese relations, giving the US a 
better opportunity to pull Japan into the 
partnership, with Prime Minister Yoshihiko 

Noda announcing in early November that 
Japan’s intention to join TPP talks. 

In Southeast Asia, China aims to boost 
trade through agreements with the Asso-
ciation of Southeast Asian Nations (ASEAN). 
But with the South China Sea conflict com-
plicating relations, the US may win more 
ASEAN countries to the TPP.

Bolstering the ranks of the TPP won’t be 
easy. Countries must be willing to negotiate 
on all protectionist measures, a tall order 
considering even the US and Canada shelter 
industries such as agriculture. Labor stan-
dards may be a hurdle for Southeast Asian 
countries, while Japan may bristle at the 
prospect of offering wider foreign access to 
its insurance, auto and beef industries.

A stronger TPP would run the risk of 

alienating China. But as with the WTO, 
China may make sacrifices to gain a seat 
at an important table. The TPP should 
demand that China comply with trade 
rules upfront, rather than repeating the 
WTO’s mistake and creating timetables 
for reform that Beijing will later ignore. 
At the least, the partnership would give 
the US another weapon in its struggle to 
reform Chinese trade practices.

The best way to wage a war is not a 
good defense, but a good offense. The US 
should lead a modern version of a trade 
war that is fought through free trade, 
which benefits people everywhere, rather 
than through trade barriers that hinder 
them. Win or lose, that would be a war 
worth fighting. 
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