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China Spurs Banklng Cle anup

Bad-Debt Agencies Receive

Broader Role, but Changes
Might Reduce Foreign Help

By KAREN RICHARDSON

e —

Hong Kong

N A BID TO speed up China's mam-

I moth bad-debt cleanup, Beijing has
approved changes to help commer-
cialize its four asset-management compa-
nies that are charged with disposing of
the bad loans of the most debt-laden Chi-

nese banks.
The changes, which China’s Parlia-

ment endorsed last week, assign a wider

role Lo the asset-management companies
as banks attempt to deal with an esti-
mated $500 billion in bad loans and get
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should help the banks clean up thelr bal

ance sheets more swiftly by shifting
more bad loans from them to the asset-

management companies, or AMCs, ana-
lysts and foreign investors say. But the
changes could also thwart the fledgling
process of bad-loan sales to foreign inves-
lors—a key method of jettisoning bad
debts from the financial system and help-
ing to sustain economic growth, they say.

“It solves a short-term problem with a
long-term problem,” said Jack Rodman,
head of the China corporate-recovery
practice at Ernst & Young in Beijing. “In

every market we've ever been to, there'’s

never been a sustained economic recov-
ery until the market has opened up to
foreigners to buy the bad assets. Other-
wise, it just stays within the system.”
The changes set targets on how much
cash the AMCs should recover from their
portfolios, and also set a limit on their
expenses, though specific levels weren't
disclosed. The changes also enhance ex-
isting performance-based bonus systems.
The changes also promise to extend
the initial 10-year lifespans of the AMCs if
they hit their targets. Beijing created the
entities in 1998 as liquidators for China’s
four biggest commercial banks, transfer-
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exchange for bonds. The AMCs—Hua-
rong Asset Management, Cinda Asset
Management, Orient Asset Management
and Great Wall Asset Management—are
supposed to repay the bonds and interest
with the cash they recover.

But the AMCs have lost momentum in
recovering debts and making interest
- payments, partly because they are trying
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to resolve more difficult cases left in
their portfolios. So far, the AMCs have
only disposed of about 30% of the total
loans in their portfolios, causing some
executives to worry that Beijing’s sup-
port will fade.

“The government has set high targets
for the AMCs, and we’ll be working very
hard to achieve them in the next two or
three years,” said an executive at an
AMC in Beijing.

But the latest changes also raise the
prospect that the AMCs themselves will
seek to supplant the role that foreign in-
vestors have played in turning around
their loans. The changes enable the
AMCs to act like investment banks, with
the right to spend capital on improving
existing bad assets and buying addi-
tional bad loans—initially from other
AMCs and, eventually, directly from the
banks. That would put them in competi-

tiort With foreign investorswhe-had been:.
- ings in Hong Kong.

planning to do the same thing.

Foreign interest in China's bad-loan
market has been intense. Western invest-
ment banks such as Citigroup Inc. and
Goldman Sachs Group Inc., as well as

private-equity firms such as Colony Capi-

tal LLC, Lone Star Funds and General
Electric Co.’s GE Capital Corp., have set
up teams of distressed-debt specialists
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and raised hundreds of millions of dol-

lars to invest in the market.

Yet foreigners have only invested
about $200 million directly into Chinese

distressed debt since 1998. Just one of the
AMCs, Huarong Asset Management, has

auctioned some of its debts to foreign .

investors as planned, and none has an-

nounced auction plans for this year. A

two-year-old debt-sale agreement be-
tween Morgan Stanley and China Con-
struction Bank appears to be stalled.

If the AMCs now enter the bad-loan .

market themselves, buying bad loans
from one another or directly from the

banks, and seeking to dispose of them,

foreign investors may have difficulty .

competing.
“If the AMCs become competitive bid-

ders, they’'ll just pick and choose the best

loans and foreign investors won't be left

with as much opportunity,” said Arthur

Lau,¥a China bank analyst at' Fitch Rat-

That could be a blow to China’s finan-
cial system over the longer term. When
foreign investors buy distressed debts,
their new capital removes the risk of own-
ing empty factories, dilapidated buildings
and failing state-owned enterprises from
the Chinese financial system. While the

foreign investors negotiate discounted

payments with borrowers or in some
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cases foreclose on the borrowers and sell
the collateral, Chinese banks can focus on
making more profitable loans, feeding
steadier economic growth.

It isn’t clear where the Chinese agen-
cies would obtain the capital to make
such investments. “The AMCs are basi-
cally insolvent and don’t have enough
capital,” says Wei Yen, head of China
financial-institutions research at
Moody’s Investors Service Inc.

Some executives at the agencies ex-
pressed hope that they could entice for-
eigners to put in capital as passive inves-
tors. “The AMCs can provide local exper-
tise, debt-servicing and due-diligence ca-
pabilities, and the foreigners can provide
capital,” said an AMC executive in
Beijing.

Foreign investors say that isn’t likely
to appeal to them. Management control
is typically a key objective for foreign
investors in China for all types of joint
ventures, particularly those involving del-
icate financial operations. And lately,
given the lack of progress, some foreign-
ers waiting to invest in Chinese dis-
tressed debt are starting to lose patience
with the China market.

“My hope is that these [overhaul] pro-
grams don’t raise more concern among
foreign investors to the extent that they
consider leaving the market,” said
Michael Harris, head of the China corpo-

‘rate-recovery practice for Pricewater-

houseCoopers in Beijing. “It’s usually
very hard to entice them back.”
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