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Factors to Consider When Analysing the Credit Profiles of Chinese LGFVs

Lianhe Global examines a basket of elements when analysing the credit profiles of China’s
Local Government Financing Vehicles (“LGFVs”). In this commentary, we highlight some of
the key factors which are important for a thorough credit analysis of Chinese LGFVs.

1. Business models and contractual agreements

In most cases, whether an LGFV has a clear business model with sufficient funding to
support its public welfare function is primarily based on the existence of and content of
the contractual agreements signed between the relevant government departments and
the LGFV. Projects without signed agreements usually have high uncertainty in future
revenue recognition and payment. Large-scale construction in progress or inventory is
likely to occur, which may require significant external financing and adversely affect the
liquidity of the LGFV.

2. Government-related and market-oriented business development

The policy function of an LGFV has a great impact on the possibility of receiving
government support. We observe the evolvement of an LGFV’s main business to see if
there is any transfer of the LGFV’s policy role to the other LGFVs. For example, the other
LGFVs take on similar government functions while the LGFV’s policy-related business
has been shrinking or suspended.

With regard to the market-oriented business development, Chinese LGFVs currently
have been focusing on the financial and trade sectors in most cases. We pay attention to
the asset quality of the financial business and the concentration of upstream suppliers
and downstream customers of the trade business as well as potential capital needs for
its business growth.

3. Status of receivables

LGFVs usually have notable government-related receivables. Large receivables
especially with long durations from government-related entities may imply a weak
liquidity profile of the associated governments. Some governments may reach
repayment arrangements with LGFVs where we would look into the actual cash
collections. We also pay attention to the credit exposure to the other LGFVs and ask for
their uses of proceeds and the repayment arrangements especially if the funds are on-
lent to the other borrowers.

4. Debt composition and maturity
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We look at the composition of an LGFV’s debt funding and are cautious if the proportion
of non-standard borrowings (for example trust products) is high or if there are any equity-
like instruments, such as perpetual bonds, as these kinds of vehicles usually have higher
borrowing costs than bank loans and straight bonds.

We review LGFV’s debt maturity profile to evaluate its liquidity and financing pressure.
We pay attention to LGFV bonds with put options as bondholders can force the LGFV
issuer to repurchase their bonds through the put provision, accelerating the debt
repayments.

5. Contingent liabilities

Some LGFVs may have significant third-party guarantees which require further review,
such as reviewing the underwriting guidelines and the credit approval process as well as
the potential influence from the associated local governments. It is also important to look
into the credit profile of the LGFV’s existing exposures. Exposures to private-owned
enterprises usually cause more concern than those to state-owned entities.

We note that some LGFVs have pending legacy law suits, which may reflect their weak
internal risk management and control, although the eventual loss may not be significant.

6. Potential government support

The forms of government support an LGFV has received help us access the likelihood
and strength of government support for the LGFV to sustain its viability. LGFVs may
receive government funds to replace their debts where we prefer the replacements in the
form of capital injection, compared with borrowing from the governments. In addition, we
look into an LGFV’s asset composition and evolvement, particularly any asset
acquisitions, divestitures and restructurings under the instructions of local governments.

In short, these are some of the noteworthy key elements Lianhe Global considers when
analysing the credit profiles of Chinese LGFVs. While there are many other key factors, we
would like to bring attention to the investing community of the aforementioned factors which
have not garnered much attention but are important for a thorough credit analysis.
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Disclaimer
Credit rating and research reports published by Lianhe Ratings Global Limited (“Lianhe
Global” or “the Company” or “us”) are subject to certain terms and conditions. Please read
these terms and conditions at the Company’s website: www.lhratingsglobal.com
A credit rating is an opinion which addresses the creditworthiness of an entity or security.
Credit ratings are not a recommendation to buy, sell, or hold any security. Credit ratings do
not address market price, marketability, and/or suitability of any security nor its tax
implications or consequences. Credit ratings may be subject to upgrades or downgrades or
withdrawal at any time for any reason at the sole discretion of Lianhe Global.
All credit ratings are the products of a collective effort by accredited analysts through
rigorous rating processes. No individual is solely responsible for a credit rating. All credit
ratings are derived by a credit committee vesting process. The individuals identified in the
reports are solely for contact purpose only.
Lianhe Global conducts its credit rating services based on third-party information which we
reasonably believe to be true. Lianhe Global relies on information including, but not limited to,
audited financial statements, interviews, management discussion and analysis, relevant
third-party reports, and publicly available data sources to conduct our analysis. Lianhe
Global has not conducted any audit, investigation, verification or due diligence. Lianhe
Global does not guarantee the accuracy, correctness, timeliness, and/or completeness of
the information. Credit ratings may contain forward-looking opinions of Lianhe Global which
may include forecasts about future events which by definition are subject to change and
cannot be considered as facts.
Under no circumstances shall Lianhe Global, its directors, shareholders, employees, officers
and/or representatives or any member of the group of which Lianhe Global forms part be
held liable to any party for any damage, loss, liability, cost, expense or fees in connection
with any use of the information published by the Company.
Lianhe Global receives compensation from issuers, underwriters, obligors, or investors for
conducting credit rating services. None of the aforementioned entities nor its related parties
participate in the credit rating process aside from providing information requested by Lianhe
Global.
Credit ratings included in any rating report are solicited and disclosed to the rated entity (and
its agents) prior to publishing. Credit rating and research reports published by Lianhe Global
are not intended for distribution to, or use by, any person in any jurisdiction where such use
would infringe local laws and regulations. Any user relying on information available through
credit rating and research reports is responsible for consulting the relevant agencies or
professionals accordingly to comply with the applicable local laws and regulations.
All published credit rating and research reports are the intellectual property of Lianhe Global.
Any reproduction, redistribution, or modification, in whole or part, in any form by any means
is prohibited unless such user has obtained prior written consent from us.
Lianhe Global is a subsidiary of Lianhe Credit Information Service Co., Ltd. The credit
committee of Lianhe Global has the ultimate power of interpretation of any methodology or
process used in the Company’s independent credit ratings and research.
Copyright © Lianhe Ratings Global Limited 2019.


