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No stranger to distress

ShoreVest tells WiC about the changing face of bad debt investing in China

ast year the Chinese banks dis-

posed of an estimated Rmb1.75
trillion ($258 billion) of soured loans
- a value roughly the size of Viet-
nam’s economy. While the size of
the disposals sheds light on the
scale of the challenge facing the
country’s banking system, it also
represents an opportunity for spe-
cialist investors to profit. From a
dedicated platform in Guangzhou,
ShoreVest Capital Partners has been
investing in China’s distressed as-
sets and structured credits for 15
years. WiC spoke to its founder and
managing partner Benjamin Fanger
for more on the nitty-gritty of dis-
tressed debt investment in China,
including the rise of online auction
platforms, the impact of the recent
Sino-US trade deal, and changing
rules that have helped to create a
more favourable environment for
resolving debt disputes in court.

How big is China’s distressed debt
market?

The current distressed opportunity
in China essentially comes in two
categories: one, purchasing non-
performing loans (NPLs) sold by the
banking system; and second what
we call “special situations”, which is
essentially structured financings
that provide bridging or rescue cap-
ital to companies that are having
some form of distress or difficulty
accessing bank lending.

On the NPL side, estimates of the
total market are usually $1.5 trillion
or more. For example, in a report
last month, PwC estimated that as of
mid-2019, there were $1.5 trillion
worth of bad loans in China’s bank-

Benjamin Fanger: has 15 years experience of buying Chinese NPLs

ing system. They arrived at the fig-
ure by combining the official level
of NPLs with ‘special mention’loans.
That places the NPL ratio at about
4.75%.

Other estimates put the figure
significantly higher. Based on inter-
views with banks, a researcher at Ts-
inghua University’s National Fi-
nance Research Centre estimated
last year that the NPL ratio for large
state-owned commercial banks was
between 5% and 8%; between 8%
and 12% for joint stock banks; be-
tween 10% and 15% for city com-
mercial banks; and between 20%
and 30% for rural financial institu-
tions.

That would put the NPL ratio for
the banking system as a whole
somewhere between 8.2% and 12.4%,
or between $2.6 trillion and $3.9 tril-
lion.

The difference between the PwC
and Tsinghua estimates highlight
how difficult it is to assess the true
scale of China’s NPLs.

More important than the overall
estimate of NPLs in the system is
the question of exactly how many
are actually getting written off and
disposed of by the banks. According
to data disclosed by the CBIRC, in
the four years from 2016 to the end
of 2019, the Chinese banks disposed
of Rmb6.4 trillion ($914.3 billion)



sia|nay :0j0ud

—
Investor Q&A

worth of NPLs, a figure that includes
write-offs, debt-to-equity swaps,
and the transfer of NPLs to third
parties. That’s equivalent to about
4.9% of the total volume of out-
standing loans at the end of the pe-
riod. This is largely due to a series of
regulations implemented by China
since 2017 to force banks to accu-
rately recognise, and then dispose
of, their NPLs.

For ShoreVest, NPLs in China are
largely a real estate-backed play be-
cause usually we are only under-
writing significant value to NPLs
that are senior loans, secured by
real estate. Our approach to the
NPL opportunity is to source hun-
dreds of opportunities and sift
through them to find those with a
very high margin of safety. By “mar-
gin of safety” we mean the differ-
ence between the price we pay and
the underlying collateral value.
Also, because a portfolio large
enough to be priced attractively
usually has hundreds of loans in it,
pricing and especially working out
the loans requires a significant on-
shore platform and many years of
experience.

On the special situations side: as
China’s economy has decelerated
and the scale of the shadow banking
system has waned, companies who
can’t access bank loans are forced to
come to groups such as ShoreVest
for alternative bridge financing.
Over the last few years we have seen
the cost of capital that companies
are willing to pay increasing as their
options become more limited. This
year, as firms face the effects of
Covid-19 and a continued decelera-
tion of the economy, we are seeing
more in need of rescue financing.
Such financings are often backed by
real estate but they can also be se-
cured by public or private equity in
companies.

Do you have a preference for the
size of the loan books that you are
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looking to acquire?

ShoreVest prefers NPL portfolios
that are too complicated for new-
comers to underwrite. This often
means that the loan books have
hundreds or even thousands of bor-
rowers in them, so the work in
sourcing and constructing these
portfolios is significant.

It involves first sifting through
hundreds of portfolios with hun-
dreds of different borrowers for can-
didates that meet not just our re-
turn targets, but also our
requirements as to the level of col-
lateral coverage or “margin of
safety.” Because every NPL portfolio
is bound to have some bad apples,
it’s vital to be able to identify the
apples that are rotten on the inside
and kick them out of the portfolio.

The yield on an NPL portfolio is
generally viewed in terms of its IRR
(because most loans are not cur-
rently paying interest, so the cash
recovery comes from servicing or
workouts). But resolution of a port-
folio requires a safe pair of hands.
Hence, IRRs depend entirely on who
is underwriting the portfolio and,
thereafter, who is working it out.

Many inexperienced investors
that come into the market end up
losing money on their first portfo-
lios, or at least taking many more
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years to work them out than origi-
nally expected. There are two rea-
sons this happens. First, an inexpe-
rienced investor will unwittingly
include some bad apples in the port-
folio, such as a loan that looks sen-
ior-secured on the surface but may
not be enforceable due to underly-
ing issues. Second, an inexperienced
investor is unlikely to be able to nav-
igate the intricacies of the Chinese
courts or the complications with ne-
gotiating workouts or selling loans
to local buyers.

For experienced investors such as
ShoreVest, we target unlevered net
IRRs in the teens for portfolios pri-
marily underwritten to senior se-
cured loans. Regarding investment
horizon, we generally have some
cash generated in the first year and
the recoveries continue thereafter
until the end of year three (give or
take). So the horizon is generally sig-
nificantly shorter than a typical pri-
vate equity investment.

The return profile and time hori-
zon for special situations or bridge
financings are similar to NPLs.

How would you describe the com-
petitive dynamics between for-
eign and local distressed debt as-
set managers in China?
The market isn’'t crowded. On the
sell side, it is actually highly frag-
mented, with the sellers being hun-
dreds of local offices of asset man-
agement companies (AMCs) and
banks all across China. This is in con-
trast to some markets in Europe,
where auctions tend to be more cen-
tralised and sourcing deals and in-
formation is much easier. So sourc-
ing the best opportunities in China
is difficult if an investor does not
have an established network of hun-
dreds of touchpoints across the
country and a reputation in the
space for being able to execute ef-
fectively.

On the buy side, the vast majority
of buyers are local players, who of-
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ten write smaller cheques and who
primarily have an interest in NPLs
from a particular region. The newly
set-up local AMCs are an example
of this — generally they are limited
to purchasing loans from banks
within a particular province.

Foreign distressed debt firms
have been highly interested in the
space over the last few years but
while they can write larger cheques,
they are generally limited in terms
of experience, sourcing and servic-
ing capability.

This has meant that even with
their first deals done, it will be some
years before foreign newcomers
have significant experience resolv-
ing whole portfolios. As a result, for-
eign firms still constitute a tiny seg-
ment of the overall market.

What are the key challenges for
overseas NPL investors?

The barriers to buying an NPL port-
folio in China are relatively low but
the barriers to successfully sourcing
one with a high margin of safety
and then ultimately recovering the
cash are high.

Sellers want confidence that the
buyer will be able to get the deal
done, because most selling AMCs
have a mandate to sell as much as
possible, as fast as possible.

Where a foreign firm'’s decision-
making process requires various ap-
provals across different countries,
it is difficult for a seller who ur-
gently needs to resolve a portfolio to
put significant confidence in such a
buyer.

While at least half a dozen differ-
ent foreign groups have purchased
their first portfolios in recent years,
we have heard that many are al-
ready experiencing difficulties with
exits. This can arise not just from
mistakes in underwriting but also
in the inclination of foreign firms
to outsource the servicing of the
deals to local groups with whom
they have limited working history.
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China’s Supreme Court: made key decision on NPL auctions in 2017

Where an external servicer is used, it
is essential that a buyer has a robust
internal team with actual workout
experience in Chinese NPLs actually
overseeing the servicer on a daily
basis. Few foreign firms are staffed
with much more than Hong Kong-
based executives and many of the
primary decisionmakers don’t even
speak or read Chinese. This creates
a plethora of potential hazards in
both judgment and operational ef-
ficiency, which are key to the work-
out process.

Can you share your experience of
working with provincial govern-
ments over recovering distressed
assets?

Compared with the United States,
China benefits from a national reg-
ulatory and legal system (as op-
posed to various state-level laws
that govern debt collections).
Provincial or other local govern-
ments might try to influence the
process, but generally courts will ad-
here to the national rules on how
enforcement of distressed assets is
handled. Of course, in cases where
there is a large bankruptcy of a com-
pany whose liquidation could cre-
ate major job losses or other sources
of social unrest, local or national
government involvement is more

likely. But we generally do not in-
clude such loans in the portfolios
that we purchase.

How have court decisions in Chi-
na evolved to enable more effi-
cient resolution of distressed as-
set situations?
The litigation process and the courts’
willingness to enforce creditors’
rights has significantly improved
over the past decade. Fifteen years
ago, when I was first involved in en-
forcing NPLs in the Chinese courts,
the process could take as long as five
or six years. Today, although there
can be significant variations de-
pending on the type of loans, the
process for full enforcement is sup-
posed to take somewhere between
18 to 36 months (and it often does).
The variation in timelines is of-
ten due to particular issues with a
given loan, or difficulty finding a
buyer for the collateral, so it is im-
portant that an NPL investor identi-
fies these issues before purchase.
When a court decides in our
favour, it orders the collateral asset
to be sold at auction. Traditionally
that was done on consignment at
open-cry auctions that were con-
ducted locally. However, the system
was open to abuse, with insiders of-
ten able to use thinly attended,
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poorly publicised auctions to pick
up assets cheaply.

In 2017, the Supreme People’s
Court declared that all auctions
must include an online auction or at
least an online notice. These online
auctions have a higher rate of suc-
cess than traditional consignment
auctions and they generate higher
bids. Today, most judicial auctions
of collateral are conducted on Al-
ibaba’s Taobao platform, and to a
lesser extent on JD.com. Over the
past few years Taobao alone has con-
ducted hundreds of thousands of ju-
dicial auctions.

The auctions allow creditors to
receive the proceeds of collateral
sales — up to the value of the out-
standing debts —without ever taking
possession of the assets. However,
if an asset fails to sell at auction
twice (the reserve price at the sec-
ond auction is typically set at a 20%
discount to the first), the creditor
has the right to take possession of
the asset and count the reserve price
against the value of the outstand-
ing debt.

This “deed-in-lieu” arrangement
rounds out the NPL disposal meth-
ods available to ShoreVest. In addi-
tion to negotiating with a debtor for
partial repayment, seeking payment
from a loan’s guarantors, finding
third parties willing to buy a loan,
and selling a loan’s underlying col-
lateral, we can take possession of
loan collateral and generate revenue
by leasing it or selling it later.

In this sense, it is now possible to
employ a “loan-to-own” real estate-
focused strategy in the NPL space.

How is China’s distressed debt
market different from those else-
where?

Our understanding is that in com-
parison to North America and Eu-
rope, China’s sale of NPLs is greater
in volume but much more frag-
mented in terms of sourcing deals
and information. Accessing the mar-
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Taobao: auctions bad loans too

ket at scale requires a robust local
platform with many touchpoints
across the country.

Compared to other recently de-
veloped markets such as India,
China’s system has a more pre-
dictable regulatory and legal process
for buying and working out NPLs.
China is unique in that the national
regulations that are directed toward
the resolution of NPLs can be very
fast and effective at forcing the
recognition and sale of the loans.
Since 2017, a series of government
policies such as Circular 46, and
more recently the requirement that
banks recognise any loan past 90
days overdue as non-performing,
have catalysed the flow of opportu-
nities into the market.

Also, presumably due to concerns
about conflicts of interest, China
does not allow its banks to work out
loans directly with borrowers at a dis-
count to outstanding principal, so
the loans must be sold by the bank
before a borrower can settle at a dis-
count.

Have the online auction plat-
forms been useful for the process
of portfolio construction as well?
We almost always source NPL op-
portunities directly within the of-
fices of the sellers. While online
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auctions of NPLs are common, our
understanding is that at least in the
case of portfolio sales (as opposed
to single loan sales), the online ele-
ment is usually more of an auction
notice than an actual channel
through which an NPL buyer
presses “buy” without even visiting
the seller. This is due to the fact
that each of these portfolios is
highly complicated and involves
gathering reams of information
from the seller and the local real es-
tate market, legal documents and
new appraisals, and opinions from
law firms, none of which is avail-
able online.

Are there enough exit channels
for bad debt investments?

Most distressed debt opportunities
in China involve a variety of exit op-
tions, including settlements with
borrowers or guarantors, sales of
loans to third parties, debt/asset or
debt/equity swaps, and court en-
forcement of collateral.

ShoreVest’s team has extensive
experience with each of these strate-
gies and has been involved in thou-
sands of debt-enforcement lawsuits
over our 15-year history in this
space. The availability of any one
of the exit channels depends on the
individual loan but China does gen-
erally have a robust market for un-
derlying real estate collateral (de-
pending on type and locality) and a
market for sales of individual loans
or sub-portfolios.

However, an essential question
determining whether a loan or col-
lateral can be exited is: what was the
entry price? If an NPL entry price in-
volved significant value or margin
of safety, the investor will have
more flexibility to choose between
an exit channel and exit type. If the
investor overpaid, then no prof-
itable exit will be available.

Servicing experience is also vital
to the exit process. ShoreVest owns
proprietary servicing technology
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and a captive national servicer,
which allow us to manage the serv-
icing more effectively. Because any
one of our funds will usually have
over a thousand loans or borrowers
init, the operational aspect of man-
aging the exit process is intensive. If
investors don’t have this opera-
tional capability, then resolution
will be delayed.

Who are your LPs (limited part-
ners)?

Our investors include institutions
from all over the world. They are
generally sovereign wealth funds,
pension funds, insurance compa-
nies, foundations and a variety of
other LPs you would typically find
in a reputable private equity fund.

Our investors view the China dis-
tressed opportunity as one that pro-
vides them several desirable char-
acteristics: first, downside
protection in the form of real estate
collateral; second, IRRs that are gen-
erally higher than other debt strate-
gies outside China; third, speed of
cash recovery that is generally faster
than other private equity funds;
fourth, returns and risks that are un-
correlated with other major markets
they are exposed to; and fifth, a
source of alpha, given that the space
requires significant work in both
sourcing and exits.

Our investors understand the
unique risks presented by investing
in Chinese distressed debt, but are
they are more comfortable when
they know the assets are being man-

Lessons from the past

To better understand China, and how the Chinese see the world, you need to know
more about China’s history. Our new easy-to-read book focuses on the key events,
themes and personalities that help explain how China’s past still shapes current
decisionmaking. Broken down into 26 short chapters it’s an accessible entry point for
those who are keen to learn more about China and its history. Download it at:

www.weekinchina.com/zine/focus-editions/an-a-z-of-chinese-history/
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aged by an institutional team with
more than 15 years of experience in
the market. Counterintuitively, buy-
ing an NPL portfolio in China where
the collateral is worth three times
your investment cost can arguably
be viewed as safer than a senior loan
in the United States, where the loan-
to-value is over 80% —assuming the
firm has the relevant experience
with Chinese NPLs.

How has the trade deal between
the US and China affected your op-
portunities?

The trade deal does create an addi-
tional channel for US firms
(ShoreVest included, as we are partly
US-based) to purchase NPLs from
the banks. Under the agreement,
China committed to allowing US fi-
nancial services firms to acquire
NPLs directly from lenders. Rather
than acquire the bank NPLs from
AMCs at a mandatory mark-up —as
is currently required - investors
with the appropriate licence will be
able to buy NPLs directly from the
source.

ShoreVest is already in discus-
sions with several local govern-
ments on the steps that will be nec-
essary for the firm to get such an
AMC licence.

While this is a positive develop-
ment, it bears noting that the ability
to buy directly from banks has never
been the primary gating factor [i.e.
constraint] for foreign firms hoping
to invest in Chinese NPLs. For many
years, overseas investors have been
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allowed to purchase NPLs from
AMCs (or source them from banks
and then buy the portfolio once an
AMC purchases it). The primary gat-
ing factor has actually been experi-
ence, operating ability and networks
for sourcing and servicing the NPLs.
Hence, while this new development
is promising, it does not resolve the
primary challenges for many foreign
firms in the NPL market.

What’s your outlook for China’s
economy, and especially its bank-
ing sector?

With the global economic impact of
the Covid-19 outbreak, it is difficult
to see how any economy would have
a wholly positive outlook for the
months and years ahead. In addi-
tion, China’s economy had already
been decelerating for some years
and the banking system is saddled
with a massive amount of NPLs.
That said, China has proven adept
at responding to crises in a meas-
ured and effective way on many oc-
casions in the past, and we believe
that it will be able to navigate its
way through the current crisis.

Furthermore, with China’s recent
bailouts of its financial institutions,
it is clear that where necessary to
avoid a systemic crisis, the govern-
ment will step in to maintain sta-
bility.

Therefore, our medium-to-long-
term view for China’s economy and
banking sector is still generally pos-
itive, even though significant short-
term stress is inevitable. B
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