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Analysis

EXPERT COMMENTARY

The Chinese debt market may have been around for two decades,

but there are still many misconceptions around private credit in the world’s

second-largest economy, says Benjamin Fanger of ShoreVest Partners
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The case tfor China

The US has long been seen as the
primary safe harbour for private cred-
it. But with an overabundance of dry
powder in the market, on top of a rap-
idly changing regulatory and econom-
ic environment, global allocators have
begun looking elsewhere to see where
they can find uncorrelated returns in
private credit. Could China be one of
the options?

Chinese private credit is a strategy
that has been in place for more than
two decades, but is very often unfa-
miliar to global allocators. It’s a large
uncorrelated market that warrants
consideration.

What strategies have

been used to get credit
exposure in China?
International investors have sought
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credit exposure in China through
a variety of approaches, some un-
successful. One approach has been
offshore unsecured debt in Hong
Kong (such as high-yield bonds), but
this typically suffers from no direct-
ly enforceable collateral (as was the
case with China Evergrande Group,
the property giant that defaulted in
2021).

Another approach has been lend-
ing to property developers onshore
on the China mainland, but this has
suffered from collateral with ques-
tionable marketability (eg, land or
incomplete buildings).
these higher risks, our experience

Because of

suggests these two strategies should be
avoided.

Onshore asset-backed
private credit to corporations in a
variety of industries — other than
property development - has had
much better outcomes, and is where
ShoreVest has
than 20 years. Within this approach,
three  sub-strategies:
asset-based

first-lien

focused for more

we  pursue
performing corporate
lending, asset restructuring (good
asset/bad balance sheet clean-up), and
purchasing loans at deep discounts
from banks (non-performing loans).
In all three cases, the common theme
is first-liens on enforceable collateral,
where the loan amount leaves a
significant margin of safety. For
example, ShoreVest’s typical loan-to-
value is 30-60 percent.
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Does China private credit
provide a return premium

or more security?
If done with an experienced manag-
er, returns on Chinese private credit
are typically meaningfully higher than
more mature markets. But more impor-
tantly, lenders are able to negotiate sig-
nificant downside protection. Because
they lack options, Chinese corporate
borrowers in need of credit not only pay
a premium to returns found in mature
markets, but also grant more first-lien
collateral coverage, together with per-
sonal guarantees and other protections.

Another salient characteristic of
ShoreVest’s experience has been the ex-
ceptionally high distributions to paid-
in capital. Contrary to some foreign
perceptions, Chinese private credit
can be faster at returning capital. For
instance, across the last 20 deals we in-
vested in, the weighted average life of
the transactions was about 18 months
to exit.

What are the market

conditions, and who are
the players?
In China, a company has limited op-
tions for obtaining credit, the primary
source being commercial bank loans,
which are extremely rigid in their un-
derwriting. Historically, China’s shad-
ow banking sector was a significant
source of non-bank lending, but Bei-
jing essendally shut down the shadow
bankers around 2018 because most of
the capital came from retail investors.
So today, because of the government’s
efforts to de-risk and de-lever, there is a
multi-trillion-dollar vacuum of private
credit in China.

As the manufacturing hub of the
world, China presents a vast array of
private credit opportunities in tradi-
tional industrial spaces. But beyond
that, China’s growing leadership in
green technologies, high-value manu-
facturing and Al in its bid to re-orient
its economy away from domestic
property development, also presents
a constant flow of asset-based lending

opportunities in such sectors.

Even though there is strong de-
mand for private credit, there are very
few lenders in the space. Global play-
ers have yet to successfully establish
any meaningful presence (much less
experience) in mainland China. At the
same time, domestic Chinese providers
of private credit are still immature, and
few raise institutional long-term capital.

But does China’s legal

system work for enforcing
credit?
Yes. For over 20 years now, we have
been enforcing credit investments and
recovering cash in China. In the ear-
ly days, it could take quite a long time
— often four to five years — to enforce
credit. Today enforcement usually
takes 18 to 24 months. The improve-
ments have been actively driven by
the government; for example, in 2017,
China’s government began requiring
courts to finish most credit enforce-
ment cases within 18 months.

Not all cases proceed through the
courts so quickly. For example, cases
involving unsecured offshore credit
carry significant legal uncertainty, as
do situations where the enforcement
of collateral would cause social un-
rest risk because they involve evicting
people from homes or mass layoffs. An
experienced local manager will avoid
such kinds of credit.

ShoreVest has seen many situations
where foreign investors parachute
into China without fully understand-
ing the legal system, resulting in un-
favourable outcomes that are more a
result of the investor’s lack of expe-
rience than the shortcomings of the
court system. Assuming such situa-
tions are avoided, China’s legal system
for enforcing credit can be quite pre-
dictable.

Importantly, because Chinese cor-
porate borrowers are aware of the
protections afforded by China’s legal
system, repayment under the terms of
a loan are the norm, whereas a need for
enforcement is more rare.

Even if you can enforce,

with China’s real estate
malaise, will anyone buy the
collateral?
Beijing has pulled the rug from un-
der developers imprudently building
homes nobody would ever buy, and as a
result the residential real estate market
has suffered. But in the second-largest
economy in the world, certain types
of commercial real estate in certain
locations are in high demand (as seen
from the fact that Shanghai saw a high-
er volume of commercial real estate
transactions last year than any US city
apart from New York).

Of course, investors that acquired
any type of property at the mar-
ket’s pre-pandemic peak will have a
tough time liquidating their positions
at a profit. But our experience is that
properly priced assets, of the right
type and location, can be sold quite
quickly.

But can you get money

out of China?
ShoreVest has never had an issue
getting exits turned back into USD
and distributed to investors overseas.
This is because we obtain proper gov-
ernment approval on every deal and
have experience with repatriation of
capital.

Conclusion

China is the second-largest credit mar-
ket in the world and could, in coming
decades, become the largest economy.
With private credit becoming a flood-
ed space in more mature markets, and
China’s market in need of experienced
credit solutions providers, now is an
ideal time to begin to explore this un-
correlated opportunity that, at least for
experienced investors with strong local
experience, has generated consistent
returns and cashflow for more than 20
years. m

Benjamin Fanger is managing partner and
founder of ShoreVest Partners, a private credit
firm focused on China
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