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HONG KONG (S&P d obal Ratings) Sept. 8, 2016--The financing vehicles (LGFVs)

of China's lower-tier |ocal governnents could face increased refinancing and
policy risks followi ng recently revised regul ations. The Shanghai Stock
Exchange has stipulated that LGFVs that generate nore than half their revenue
fromlocal governnents will no longer be allowed to issue corporate bonds. S&P
G obal Ratings believes the risks could particularly intensify for [ower-tier
vehicles if there's a liquidity crunch in the domestic bond narket.

"Chinese LGFVs are highly reliant on banks and the donestic bond narket to
refinance their huge anount of debt maturities. Under the revised rules,
therefore, some lower-tier LGFVs nay no |onger be able to secure an inportant
fundi ng source," said S& d obal Ratings credit analyst doria Lu

However, for higher tiers, the increased threshold for corporate bond i ssuance
will have a limted inpact on refinancing. Corporate bonds traded in the
exchange only account for |ess than 10% of the outstandi ng debt issuance of
LGFVs as a whol e.

"W believe the inpact on |arge-scale and higher-tier LGFVs could be noderate

because those LGFVs usually have sufficient banking facilities and diversified
financi ng channels, and benefit fromstrong | ocal governnent support and debt

repl acenent," said M. Lu.

The new rul es prohibit corporate bond i ssuance by LGFVs and conpanies that
engage in | and devel opnent and governnent-project construction and have
derived nore than 50% of their revenue fromthe |ocal governments in the past
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two to three years. Previously, LGFVs could still issue corporate bonds even
if they breached the 50% revenue threshold, provided their cash flow from
| ocal governments was | ess than 50%

The new rul es woul d now affect those LGFVs that planned to raise funds through
cor porate bonds whil e undertaking significant governnent projects, if they
breach the revenue threshold. Mst LGFVs have issued donestic bonds through
the National Association of Financial Market Institutional Investors (NAFMI)
if they neet the 40% cap of issuance to net assets, along with other
conditions. LGFVs with diversified businesses and cash flows typically have
access to both the corporate bond and interbank nmarkets.

In our opinion, Chinese regulators are attenpting to contain the credit risks
of issuers and at the sane tinme bal ance this against the LGFVs' desire to
secure better funding costs through increased market access. The governnent
regards infrastructure investment led by LGFVs as an inportant engi ne for
stabl e economic growh. NAFMI recently lifted its controls over the issuance
of enterprise bonds in the interbank market by district- and county-Ievel
LGFVs. However, potential issuers still need to neet or exceed a required
rating level. Many |lower-tier LGFVs therefore may not benefit fromthe new
rul es.

Under the State Council's "No. 43 Article" outlined in |ate 2014, regul ations
and policy aimto gradually strip the government financing function fromthe
LGFVs. In our view, this has heightened the policy risk for LGFVs.

China's econom ¢ sl owdown has intensified the difficulties for industria

i ssuers that are experiencing overcapacity and weak demand, as indicated by

nore "credit events,"” such as defaults. However, investors continue to have

hi gher confidence in issuers with governnment support, easing their access to
credit. But LGFVs are still subject to refinancing and policy risks.

Only a rating conmttee may determine a rating action and this report does not
constitute a rating action.

S&P d obal Ratings, part of S& dobal Inc. (NYSE: SPA), is the world's

| eadi ng provider of independent credit risk research. W publish nore than a
mllion credit ratings on debt issued by sovereign, nunicipal, corporate and
financial sector entities. Wth over 1,400 credit analysts in 26 countries,
and nore than 150 years' experience of assessing credit risk, we offer a

uni que conbi nation of gl obal coverage and | ocal insight. Qur research and
opi nions about relative credit risk provide market participants with

i nfornati on that hel ps to support the growth of transparent, |iquid debt

mar ket s wor | dwi de.
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