A research trip to one of
the (smoggy) heartlands
of industrial China
The implications of the deceleration in
industrial activity for commodity markets
China is at the forefront for both the production and consumption of industrial
commodities. On the supply side, China is by far the world’s largest producer on
coal, aluminium, alumina, steel and zinc. On the demand side, China accounts
for almost half of the world’s industrial commodity consumption. China has
become the largest importer of metals, with its share increasing to 46% from
less than 10% over the past decade. In 2014, almost half of metal exports were
coming from Australia, Brazil, and Chile to China. Accordingly, China is an
extremely important driver of industrial commodity prices, which has had a
significant impact on certain commodity producing countries. Notwithstanding
this, China is a much smaller player in the global oil and gas sector, from both a
demand and supply perspective, and therefore plays a less important role in
determining energy prices.
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As China re-focuses its growth from fixed investment to consumption,
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To help develop an understanding of these key market themes, I visited remote
areas in the North-eastern part of China – which, arguably, is at the epicentre of
recent weakness in China’s industrial sector. This was not a trip for the fainthearted. It was face masks on as we were shrouded in smog in some of China’s
most polluted cities during the coal-burning season. On the other hand, being a
Mandarin-speaking economist, I was able to gain a fuller understanding of some
of the deep problems facing companies in a core industrial zone.
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We visited key Chinese commodity producers1 and heavy industrial companies
in Shenyang, Qingdao and Jinan. To help develop an understanding of the
financial implications of recent weakness in the manufacturing sector, we also
met with banks and real estate developers in Shanghai and Beijing. Aside from
the usual management meetings, we had informal chats during site visits,
during which we heard candid expressions from people who have spent their
whole careers in these sectors and businesses. Our report provides an
alternative assessment of recent developments that is unlikely to be read in
brokers’ research or official statistics.
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A list of companies we visited can be found in the appendix.
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Conclusion – lower prices for longer
Following the trip, we have become even more cautious on the outlook for the
metals and mining sectors. There was a surprisingly strong consensual
pessimism amongst the companies we met – not a single company was
expecting industrial commodity prices to recover in the foreseeable future.
The most common response to questions was that excess supply will persist

Not a single company we
met was expecting industrial
commodity prices to recover
in the foreseeable future.

and the adjustment process will be very long. Most executives said that
rebalancing supply and demand could take two to three years, with some
suggesting it could take three to five years. No company could identify any
meaningfully positive drivers of industrial commodity demand or prices.
The sense we got was that the weakness in industrial commodity prices is far
from over. Although the likelihood of further substantial price falls is less now,
given the significant weakness already seen, there remains an absence of drivers
for a recovery. The evident imbalance between demand for and potential supply
of industrial commodities suggests that there will be ongoing weakness in most
areas, leading to a lower-for-longer price scenario.
Below are the key reasons for our cautious view on the industrial commodity
sector. We will discuss them in detail.
Supply –

·· Excess supply may be substantial, but protecting

over-production

market share and employment take priority over

to persist

reducing capacity.
·· Banks and local government both have a vested
interest in keeping factories running, even in the face
of lack of demand.
·· Bulk inventories are kept as low as possible.

Demand – the lower ··

Chinese growth will continue to slow while the

“new” normal

economy rebalances towards services and away
from investment-driven growth (and at the same time
becomes less commodity-intensive).
·· The construction boom has peaked. New
infrastructure projects are unlikely to offset the
impact of weak property markets in lower-tier cities.
·· Most companies believe easing measures or other
initiatives (such as One Belt One Road2) are unlikely
to boost demand meaningfully.

Other factors –

·· Banks have toughened their stance on manufacturing.

credit, pollution

Private and smaller companies may face greater

and the Fed

financial pressures and eventually default.
·· Tougher environmental rules and green initiatives will
put a further burden on the heavy-polluting industries.
·· There are headwinds from a strong US dollar and the
probable onset of a Fed tightening cycle.

2

A development strategy that focuses on economic connectivity and cooperation among countries primarily in Eurasia.
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The supply glut – Darwinism missing in the
Chinese commodity sector
The invincible State Owned Enterprises (SOEs)

Key points

Unofficially3, it is estimated that over 80% of the Chinese industrial commodity
producers are loss-making. In a rational market, loss-making companies will lay

Over-capacity remains a serious problem

off staff in an attempt to restore profitability or banks will call in loans due to a

in China.

worsening credit outlook. Market forces will force out uncompetitive companies
and lead to a reduction in excess production, thereby restoring equilibrium.

A substantial share of industry is subsidised

Unfortunately, this is not how things work in China. It is fair to say a substantial

by the State, directly and indirectly,

share of the industry is subsidised by the State, both directly and indirectly, to

to continue producing, irrespective

continue producing irrespective of profitability.

of profitability.

“We are too important to fail” would be an accurate description of the typical
SOE’s attitude in the current environment. All the SOEs we met saw profits

Protecting market share and employment

plunging, but none of them had plans to lay off staff (at all) or cut production.

takes priority over cost-cutting in State

Even if commodity prices fall further, it will be business as usual. Bank credit

Owned Enterprises (SOEs).

continues to be abundant for the biggest SOEs and some can raise capital at
even lower interest rates in the bond market. SOE executives commented that
the sector remains of high strategic importance and the government cannot let

Local governments and banks have an

them fail.

incentive to keep smaller producers running.

The reason why these SOEs have such huge bargaining power is because
of their importance in maintaining employment (hence social stability) in local
communities. In cities like Fushun, Anshan (in Shenyang) and Zouping (in Jinan),
mining and steel production are at the core of the areas’ economic network.

Site visit to a steel producer

Within the factory complex, there are schools, staff housing, restaurants and
social facilities. There are significant social consequences if factories are closed
and workers are laid off, as there is little labour (or social) mobility and very
limited potential to re-skill. There is strong evidence of labour hoarding in SOEs,
but these companies will probably be the last to undertake the necessary
reforms. As an example, an executive mentioned for every one person a private
company employs, an SOE will hire three for the same job.
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According to the companies we met, there have been few or no salary cuts
for the average worker, but board-level management has seen double-digit
salary cuts. It is understood that the latter have been the direct result of
‘requests’ from central and local governments.
The current strategy by SOEs is to maintain production levels and hope that
smaller producers are ultimately forced to exit. They know very well that most

3

Best estimate from our meetings with industry specialists, as actual figures are unavailable or unreliable.

5

A research trip to one of the (smoggy) heartlands of industrial China

mines and factories in the private sector are making losses and it is just a
matter of time before the weaker players falter. While the SOEs have the highest
tolerance in ‘the race to the bottom’, they also acknowledge that the Darwinian
process will not be straightforward.
Lifelines of smaller players are extended but unsustainable
What about the smaller players? It is estimated that they account for about 30%
of the sector and most of them are loss-making. While they face huge financial

It is expected that
over-production will diminish
only slowly over the next two
to three years, unless decisive
measures are taken by
the authorities to speed
up the process.

pressures, their lifelines will be extended as local banks and local governments
have a considerable vested interest in keeping them running.
It is extremely hard and costly to restart metal production once factories
have been shut down. In some instances, a halt in a production facility will
be regarded as a closure of the business, thereby triggering an immediate
repayment of bank loans. To local banks that have to take non-performing or
bad loans on their balance sheets or to the companies themselves, this appears
to be a lose-lose situation, so banks prefer “kicking the can down the road” by
rolling over existing credit lines to companies in distress. However, this situation
is unsustainable and eventually the default rate will pick up.
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Local governments also have incentives to keep these smaller players running,
with the obvious advantage being in the maintenance of employment. For
instance, some local governments have been providing subsidised electricity
(as low as Rmb 0.25/kwh versus the industry average of Rmb 0.3/kwh) or tax
rebates to producers. However, these supportive measures are unlikely to be
sustainable as some local governments also face fiscal headwinds.
To conclude, there is a tendency for companies to sit on their hands and wait to
see how others react. Against the backdrop of invincible SOEs and continuing
support for smaller players, it will take a long time to reduce overcapacity.
Company executives acknowledge that the exact adjustment timeline and
mechanism is highly uncertain. It is expected that over-production will diminish
only slowly over the next two to three years, unless decisive measures are taken
by the authorities to speed up the process.
Reflecting weak domestic demand, local producers are off-loading excess
supply abroad. For instance, net steel exports have increased significantly over
the past 18 months. In reaction, trade protectionism, including anti-dumping
measures, may intensify in the future which is likely to be a further blow to the
smaller producers.
Meanwhile, all the companies we spoke to see a stronger US dollar as being
a further headwind to any recovery in commodity prices. It is of little surprise
that the commodity producers we met are universally bearish on basic material
prices and the sector’s outlook.
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Moving up the value chain
In the ‘race to the bottom’, most commodity producing companies are trying to
move up the value chain and diversify their product mixes. For instance, a few
steel companies we met are now focusing on higher value-added products such
as silicon steel for high-voltage power grids and other specialist products such
as military equipment. Again, however, it is harder for smaller producers to get
the necessary financing to support investment in research or the production of
premium products.
Keeping inventories to a minimum
The companies we spoke to are keeping inventories as low as possible. If the
mills have their own mines, days of inventories are as low as a few days.
For the mills that rely on imports, inventory days have been cut from around
45 to around 30 days. According to an executive from a port operator in
Qingdao, while overall imports have held up, there has been a substantial
fall in bulk import in the past year. Interestingly, bulk contract prices are now
referencing spot price at the time of landing rather than being predetermined, as
prices are expected to continue falling.
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Demand – when stable is not enough and flat
is the new up
The biggest demand for industrial commodities comes from real estate

Key points

construction, followed by infrastructure developers and producers of consumer
durables such as automobiles. The sense we got is that while there has been
some pickup in infrastructure projects and auto sales, they are not enough to
offset weaker housing starts.

Judged by the observations of end-users
of commodities that we spoke to, there is a
general lack of optimism on growth.

Residential property
Nationwide construction activity is expected

While recent China housing trends have improved, it is driven by tier 1 and
tier 2 cities. As the top 14 cities (out of 657 cities) account for around 30% of
new housing sales by volume, the lion share of China’s property market activity
is in lower tier cities. The problem is that there remains huge oversupply in

to continue to fall and truck orders to
continue to decline, but railway spend is
forecast to remain stable.

residential property in lower tier cities, with inventories of over 20 months.
For instance, we saw a lot of empty buildings and properties in mid-construction

There appears to be no significant

in Shenyang, where GDP growth and demographics are at the bottom of the

incremental demand that will be

national rankings. It is questionable whether such over-capacity will ever be fully

sufficient to absorb the overcapacity

absorbed against the backdrop of rapidly slowing growth in the region.

in commodity supply.
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From what we heard in China and saw from the data, the six interest rate cuts
and looser mortgage requirements are mainly boosting activity in tier 1 and
tier 2 cities. It was evident that the Shanghai residential market is very active.
We were shown a development project by a large developer in the city, and were
told that two complete buildings of flats were sold within a day. Arguably, there is
still room for home prices in Shanghai to increase as there is rising number of
immigrants and growing demand. Nonetheless, while tier 1 and 2 cities should
continue to outperform, we expect nationwide property transactions to remain
flat – meaning overall housing stabilisation, not acceleration.
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The property developers that we spoke to said the industry’s focus is now on
destocking, rather ramping up new projects. Structurally, the starts-to-sales ratio
for housing has been trending down and demographics are not supportive. It is fair
to say that while housing data is likely to hold up due to policy support, there is
unlikely to be a return to the housing construction boom. With policy stimuli
providing a disproportionate boost to tier 1 and tier 2 cities, we think that the
authorities may address the divergence between higher and lower tier cities via
more targeted regional measures, while keeping the overall monetary stance loose.
Infrastructure
Infrastructure will give some support to commodity demand as there will be new
projects and an acceleration of existing projects. However, the companies we
met do not believe it will be enough to absorb the excess supply of industrial
metals. For example, the two trillion CNY (Chinese Yuan Renminbi) investment in
the power grid over the next five years equates to roughly the same pace of
investment historically. We spoke to the biggest rail making company in China
and were told that rail investment amount outlined in the thirteenth Five Year
Plan (FYP) is the same as in the twelfth FYP. While we note that the base is very
high, there is not sufficient incremental demand to help absorb the overcapacity
in commodity supply.
Automobile
The automobile sector is an important user of steel and aluminium, and

Site visit to a heavy-duty

accounts for over 30% of discretionary consumption in China. We visited the

trucks manufacturer

largest auto group in China (which has joint ventures with Volkswagen and
General Motors), hoping to gain insights into the trends in both consumption
and production. We were told that auto sales were poor in the first half of 2015
due to the volatile stock market. While auto sales rebounded sharply in October,
it was mainly due to tax incentives. It is believed that the tax incentive will serve
as a one-off boost to sentiment (after the stock market correction), and that
there are unlikely to be further measures in the near-term, since that could prove
counterproductive by causing consumers to delay car purchases. The company
management believes that much of the pent up demand has now been satisfied
and that auto sales growth in 2016 will be around GDP growth.
We also visited a leading heavy-duty trucks manufacturer in China, which gave
an extremely bearish outlook on its sector. One reason is because construction
related truck sales (40% of total sales) were down by 60% year-on-year.
In addition, the utilisation rate is only 50% compared to 70% a year ago. It is a
partial reflection of how weak construction activity had been. Order books
remain weak as housing starts are still negative year-on-year. The company is
pessimistic on the outlook since, even if construction does picks up it will
probably be to a modest degree, and contractors will likely use existing trucks
rather than ordering new ones.
A final word
As commodity demand is likely to remain lacklustre and over-supply will take a
long time to adjust, we expect industrial commodity prices to remain lower for
longer. The risk to this assessment comes from the possibility the authorities
embark on a major fiscal stimulus. However, we believe the likelihood of this is low.
The clear winners in this environment are consumers of commodities, especially
those that simultaneously benefit from policy support. On the flipside, we expect
commodity producers/exporters globally to remain under pressure.
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Interesting quotes from company executives4
When asked about...
...the extent of commodity overcapacity in China, an executive from a
steel producer responded with a grin: “is there anything in China that is
not oversupplied?”
...the resolution on labour hoarding in SOEs, an executive from a steel company
responded: “the state should resolve the issue by paying lump sum to the
excess workers so they can just leave the industry.”
...whether the company plans to cut staff in view of negative margins, an
executive from a steel company said proudly: “as a national corporation,
our motto is to create jobs for our country and provide benefits for
our people.”
...credit control, an executive from one of the “big 4” SOE banks (as well as the
largest total asset and market capitalisation in the world) said: “we have quota
constraints on sectors such as commodities, shipping, cement and property
developers…we observe risk on a daily basis since March 2014.”
...the property market outlook on lower tier cities, an executive from a leading
property developer exclaimed: “we are forever not going back to (invest in)
tier 3 cities!”
...the outlook on coal, an executive from the largest coal miner in China said:
“30% of our mines are suffering net losses...we do not plan to cut staff as we
will deploy under-utilised staff to more efficient mines for work.”
...possible production cuts from the SOEs, an executive from a steel company
said: “they can’t cut production or close mines as it will look bad on their
financial statements. Even if those facilities are actually closed, they will be
described as “under-maintenance” in the official reports.”

Shanghai traffic

4

While casually chatting, an executive
from a steel producer in Qingdao said:
“I have been watching Janet Yellen every
day! Her messages have been confusing,
but her flip-flopping actually avoided
sharper movements in commodity
prices…we take comfort that US interest
rates will not rise too rapidly.”

Smog in Jinan

The quotes are direct translation from Mandarin to English by our economist. The quotes do not represent our views and we may not verify
the validity of the statements.
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When asked about...
...profit margins, an executive from an aluminium producer confidently said:
“despite falling aluminium prices, we benefit from efficiency, lower cost and
policy support. We are just breaking even, which is outperforming 90% of our
peers who are loss-making.”
...the risk of copper financing, an executive from a port operator said:

While casually chatting about the
industry with an executive from an iron
ore concentrate producer in Fushun,
he candidly said: “people with a good IQ,
good looks and a good physique have

“financing by pledging copper as collateral is being cracked down on

all left the town. Only the old, weak and

significantly and banks have tightened non-commercial activity backed capital

disabled are staying behind.”

arbitrage. This cleansing process is mostly done so should be less of a risk in
the future.”
...what can be done in view of slumping prices, an aluminium producer said:
“we believe that to a certain extent, short-selling by some financial market
participants exacerbated the slump in prices…it is an early thought, but we
are looking to liaise with other big players to see how we can stop such
(short-selling) activity.”
...SOE consolidation and reform in the industry, an executive from a leading
steel company said: “we have not heard anything on this front…the idea is still
developing, but it may only happen when the situation becomes much worse.”
...why revenue fell so sharply in 2013, an executive from the world’s largest
rolling stock manufacturers said: “the Chairman of the Ministry of Rail was
charged with corruption back then and projects approval came to a halt for
one and a half years. Revenues have since recovered strongly with orders
indicating revenues will remain stable at 2015 levels in 2016 and 2017.”
...if there is any impact on exports from anti-dumping measures, an executive
from a leading steel company said: “recent anti-dumping measures in the
US have little impact on us. The policies are focused on lower-end products.
Our customers in the US actually helped us win a lawsuit related to an
anti-dumping case.”
...if there has been any tightening in financial conditions facing the steel industry,
an executive from a leading steel company (with over 50% market share in
China) said: “banks are limiting lending to steel mills and there is a ‘white list’
and quota system… but we are on the no-limit ‘white list’.”

Company slogan of a state-owned enterprise

Home inventory and construction
in Qingdao
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Appendix – list of companies visited
We visited 16 companies across five provinces and eight different cities
– two tier 1, three tier 2 and the remainder in tier 3 and tier 4.
Beijing
China Coal Energy
China Shenhua Energy
Industrial and Commercial Bank of China
Sino Ocean Land
Beijing

Liaoning

Shenyang, Liaoning province
Angang Steel Company Limited
China Hanking Holdings

Shandong

Shanghai

Qingdao, Shandong province
Qingdao Port International
Qingdao Iron & Steel Group
CRRC Corporation
Jinan, Shandong province
China Hongqiao Group Limited
Xiwang Special Steel Company Limited
Sinotruk
Shanghai
Baoshan Iron & Steel
SAIC Motor Corporation
Centaline Property
Shui On Land
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