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Here Today, Gone Tomorrow? 
A Simple Guide to China’s World of Trade Finance 
Executive Summary 
 This Simple Guide to China’s World of Trade Finance aims to explain the mechanisms 

behind the barely-understood financing deals that have come to dominate China’s 
multi-$bn markets for copper, iron, rubber and other major commodities 

 This ‘collateral trade’ seems now to be in danger of imploding, creating major risk for 
the world’s commodity and financial markets, as well as for China’s property market 

 The trade’s origin lies in China’s stimulus programmes since 2009, which created a 
major boom in housing markets, often financed through the shadow banking system 

 In turn, trade finance schemes became a popular funding mechanism for such 
investments: with commodities such as copper becoming collateral for this funding   

 The 3rd Plenum’s decision to allow market forces to play a “decisive” role in the 
economy means the property boom is now facing a government-initiated squeeze, 
whilst the People’s Bank of China (PBOC) is investigating the trade finance schemes 

 Product now tied up in this ‘collateral trade’ is likely to be released onto the market 
in a disorderly manner: China’s housing market bubble risks losing air very quickly  
     

1. Introduction 

 

Chart 1: Copper in bonded warehouses in China 

Tins of sardines were very hard to obtain in the UK during World War 2.  As a result, the tins 
were often simply traded between companies, without ever being eaten. 

One day, a company decided to open some tins to provide a celebratory lunch for its 
workforce.  They found that all the sardines had decayed, and were uneatable.  The 
company complained to its supplier, only to be told - "That's not our fault.  Those sardines 
were for buying and selling, not for eating." 

This is the best analogy we can make for the ‘collateral trade’ now dominating many 
commodity markets due to the growth of China’s shadow banking sector.  This trade has 
even begun to be seen in polymer markets, with polyethylene now involved. 
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The ‘collateral trade’ has been a major component of the financing required to support 
China’s $10tn lending boom over the past 5 years.  The volumes involved are huge – China 
has been buying two-thirds of the world’s supply of iron ore, and has been responsible for 
40% of global copper market demand.  Reuters has suggested that 100 million tonnes of 
iron ore are currently "off-market" by being tied up in the 'collateral trade'.  This volume is 
enough to build 1200 buildings the size of New York's Empire State building. 

These vast stockpiles have also helped to keep world market prices at high levels in recent 
years.  But now there are clear signs that the various schemes involved in the bizarre world 
of China's trade finance, which helped finance these stockpiles, are imploding.  The reason is 
that China’s leadership want market forces to play a much greater role in the economy, as 
we described in Will Market Forces Start to Play a Major Role in China?   

Two such schemes are as follows: 

Scheme 1: Using inventory to invest off-shore funds in WMPs 

 
 

Chart 2: How Letters of Credit have been used to fund property trading via WMPs 
 

This scheme uses inventory to obtain off-shore cash to invest in Wealth Management 
Products (WMPs) via the shadow banking system.  These WMPs can attract interest rates of 
up to 60%, from real estate developers to finance building work on their apartment blocks. 

An example of how it can operate using Letter of Credit (L/C) trade finance is as follows: 
 

 LC1 Is opened.  Company A opens an L/C with a major bank to import copper  
 LC1 is used to pay the copper producer 
 Company A typically then has 6 months to repay LC1, having paid a 20% deposit 
 But demand is weak, so it doesn't need the inventory for its normal business 
 So it decides to sell the copper to an associated overseas company (‘Company B’) 
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 Company B is often a Hong Kong-based company, able to access offshore funding 
 Company B pays Company A with this offshore money, allowing Company A to invest 

in high-return Wealth Management Products (WMP) via the shadow banking system 
 

 LC2 is opened.  Company A then obtains another L/C (“LC2”), and buys back the 
same copper from Company B: as before, LC2 need not be repaid within 6 months 

 At this point the copper is now back in China, and Company B has been repaid 
 Company B then buys back the copper using offshore funding, enabling Company A 

to repay LC1 
 

Company A now only has only LC2 left to repay, and its investment in WMPs means it is 
earning a much higher interest rate than cost of the L/C.  In addition, the relentless 
appreciation of the renminbi since 2009 created an additional exchange rate gain.  

 

A key attraction of the system is that whole cycle can be repeated endlessly.  It can also 
involve multiple trades and overseas associated companies.   Investment bank Goldman 
Sachs suggest that up to $160bn may have been involved in such capital inflows since 2010.  

The commodity is, of course, never actually used.  But because it is being held off-market as 
collateral, the outside world assumes this perceived demand is proof of China’s insatiable 
demand for commodities.  So investors line up to fund new developments to increase global 
supply, not realising the end-use of their money is to fuel China’s property bubble.    

Scheme 2: Buying imported product to sell on the futures market 
This scheme is a simple variant on the above. It involves buying an imported product on 
normal 180 day (or longer) payment terms, and then immediately selling the product on a 
futures market.  This is what appears to have happened in Q1 with polyethylene. 

The buyer then uses the credit provided by the seller to fund their investment in WMPs.  
 

2. Everybody loved these Schemes – until the 3rd Plenum 
The above schemes have been in operation since the stimulus programme began in 2009, 
and the players have made very healthy profits from them.  The previous Chinese 
leadership was also happy to allow these schemes to flourish.  They saw shadow banking as 
helping to support some of their key objectives by: 

 Creating a property 'wealth effect' to boost domestic consumption 
 Boosting employment by encouraging construction projects 
 Replacing lost export business to the West with domestic consumption 
 Maintaining relatively high levels of domestic economic growth 

The producers of the various commodities involved, and their investors were also 
happy.  Commodities tied up in 'collateral financing' were effectively "off-market" as they 
couldn't be sold into the physical market.  So the 'collateral trade' helped to create the 
illusion of a tight market, and provided major support for world prices. 

China’s 3rd Plenum in November changed all this, as we described in our March Note.  
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3. Now the new leadership is forcing the sardine cans to be opened 
Many players in these schemes had assumed they could continue for ever.  But China's new 
leadership understands that China's credit bubble has created enormous risks for economic 
stability.  As state-owned China Daily commented last month under the heading 'Let the 
bubble be squeezed': 
 
"Admittedly, a thriving real estate sector has served as both a growth engine for many local 
economies and a key driver behind the country's urbanization.  However, it makes no sense 
to try to sustain a property boom at any cost when it has become dangerously frothy.   
Fortunately, policymakers from the central bank have not blinked in face of the short-term 
pressure of shrinking property sales." 

Similarly, China’s Academy of Urban Design has warned: 

"China, on the one hand, has witnessed the absurd phenomenon of 'ghost cities' and excess 
investment in property development. On the other hand, it has large, densely packed cities 
that have scant traffic management and medical resources.” 

Thus the People's Bank of China (PBOC), the central bank, has begun to change the 
regulatory system.  One policy move has been to create exchange rate volatility by pushing 
down the value of the renminbi versus the US$.  This creates losses for those speculating in 
the trade finance area, and makes people more cautious about future exchange rate gains. 

Now, however, the issue has begun to assume global significance.  This month, a $1.6bn 
scandal has erupted at China’s 3rd largest port, Qingdao, allegedly involving multiple loans 
made using the same collateral.  Reportedly, it involves 20KT of copper, almost 100KT of 
aluminium ingots and about 200KT of alumina.  Further scandals may well erupt in coming 
weeks, due to the pervasive use of trade finance for the ‘collateral trade’.   

Everyone was happy ‘to turn a blind eye’ to the collateral trade when it was earning vast 
profits for all concerned.  But now, the party appears to be over.  And the hangover that it 
leaves is likely to be extensive: 

 Many banks are now increasing their deposit level for Letters of Credit from 20% to 
50%, and there are rumours that Letters of Credit may even be banned altogether 

 Thus there is clear potential for a cascade effect to begin, bringing down the whole 
house of cards.  Many of the companies involved in the ‘collateral trade’ probably 
cannot afford a 50% deposit, when the time comes to rollover their borrowing: 

 They will then have to close their financing deals  
 The copper or other commodity will then return to its original owner  
 And as demand has slowed still further, they may well have to sell it 
 The impact could be large, given China’s dominant position in world markets 

 
At the same time, of course, the government’s decision to squeeze the property bubble 
removes the original rationale for the trade finance schemes to exist.  In fact, it is more 
likely that any downturn in the property sector will be self-reinforcing, just as the 
government seems to desire. 

Simple Guide to China’s World of Trade Finance 4                                                              June 2014 

http://www.chinadaily.com.cn/business/2014-05/08/content_17493510.htm
http://www.chinadaily.com.cn/business/2014-06/10/content_17574141.htm
http://www.bloomberg.com/news/2014-06-10/goldman-sees-china-commodity-financing-unwinding.html
http://online.wsj.com/articles/banks-cut-credit-to-chinese-metals-traders-1402316411
http://online.wsj.com/articles/banks-cut-credit-to-chinese-metals-traders-1402316411
http://in.reuters.com/article/2014/04/14/us-ironore-financing-idINKBN0D00NC20140414


 

 

4.   Conclusions  
It is impossible to overstate the potential importance of these developments.   

Investors have become lulled into a false sense of security in recent years by the combined 
impact of (a) central bank policy and (b) China’s apparently insatiable demand.  They have 
not wanted to ask too many questions, for fear of finding that ‘”all that glitters in not gold”.  
Thus they have happily financed major expansion in the supply of major commodities, 
assuming that central banks will keep interest rates low, and that China will continue to buy. 

This assumption is likely now to be severely tested.  We suspect that the recent 
investigations in Qingdao will prove to be just the tip of the iceberg, and fear that the world 
is about to witness a disorderly unwinding of the ‘collateral trade’.  The gravity of the 
situation is confirmed by the fact that state-owned Citic Corporation has now gone to court 
in Qingdao to try and secure the assets it believes that it owns. 

The risk is that we will now see a ‘dash for the exits’, as described by Hyman Minsky: 

 Investors have believed that central banks are in complete control 
 They have also assumed that China is set for inevitable and long-lasting growth 
 Thus market volatility has dropped to record lows 
 Margin debt on the New York Stock Exchange has risen to record levels 

Minsky argued that such long periods of stability leads to major instability, as investors 
become complacent about risk.  An event then occurs, such as today’s unwinding of the 
collateral trade, which makes them realise they have overpaid for assets during the bubble.  
They then rush for the exits, only to find that potential buyers have disappeared.  

We do not underestimate the potential impact and pain that may well now ensue.  But it is 
clearly a necessary development.  The volumes now tied up in these bizarre trade finance 
schemes have simply become too large to be financed on an ongoing basis.  Our concern is 
that a ‘vicious circle’ may now develop, impacting both good and bad assets.  

Commodity makers investors in their ‘dash for cash’ may well find that liquidity has 
disappeared from their favoured “risk-on” markets.  They will thus be forced to sell high-
quality assets in order to meet their commitments.     
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