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Evergrande & Chinese real estate
After losing 5% the previous week, the Hong Kong stock market fell by 3.3% last Monday and recovered 0.5%
on Tuesday (market closed today). While several markets in the region were closed (China, Taiwan, South Korea)
for the mid-autumn festival, the Hang Seng Index alone suffered from investors' concerns about the risk of
default by Chinese property giant Evergrande (-10.6% Monday, -85% YTD). The heavily indebted group
($305bn) faces several payment deadlines this week. A possible default could cause repercussions on its entire
ecosystem (suppliers, customers, creditors, shareholders). Investors are also worried about the risk of contagion
on the Chinese financial system in general, hence the sharp drop in Chinese banks and insurers.

Note that Gemway funds do not invest (and have never invested) in Chinese and Hong Kong real
estate. Nor have they invested in Chinese or Hong Kong banks. The funds’ exposure to the
insurance sector is as follows.

GemEquity GemAsia GemChina
AIA 3.9% 4.8% 5.5%
Prudential 0.9% 0.9% --
Ping An Insurance -A 1.0% 1.0% 2.6%
Total 4.8%     6.7%      8.1%
China's financials and real-estate in benchmark 5.9% 11.7% 18.4%

The direct exposure (as a % of their invested funds) of the above insurers to the Chinese real estate sector is
3, 7 and 5% respectively for AIA, Prudential and Ping An.

What is our take on the upcoming events?

In the very short term, we do not expect any regulatory easing. But let's not forget that Beijing has 2 objectives regarding the sector: to avoid excessive
risk-taking and speculation, especially by property developers whose debt is considered too high, and to ensure the stability of the sector (price stability
in particular). Thus, the attitude of the authorities is likely to be as follows: first wait, then intervene to ensure a sustainable restructuring of the debt and
avoid the risk of contagion and public discontent. This restructuring should allow on the one hand the completion of the construction of the already commenced
housing projects and on the other hand the repayment of the debt contracted with the small wealth management products (WMP) holders. As far as the
shareholders of the Evergrande group and its institutional creditors are concerned, it is very likely that the "write off" will be substantial. Moreover, after
several months of silence (to teach a lesson to the sector?), restructuring specialists were finally sent last week by Guangdong local government to assess the
situation. We would not be surprised by a dismantling of Evergrande whose assets could be sold gradually. The government could also propose "strategic
investors" to inject capital in exchange for a takeover of the group (cf. the Huarong case).

More generally, in 2021, the Chinese authorities are engaged in a cycle of monetary, fiscal, and regulatory tightening, just as they were partially in 2011, 2013
and 2018. Each time, we have seen an economic slowdown, a decline in financial markets and the evocation of a systemic risk. This time, the numbers seem
distorted because of COVID impact. It is nonetheless true that we are now in an intense slowdown phase (beyond the post COVID normalization) and
macroeconomic data should attest to this in the coming months. The market is falling as it did in 2018 or 2011 and Evergrande is raising the concern of
systemic risk. Beijing should now logically be worried about growth and start easing to curb the slowdown. The cut of RRR this summer and the recent
acceleration of local government bond issuance are early signs of this shift, which may be more clearly communicated at the next Politburo meeting in
December 2021.

China's real estate sector debt:

The level of indebtedness in China's real estate sector has been a recurring topic for several years.
To limit speculation and reduce excessive leverage in the sector, which the Chinese government
considers a threat to the country's financial stability, Beijing has been enacting restrictive measures
for many years. Most recently, in September 2020, it introduced a new financing guideline: the 3 red
lines (limits in terms of debt to net assets, debt to equity and cash to short-term debt). Property
developers that respect the 3 red lines will be able to increase their debt by up to 15% p.a., but
those that have crossed the 3 red lines (e.g. Evergrande) will not be able to take out new loans.
While these rules have contributed to the gradual deleveraging of the sector (see graph), they have
nevertheless weakened the financial health of the weakest players. In addition, due to the regulatory
impact, default risks in the sector have increased (cf. China Fortune Land, Evergrande). It is worth
mentioning that the sector is extremely fragmented (the top 10 holds a 24% market share) and both
the authorities and the banks are in favor of consolidation.

The group Evergrande:

Founded in 1996 in Guangzhou, Evergrande is China's 2nd largest property developer by revenue. Owned by its founder Xu Jiayin (77%), the group has more
than 1,300 projects in 280 Chinese cities and employs 163,000 people.
Evergrande's market share is estimated to be 3-4%. The group is among the most indebted developers, following a very aggressive development strategy with
numerous acquisitions in a diverse range of business sectors (tourism, healthcare, soccer club, entertainment park, electric car manufacturing, etc.).
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Evergrande debt :

The group has $305bn in debt for total assets of $368bn at the end of June, $244bn of which is due in the short
term, including $103bn in trade payables (construction companies, etc.). In terms of assets, the developer owns

$220bn worth of land and real estate projects under construction.
The developer is mainly financed in the domestic market in local
currency, the offshore LT bond debt (USD) represents only $19bn.
The company has crossed the 3 red lines: Debt / Assets at
81% (vs. 70% maximum); Net debt > 100% (vs. 100%
maximum) and cash on short term debt at 0.4x (vs. 1x
minimum). It can therefore no longer take out new loans and is
facing a liquidity problem. Aware of its inability to meet the
deadlines, the company has requested financial assistance from
the government as of 2020. It then announced an asset disposal
plan with a value of $100bn by mid-2023, of which $8bn has been

completed to date. A grace period was granted to the company. Since the beginning of 2021 the company has
missed several bank deadlines and credit lines have been extended.

On the other hand, as the next bond due date approaches ($83.5M in offshore USD bond coupons + CNY 232M
($36M) in onshore CNY bond coupons this Thursday 23/09), the market is under stress because the company
risks not servicing its debt obligations. On Wednesday, the company announced via a press release that an
interest payment due on Thursday 23/09 from one of its local currency bonds "has been resolved after
negotiations outside the clearing house"? No indication of the amount actually paid or the exact date of payment
was mentioned. Already last Friday, the local authorities announced that the company was not able to pay the
interest on the bank loan due on Monday 20/09. A total of $670M is still to be disbursed in coupons in 2021. In
2022, the company must repay $7.4bn of bond debt and pay $2.4bn in coupons (see charts below).

Given these deadlines and being on the eve of a long weekend, the PBOC injected $14bn (in CNY) of
liquidity into the banking system on Friday 17/09 to prevent a possible tension on the interbank market
(markets in Shanghai and Shenzhen closed on 20 and 21 September for mid-Autumn festival and Hong
Kong closed on 22 September). It is worth noting that unlike in developed countries, the interbank
market in China is essentially dominated by state-owned banks. A liquidity crunch is
therefore unlikely.
As the chart on the right shows, bonds maturing in 2022 and 2025 are trading at 26% of their face value.
The market is pricing in the company's default and a debt restructuring being inevitable given the
company's balance sheet structure and liquidity situation. At the beginning of last week, firms specializing
in this area began analyzing the situation.

Contagion risks in the bond market:

So far, the correction has been limited to Chinese real estate borrowers with weak financial structures (see chart below). Friday's intervention by the PBOC and the
imminence of a default by Evergrande have contributed to international investors' fears and global risk aversion. The Chinese authorities - who probably want to
make the various players accountable - are aware of the internal systemic risk and have the political means to address it but should only intervene gradually and in
small steps.
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Impact on the Chinese economy:

1.       Construction sector, new project launches, and property prices drop? 
After an increase in 1H21, housing project starts are expected to decline in 2H21 (20% decrease estimated by
UBS). Property prices are expected to decline by 13% in 2H21.
While real estate project delivery is expected to increase in
2021, the trend is expected to reverse in 2022 if there is no
government intervention. Faced with a stricter regulatory
environment and difficulty in refinancing, developers are likely
to pause the launching of new developments.

- Each year 15M homes are built in China, of which
about 60% are purchased by first-time buyers.

- In August 2021, real estate sales fell by 23% yoy = first
sign of a rapid slowdown.

- The direct (developers, construction) and indirect
(suppliers, services) contribution of the real estate
sector to China's GDP is about 25% --> Each 5% decline in real estate investment has a direct + indirect
impact of 0.6-0.7% on GDP growth.

2.       Base of Chinese household wealth: 
- 60% of a Chinese person's wealth is in real estate (vs. 35% for an American) --> A price drop could

cause strong public discontent.

3.       Sale of land to developers = a major source of fiscal revenue for Chinese municipalities (30-40%)
          -  Healthier developers will probably buy back land owned by Evergrande at a discount.

4.       Banking exposure: the sector accounts for 6% of the banking system, not including loans to sector           
suppliers and real estate loans to consumers (2/3 of real estate purchases are made on credit, about 25% of the banking system).

5.       Buyer confidence: Evergrande holds construction advances on its balance sheet from 1.5M people. 
- Pre-sale is a common practice in the sector, with more than 85% of real estate sales being made through this method. Typically, 30% of the price is paid at

the time of construction and the remaining 70% at the time of delivery --> A very large number of dissatisfied people as the government seeks to preserve
social peace --> State developers will probably buy back unfinished projects to ensure deliveries.

6.       Impact on commodity prices: commodity prices have been falling for the past 2 weeks, as the Chinese real estate sector is the largest consumer of steel, copper,     
and cement. The stock market prices of steel players in China have fallen by 15-25% over the last week.
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