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Dear reader,
The Evergrande crisis dominates headlines around the globe. “A second Lehman
moment” is gleefully anticipated by Western media in love with a good
catastrophe. Chinese state media, on the other hand, only acknowledge “debt
trouble” at the real estate developer without highlighting any systemic risk. The
truth is of course much more nuanced. Yes, Evergrande with its multi-billion
Dollar defaults is a financial disaster. Even China with its far-reaching bailout
instruments has a hard time stemming the flood of bad debt. But we are not
witnessing a second Lehman moment here – for several reasons. The most
important one has to do with the fundamental ideas of China’s red capitalism.
There are enough elements of a command economy left to neutralize the impact
even of a big credit crisis in the private sector.
China.Table has followed the Evergrande drama from the earliest signs of
trouble to the current efforts to manage the fallout of the ongoing default. In this
special publication we present you two features highlighting the strength and
weaknesses of China’s current financial system. We hope you will find our take
at the situation useful.

With our best regards
Finn Mayer-Kuckuk
Chief Editor China.Table

Evergrande: How much risk is Beijing willing to accept in
its financial market?
Huachen Automotive was forced into bankruptcy. Huarong Asset Management,
on the other hand, was rescued. HNA has to go through a painful restructuring.
And Evergrande? The decisions to rescue or restructure ailing companies
expose Beijing’s strategy towards financial market risks. The dilemma faced by
Chinese planners is strikingly similar to that faced by regulators in Western
countries.
By
Finn Mayer-Kuckuk

Published 7th October 2021

No one can say that China is casting too wide a
safety net in the crisis. In the first half of the year alone, dozens of large
companies went bankrupt, leaving a combined €15 billion of debt. So the
financial regulator and the central bank are certainly showing the strength to go
bust. In a state economy, the government has the ability to rescue just about
anything that runs into trouble. But it is holding back on interventions.
At the same time, however, the slow demise of real estate developer Evergrande
has observers and market participants puzzled. How much actual risk does
Beijing dare to take? On the one hand, China’s CP has repeatedly announced its
intention to increasingly rely on market forces in the financial sector. “We will
speed up the development of a multilevel capital market,” Premier Li Keqiang
said in 2014, “and develop a well-regulated bond market.” On the one hand, a
well-functioning bond market also requires real default risks. But too much
depends on the fate of the Evergrande Group. From simple homebuyers to major
banks, a wide variety of players are involved. In addition, there are systemic
risks in China’s over-indebted real estate sector. Other companies in the sector
are already having a hard time restructuring their bonds.
Beijing thus faces a dilemma between maintaining the stability it prides itself
on and creating a functioning bond market. In a self-sustaining capital market,
however, investors must also share the risks of large institutions. The leadership
is aware of this, and so it is quite willing to let market forces prevail and give
investors the benefit of the doubt if they have made the wrong bet.

How much risk can socialism take?
However, these should not be too large, as a series of recent bailouts have
shown. Huarong Asset Management was rescued in spring for €6.5 billion. The
procedure used was quite conventional. State banks took over Huarong’s debts.
Meanwhile, the HNA conglomerate, which is also over-indebted, is going
through a tough restructuring that recognizes the group’s remaining value
(China.Table reported).
Beijing is clearly trying to steer a middle course here, moving ever closer to the
use of market forces. It is clear that neither of the extremes on the spectrum of
financial market systems is an option for China. These two extremes would
represent a perfect market economy on one end and pure socialism without a
capital market on the other.
In a perfect market economy, there are no bailouts. Those who fail simply
cannot repay their debts. Market participants then have to accept the loss of
their investment. Accordingly, they will invest their capital carefully and wisely.
They would only entrust it to adequate companies. In pure socialism, on the
other hand, there are no business risks. But the available resources are poorly
used. Inefficiency, failure, laziness, bad decisions – all this is quite trivial to a
proper state enterprise. It just continues its business after a slap on the wrist for
failing to meet the plan.
Beijing seeks a middle way
China is now coming from the second model and, after decades of reforms, has
reached a point where the positive effects of the first model are becoming
apparent. However, these positive effects require the state to not always step
into the breach when things get tough. This requires a lot of discipline. Even
democratic politicians in a social market economy like to be celebrated for
bailouts, even if they make no economic sense. When the consequential damage
of loan default is catastrophic, the measures generally find a lot of
approval. Especially when there is a threat of a domino effect across the
financial and real economy.
In the Evergrande case, it will now be exciting to see the Chinese government’s
reaction. After all, the government caused the real estate sector to slide in the
first place by imposing new capital requirements with its “three red lines“. But in
any case, it is safe to assume that it will not allow a catastrophic bankruptcy.
Instead, it will isolate the real estate market and the financial system from a
possible implosion of Evergrande. Because uncontrolled insolvency would put
three policy goals at risk at once: The well-being of Chinese real estate buyers,

the construction of new housing, and the international reputation of the
Chinese economy.
The risks of a fully comprehensive financial system
When the US bank Lehman Brothers had filed for bankruptcy 13 years ago,
China was almost gloating. Its financial sector did not produce such hidden
systemic risks because it was simpler. Above all, Beijing succeeded with state
intervention in raising growth to a record in absolute terms in the crisis year.
This was supposed to prove the superiority of its economic model. State leader
Xi Jinping will therefore now avoid Evergrande bankruptcy with its farreaching systemic consequences – no matter the cost. Instead of rescuing the
company in its existing form, for example, it would be possible for state banks to
take over the real estate portfolio, including the debts.
However, the costs of doing so would be higher than the mere price of the
solution. After all, even if bank insolvency has been a possibility from time to
time recently, investors continue to rely on government bailouts. But a credible
bond market requires risk. If the state is ultimately liable for everything,
then investors will only ever receive minimal interest when they lend money to
companies. Interest is also compensation for risk, after all. Without risks, there
are no particularly high-interest rate opportunities.
Moreover, in a fully insured financial system, investors do not bother to allocate
their money only to trustworthy companies. The effort to identify good and bad
business models loses its value. So without default risk, the market’s monitoring
function also dwindles.
A healthy bond market relieves the burden on supervisors
However, the communist government wants to strengthen the advantages of a
functioning financial market so that it does not have to continue to supervise
everything by hand. The central bank and supervisory authorities still supervise
the financial system in far too great detail. In a half-privatized economy with a
volume of ten trillion euros, however, this micromanagement has actually
become impossible. So China would have an interest in letting market forces
take the helm. But the leadership has so far failed to really let go.
Indeed, Europe and the US face similar problems today, and Japan has been
wrestling with them since the 1990s. Economists generally see a crisis in the
credit system. The independent economist Richard Duncan even diagnoses a
fundamental crisis in the capitalist system. Above all, it should at least be able
to do one thing: Direct capital to the most economically promising channels.
However, interest rates have been ultra-low for over a decade. Duncan notes

that capitalism, in which money should normally be scarce and precious, has
been replaced by “creditism,” creating growth through ever-increasing lending.
To a good extent, it doesn’t matter here where the capital goes. It hardly yields
any interest in the bond market anyway. The stock market and the real estate
market, on the other hand, are being flooded by a large amount of capital.
Evergrande has also benefited from the effect of the latter. Chinese capitalism is
also more of a creditism with Chinese characteristics. Money has always been
plentiful. Abundant financing is the foundation of its growth model. True, the
government has tried to route funds into sensible channels and placed dams
throughout the economy. But in the end, capital in China actually always ends
up in the real estate market. Profits in this segment were fantastic and appeared
safe. And Evergrande has presented itself accordingly. Talks with investors now
confirm the initial expectation that Beijing would by no means allow for such a
company to fail. (China.Table reported).

The house of cards had to collapse
The important thing is now to let Evergrande’s financial house of cards collapse.
Otherwise, the Chinese bond market has no chance of ever credibly reflecting
risk. Moreover, a collapse of Evergrande fits the current course of putting
heavyweight private entrepreneurs in their place.
However, Chinese economic planners have now come up with a thoroughly
practical strategy to limit the impact of mega-bankruptcy. Evergrande itself may
well collapse. But it wants to erect walls around the heart of the problems. By
injecting capital at the crucial cornerstones, it aims to prevent the problems
from spreading to other companies. To use a pandemic analogy, it wants to
isolate the infected Evergrande Group to prevent further contagions. Some large
investors will have to bear losses, while apartment buyers are to be protected
from the consequential damage.
The first effects of the insolvencies that China is allowing and even bringing
about are already apparent in the bond market. With a risk return, both yield and
interest rate are rising. Yields are rising while rates in the market are falling –
these two metrics are behaving in opposite ways for bonds. Interest rates are
rising because investors are taking on larger risks by taking higher markups.
But that also means that investing in bonds will become more profitable again
in the future and that they will return as an option for investors. And even if an
uncontrolled bankruptcy of Evergrande would be catastrophic and will be
prevented: Allowing moderate risks could continue to pay off for Beijing.

The true extent of the Evergrande crisis
The impending Evergrande bankruptcy is a major stress test for China’s
financial system. But the impact on the country’s real estate and financial
system will remain manageable. There is no risk of a collapse or even a global
financial crisis. But the case ruthlessly exposes the weaknesses of the Chinese
economy.
By
Frank Sieren
Published 21st of September 2021

Evergrande is not only one of the largest privately-held
companies in China, but also one of the most overindebted corporations in Asia. Its debt amounts to the equivalent of €300 billion,
which is roughly equivalent to the national debt of the whole of Portugal.
The stock price of the Hong Kong-listed real estate developer conglomerate has
dropped by around 75 percent since the beginning of the year. Some corporate
bonds are trading at only one-third of par. Rating agency Standard & Poor’s has
since downgraded Evergrande’s credit rating and its subsidiaries to the thirdlowest grade of “CC” due to tight liquidity, declining sales, and deferred
payments. Xu Jiayin, who founded the group in 1996, was already forced to
withdraw from operational business in mid-August – most likely due to
pressure by Beijing (China.Table reported).
A major factor of uncertainty is the number of obscure holdings of the
Evergrande conglomerate, which invested in various areas from e-mobility to
professional soccer. The loans and mutual financial obligations to more than
200 subsidiaries are almost impossible to keep track of.
After a price drop of more than 20 percent, the trading of the bond, which
matures in May 2023, was suspended on the Shenzhen Stock Exchange. The
price of the Shanghai-traded bond, which matures in May 2024, fell more than
20 percent. In total, Evergrande has 24 bonds outstanding, worth $26.6 billion.
Repayments of about $7.7 billion are due in 2022. In 2023, the figure is $8.6
billion. The risk here is not only default but also interest accruing. This month
alone, Evergrande has to pay $129 million in interest. If the company fails to
meet its interest payments, this would be considered a default by the rating
agencies.

Rescue operations are underway
The company must make interest payments of $83.5 million on a dollar bond
and ¥232 million ($36 million) on a local bond on September 23, Bloomberg
reports. Evergrande is also already negotiating with domestic lending
institutions for possible deferrals or rescheduling of loans, just like a normal
debtor. Major state-owned banks such as ICBC, AgBank, and China Minsheng
are among its biggest creditors.
Evergrande has hired Houlihan Lokey and Admiralty Harbour Capital to review
“all possible solutions” to its liquidity problems, and videos are circulating on the
internet showing protests outside the company’s headquarters in the southern
Chinese metropolis of Shenzhen. The Evergrande conglomerate accounts for
around 3.8 million jobs, 200,000 of them directly. Around 1.5 million Chinese
have made down payments for non-existing apartments.
Manageable economic impact
Nevertheless, the economic impact on China will not be as great as the West
fears, where it is already being compared to the US banking crisis of 2008 or
even the Asian crisis of 1997. Although Evergrande is one of China’s three major
real estate developers, it only has a four percent market share. The real estate
market, in turn, accounts for 14 percent of China’s GDP, according to calculations
by US rating agency Fitch. That compares with a 17.6 percent share in the US. In
the event of a total collapse, Evergrande’s impact on the economy would
therefore amount to just 0.56 percent of China’s GDP.
At this point, authors of horror scenarios cite Evergrande’s total debts, which
amount to two percent of Chinese GDP. But the debts will not all fall due
immediately. And a total collapse can be ruled out since, unlike Germany’s
bankrupt Wirecard, for example, the company owns valuable assets such as land
and real estate. Evergrande’s land reserves alone are worth about €60 billion,
which can be sold to make repayments. While that’s not nearly enough to
service all of its liabilities, it may be enough to strike a deal with creditors and
avert bankruptcy. In any case, over 70,000 investors, including many Evergrande
employees, have bought into Evergrande. Approximately €5.2 billion are now
due for these products, writes business portal Caixin.
Evergrande is now offering investors to choose between discounted apartments,
office and retail space, or parking garages (China.Table reported). This means
they will at least get back part of their investment. Even a default of 50 percent
on loans – which would already be very high – would only amount to less than
0.3 percent of the Chinese economy.

Real estate market remains stable
Even if, like Harvard professor Kenneth S. Rogoff and Yuanchen Yang of
Beijing’s Tsinghua University did, the Evergrande case were to be played out in a
worst-case scenario where the real estate industry’s share of GDP would double,
the risk would still remain manageable. The authors assume the following
development in their worst case: If real estate investment and the market
collapse by 20 percent, GDP growth will shrink by five to ten percent.
Playing out such scenarios is important. However, it is far from reality. Even in
2020, Chinese property prices have risen 4.9 percent, despite the fact that the
burden of the Covid crisis was incomparably higher than a potential crisis
through Evergrande could ever be. Property investment even increased by
seven percent.
Forecasts for 2021 do not assume a slump, but still moderate growth. According
to a Reuters poll, leading analysts predict growth of 3.5 percent despite
Evergrande.
The reason for this is obvious: only about 25 percent of the Chinese population
belongs to the middle class. In the US it is more than 50 percent and in Europe
almost 70 percent. It took China around 20 years of growth to achieve this
proportion. In the meantime, growth is slowing down. As a result, it is very likely
that it will take another 30 years before 50 percent of the Chinese population
belongs to the middle class. This is why residential real estate will remain a
scarce commodity for the foreseeable future – even though China builds about
15 million new homes every year. That is more than five times as many as in the
US and Europe combined, whose housing infrastructure is already developed.
The rating agency Fitch considers China’s macroeconomic risk to
be”moderate” and the risk of a collapse in real estate prices is even estimated to
be “low”.
State-owned banks can endure the strain
But sometimes even a drop can make a barrel overflow, a manageable
bankruptcy could trigger a major crisis. Accordingly, the question arises
whether the Chinese state-owned banks will be able to cope with the defaulting
loan repayments at all?
Here, the answer is yes. The ratio of non-performing loans (NPLs) in China stood
at 1.8 percent in July. For years, the government has been working to reduce
these NPLs. In 2005, they still stood at a whopping 12.4 percent. Although they

rose again in the wake of the Covid crisis, they have remained at a very low
level.
But what about the banks’ portfolios? Do they have a preponderance of real
estate-dependent business that poses a risk? Yes, they have a preponderance,
but not an alarming one: only four of the largest 16 state-owned banks have a
share of more than 35 percent. Only the Bank of China owns about 40 percent.
Beijing is now playing it safe and has ordered banks to reduce their
dependencies.
The trends are well known on the stock market. That is why there is no sign of
fear in the markets: The Shanghai Composite Index is higher than it has been
since the beginning of 2016 – and has even been gaining strength against the
US dollar since September 15. No sign of the Evergrande crisis. “We currently
assume that the government in Beijing is deliberately letting air out of the real
estate bubble – for example by making loans more expensive,” believes Volker
Treier, head of foreign trade at the Association of German Chambers of Industry
and Commerce (DIHK). He expects a “soft landing”.

Not comparable with the US financial crisis
The differences to the US banking crisis and the 1997 Asian crisis, which are
now brought up, again and again, are great: in the case of the US crisis,
policymakers were taken by surprise. The Evergrande crisis has been triggered
by the government itself by tightening the framework conditions for real estate
companies and banks earlier this year.
With Evergrande, Beijing now apparently wants to make an example. Large
companies should not be able to rely on being “too-big-to-fail” – that is, too large
to go bankrupt. The state wants to develop a more social market economy, and
thus pursues three goals: Banks and real estate developers should bear their
own risks; housing must remain affordable, and it must represent a stable
investment.
The even bigger difference to the US crisis: in the US, people who couldn’t afford
houses took out huge loans, without equity, without having to pay interest, and
with no limit on the number of homes. That’s not the case in China. Interest
rates are high. The government has raised them again this year. Rates are
currently 5.33 percent for the first apartment and 6.61 percent for the second.
Equity of at least 30 percent is required, and in some cities like Shanghai, it can
go up to 70 percent. What’s more, the purchase of apartments is limited to two
per household. Even divorced couples have to wait three years.

In the Asian crisis, the problem was yet different: companies, including real
estate groups, borrowed money in US dollars on international financial markets
but generated their revenues in their local currency. As international investors
lost confidence in the economy, the local currency lost value and US debt rose to
such dramatic proportions that companies could no longer service it. Such a
development is not possible in China because, firstly, its currency is hardly
tradable internationally and, secondly, China has hardly any foreign debt. It is
true that among the ten largest shareholders of the Evergrande Group are some
Western fund companies such as Vanguard and BlackRock. However, they only
hold 0.63 and 0.25 percent, respectively, and have already started to reduce their
Evergrande holdings some time ago.
China’s weaknesses are obvious
Nevertheless, there are three major systemic weaknesses affecting the role of
real estate in China’s economy.
The first: Residential real estate accounts for about 70 percent of the wealth of
Chinese living in cities. For Americans, the figure is only 35 percent. That’s why
Beijing is opening its market to international asset managers like BlackRock or
Goldman Sachs, which are even allowed to set up majority joint ventures. They
have the know-how to diversify assets.
The second problem is that apartments are too expensive, with peak values of
more than 40 average annual salaries. In Shenzhen in southern China, the
figure is as high as 43.5. Here, too, the government must intervene – and is
already doing so by launching large social housing programs and forcing real
estate developers to offer some apartments below market price.
The third and probably the biggest problem: The highly indebted municipalities
live off plot sales. That means they have a high interest in widespread building,
and local banks are lending accordingly. Here, too, the central government must
put the brakes on and create alternatives for the municipalities. One possibility
would be a real estate tax. The taxes in Shanghai, for example, are only
between 0.4 and 0.6 percent. Even in the US, they are more than 2.1 percent.
All in all, the situation is quite serious – but not as serious as to fear a collapse,
especially since the government still has some corrective measures at its
disposal. It now depends on the extent to which the government succeeds in
getting the real estate sector and the banks to show more discipline.
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