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Falling below the red lines
Evergrande, the most indebted real estate company globally, faces mounting bankruptcy risks as the company
has defaulted on payments and struggles to meet its financial liabilities of over US$300 billion.
Evergrande’s financial woes surfaced not long after the People's Bank of China ("PBOC") and the Ministry of
Housing introduced new financing rules in August 2020, after home prices surged sixfold in over 15 years.
Arising from fears of a property market collapse, the Chinese government tightened regulatory control over
real estate developers through "three red lines", before any developer can refinance their debt:
1)

70% ceiling on liabilities to assets,

2)

100% cap on net debt to equity, and

3)

cash to short-term borrowing ratio of at least one.

Consequently, developers have been tirelessly rebalancing their investments by offloading their non-core
businesses and cutting prices to shore up cash and meet the tightened measures.
Evergrande's plight first came into the limelight in September 2020 when a letter the company had reportedly
sent to the Guangdong provincial government warning of its potential liquidity issue emerged. Evergrande is
China's second-largest property developer by sales, with more than 1,300 residential developments across 280
cities in China and another 3,000 projects under planning. In recent years, the company has diversified into
other sectors such as F&B, electrical vehicles, theme parks, healthcare services, and media production.
While the company disputed the letter's authenticity and subsequently averted any crisis when a group of
investors waived their rights to force repayment, the underlying liquidity issue has resurfaced again.
Evergrande has failed to meet its short-term debt obligations and struggles to complete its projects, leaving
potentially over 1.4 million purchasers without a home.
Given the social implications, the general opinion is that the government would intervene and restructure
Evergrande. Some company assets could be sold to state-owned enterprises or other developers to raise cash,
complete the unfinished housing projects and protect the small investors. An unmanaged messy collapse or
direct government bailout would be unlikely, with the former having a significant impact on China's economic
and financial stability. At the same time, the latter will undermine the government's efforts to instill greater
financial prudence in the property sector.

An unforgettable
Evergrande
- a debacle
2020 of epic proportion

2 2

This Photo by Unknown Author is licensed under CC BY-SA

ARA Asset Management Limited

Impact on China's property market should be contained
The Evergrande crisis is likely to be contained within its supply chain, with some spill-over effects to other
Chinese residential developers and smaller banks should there be a freefall in home prices in a fire sale.
According to a UBS report1 in January, only 6.3 per cent of S&P rated developers could fully comply with the
“three red lines”, and those with CCC-ratings would likely struggle to turn around.
However, the contagion effect should be manageable as most residential developers are financially more
robust than Evergrande. After the introduction of the “three red lines” by the Chinese authorities last year,
many developers had already taken steps to reduce their debt obligations by selling down their assets at
discounts, offering equity shares, and reducing their spending. According to a Bloomberg report 2 in April, while
only 14 major developers could meet these new regulations when they were introduced, this number has
increased to almost half of China's 66 major developers by the end of 2020. In contrast, Evergrande has only
been able to satisfy one of the three metrics by August 2021 3. The Chinese property market is also highly
fragmented, with no developers having a significant market share. According to Fitch ratings 4, Evergrande only
accounts for 4% of the total annual sales market in 2020 despite its size, so systemic risk is likely to be
contained.
As Chinese developers have limited exposure to commercial real estate, the impact on the commercial sector
should also be muted, even if regulatory conditions were to tighten. According to a recent Standard Chartered
credit note5, a handful of other Chinese developers have also crossed the limit when commercial bills are
included as debt - a possible next regulatory tightening as reported by Cailian Press. These include Central
China, Greenland Holdings, Guangzhou R&F, Jiangsu Zhongnan, Sunac and Yango. Like Evergrande, these
developers have little exposure to income assets as compared to their development business.
According to data from RCA, only a small portion (10 per cent) of these eight developers’ current real estate
holdings (in transactional value terms) are in completed projects (office, retail, hotel, residential units). They
are also in secondary locations such as in the outskirts of core cities and non-core cities. In the larger scheme
of things, this current liquidity crunch is unlikely to cause much of a drag on the values of these investment
holdings.
However, the hardened liquidity could stifle developers' interest in non-residential assets especially when the
market is peppered with rumor of further regulatory tightening. The upside is we could expect developers to
undertake more non-residential developments in the longer term.
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Financing cost expected to hold
Meanwhile, Evergrande's fallout could also result in higher financing costs for property developers in the short
term, as banks become stricter with their loans, especially for smaller and weaker developers. Based on our
analysis, China's three key policy rates have remained unchanged since they were lowered in April 2020, during
the early days of the COVID-19 pandemic. These include the one-year loan prime rate, one-year medium-term
lending facility rate, and 7-day reverse repurchase rate.
The Evergrande crisis poses a limited risk to China's interest rates and banking system for two reasons. Firstly,
according to a recent DBS report6, China's non-performing loans ("NPL") ratio amongst commercial banks is
relatively low, easing to a three-year low of 1.76 per cent in 2Q2021. As a comparison, the CEIC data shows
the US' NPL ratio has risen due to the COVID-19 pandemic, hitting 1.63 per cent in 4Q2020.
Secondly, the PBOC has moved to prevent a short-term liquidity squeeze and has other means to avoid such a
scenario. Recent measures include a surprise cut in the required reserve ratio ("RRR") by 50bps to a weighted
average of 8.9 per cent in July 2021. This cut in RRR released roughly RMB1tn in long-term liquidity to support
slowing economic growth7. Additionally, in September 2021, the PBOC injected RMB90bn in short-term
liquidity via reverse repos. The move was to help ensure ample liquidity in the banking system amid concerns
over Evergrande's debt issues8.
Bloomberg data shows market expectations for key China interest rates to remain relatively unchanged through
2022. Yet, rate cuts are possible as domestic COVID-19 outbreaks, the regulatory tightening on internet
companies, and the Evergrande saga impact China’s economic growth. Some economists affiliated with the
Chinese government see the potential for rate cuts, especially since the government's curbs on debt growth
means the PBOC can ease policy with fewer financial risks9.
Other market observers believe another RRR cut is on the cards following the surprise reduction earlier in July
this year10.

An indoor hydroponic farm in Japan shows how the future of agriculture may be inside industrial buildings
Source: Bloomberg,
ARA Research & Analytics, September 2021
Satoshi KINOKUNI
/ CC BY (https://creativecommons.org/licenses/by/2.0)
Note: Chart uses Bloomberg weighted average of available forecasts

Evergrande - a debacle of epic proportion

4 4

ARA Asset Management Limited

Feeling the pebbles as we cross the river

While it is not the intention of the Chinese

Any spillage to the non-residential market is

government to disrupt the financial market, the

likely limited in impact although investment

“three red lines” is crucial for a more sustainable

interest could be clipped. Policy rates are not

property market. The Japanese property bubble of

expected to have any upside surprise in the

the mid-eighties is not an event any government

short term, especially when there is still

would want to replicate.

adequate headroom for other policy

Some market observers have suggested that the

interventions.

three policy thresholds could be tightened gradually

Evergrande's experience would serve as an

as the Chinese government continue to rein in

early warning to all developers to rein in

excesses in the residential property market.

their debts quickly until the dust settles.

However, we do not expect any policy adjustment
anytime soon, but most likely after the current
liquidity crunch has been placated.

Across our portfolio of assets in China which
are largely located in Tier 1 cities, there is no
direct exposure to Evergrande. We have not

This current Evergrande saga could, however, impact

seen any major disruption arising from this

consumer confidence somewhat. The company

recent fallout. The quality of our assets and

directly provides employment to over 200,000

our strong relationship with our lenders, have

people and up to 4 million subcontractors for

helped us to successfully renew our loans at

building construction every year. The company also

reduced, if not same, pricing. Regardless,

holds deposits for 1.4 million properties that might

we remain vigilant, actively managing our

not be delivered to the buyers.

assets and tenant relationships while staying

An Evergrande default could result

mindful of the risks as the situation unfolds.

in mass retrenchment and loss of
savings for buyers. The Chinese
government is thus most likely to
manage its default to minimize the
fallout, especially with an
anticipated slowdown in China's
economy due to the Delta virus
outbreak.
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About ARA Asset Management Limited

ARA is the largest real assets manager in Asia Pacific with approximately US$95 billion1
in gross assets under management by the Group and its associates. ARA Group operates a global platform with
a focus on APAC, managing public and private investment funds that invest across traditional and New
Economy real estate assets spanning office, logistics, retail, residential, hospitality, and data centers, as well as
private real estate credit and infrastructure. ARA’s vertically integrated business includes development and
value-add asset management capabilities, an in-house capital raising team, and property management
expertise in local markets where ARA invests and manages assets. With a resolute focus on creating
sustainable value, ARA manages funds on behalf of many of the world’s largest pension funds, sovereign
wealth funds and financial institutions.
For more information, please visit http://www.ara-group.com.
For enquiries, please contact:
ARA Group Corporate Development and Investor Relations

Follow ARA on LinkedIn

Judy Tan
JudyTan@ara-group.com
T +65 6512 5161

1 Includes

Low Chiew Leng
ChiewlengLow@ara-group.com
T +65 6429 8258

assets under management by ARA Asset Management Limited and the Group of companies (“ARA Group”) and its Associates

as at 30 June 2021, adjusted for LOGOS’ acquisition of Moorebank Logistics Park announced on 5 July 2021.
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Terms of Use

PLEASE READ THESE TERMS OF USE CAREFULLY BEFORE USING THE ENCLOSED MATERIAL (THE “MATERIAL”).
DO NOT USE OR REVIEW THE MATERIAL IF YOU DO NOT AGREE TO BE BOUND BY THE TERMS OF USE
DESCRIBED BELOW.
BY ACCESSING THE MATERIAL, AND VIEWING OR USING THE INFORMATION PROVIDED THEREIN, YOU
INDICATE THAT YOU UNDERSTAND AND INTEND THE FOLLOWING TERMS OF USE TO BE THE LEGAL
EQUIVALENT OF A SIGNED, WRITTEN AND EQUALLY BINDING CONTRACT, AND THAT YOU ACCEPT THESE
TERMS OF USE AND AGREE TO BE LEGALLY BOUND BY THEM.
1. GENERAL DISCLAIMER
THE MATERIAL HAS BEEN PREPARED BY ARA ASSET MANAGEMENT HOLDINGS PTE. LTD (“ARA”) AND IS FOR
DISTRIBUTION ONLY UNDER SUCH CIRCUMSTANCES AS MAY BE PERMITTED BY APPLICABLE LAW. IT HAS NO
REGARD TO THE SPECIFIC INVESTMENT OBJECTIVES, FINANCIAL SITUATION OR PARTICULAR NEEDS OF ANY
RECIPIENT. IT IS PUBLISHED SOLELY FOR INFORMATIONAL PURPOSES AND IS NOT TO BE CONSTRUED AS
BUSINESS, LEGAL, ACCOUNTING, REGULATORY OR TAX ADVICE. YOU SHOULD CONSULT WITH YOUR LEGAL,
INVESTMENT, BUSINESS, ACCOUNTING, REGULATORY AND TAX ADVISORS TO OBTAIN SUCH ADVICE AS YOU
MAY DEEM TO BE APPROPRIATE. INFORMATION OBTAINED FROM EXTERNAL SOURCES CANNOT BE
GUARANTEED AS BEING ACCURATE. THE MATERIAL SHOULD NOT BE REGARDED BY RECIPIENTS AS A
SUBSTITUTE FOR THE EXERCISE OF THEIR OWN JUDGMENT.
ANY OPINIONS EXPRESSED IN THE MATERIAL MAY BE SUBJECT TO CHANGE WITHOUT NOTICE AND ARA IS
NOT UNDER ANY OBLIGATION TO UPDATE OR KEEP CURRENT THE INFORMATION CONTAINED THEREIN.
THERE IS NO REPRESENTATION AND WARRANTY FROM ARA AS TO THE TRUTH, ACCURACY, COMPLETENESS
AND RELEVANCE OF ANY OF THE INFORMATION CONTAINED IN THE MATERIAL AND AS SUCH, ARA, ITS
DIRECTORS, EMPLOYEES, AGENTS AND AFFILIATES ACCEPT NO LIABILITY WHATSOEVER FOR ANY LOSS OR
DAMAGE OF ANY KIND ARISING OUT OF THE USE OF ALL OR ANY PART OF THE MATERIAL.
2. FORWARD LOOKING STATEMENTS
THE INFORMATION PROVIDED IN THE MATERIAL CONTAINS FORWARD LOOKING STATEMENTS SUCH AS
TARGETED RETURNS, ESTIMATES, BELIEFS, AND FORECASTS OF FUTURE PERFORMANCE. FORWARD LOOKING
STATEMENTS ARE SUBJECT TO INHERENT UNCERTAINTIES AND CONTINGENCIES AND ARE BASED ON
NUMEROUS ASSUMPTIONS WHETHER OR NOT MENTIONED IN THE MATERIAL. THEY ARE USUALLY PROVIDED
FOR ILLUSTRATIVE PURPOSES ONLY, AND THEREFORE CANNOT BE RELIED ON AS A GUARANTEE, AN
ASSURANCE, A PREDICTION OR A DEFINITIVE STATEMENT OF FACT OR PROBABILITY. MANY ACTUAL EVENTS
AND CIRCUMSTANCES ARE BEYOND THE CONTROL OF ARA. SOME IMPORTANT FACTORS THAT COULD CAUSE
ACTUAL RESULTS TO DIFFER MATERIALLY FROM THOSE IN ANY FORWARD LOOKING STATEMENT INCLUDE
CHANGES IN INTEREST RATES, OR DOMESTIC AND FOREIGN BUSINESS, MARKET, FINANCIAL, POLITICAL AND
LEGAL CONDITIONS. THERE CAN BE NO ASSURANCE FROM ARA OR ANY OF ITS AFFILIATES THAT ANY
FUTURE PROJECTIONS CONTAINED IN THE MATERIAL WILL BE REALISED.
3. DISTRIBUTION OF THE MATERIAL
THE MATERIAL IS MADE AVAILABLE ONLY TO YOU. THE INFORMATION PROVIDED IN THE MATERIAL AND ANY
SUBSEQUENTLY DELIVERED AMENDMENTS OR SUPPLEMENTS IS NOT INTENDED FOR DISTRIBUTION TO, OR
USE BY, AND ARE IN PARTICULAR NOT DIRECTED TO, ANY PERSON OR ENTITY IN ANY JURISDICTION OR
COUNTRY WHERE SUCH DISTRIBUTION OR USE WOULD BE CONTRARY TO LAW OR REGULATION, OR WOULD
OBLIGATE ARA OR ANY OF ITS AFFILIATES TO COMPLY WITH ADDITIONAL RULES OR WOULD SUBJECT ARA
OR ANY OF ITS AFFILIATES TO ANY ADDITIONAL REGISTRATION REQUIREMENT WITHIN SUCH JURISDICTION
OR COUNTRY. ANY REPRODUCTION OR REDISTRIBUTION OF ANY INFORMATION CONTAINED IN THE
MATERIAL (WHETHER IN WHOLE OR IN PART) WITHOUT THE CONSENT OF ARA IS STRICTLY PROHIBITED.
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