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Explaining Evergrande

* China’s model is an investment-driven model, at the expense of
consumption.

* In recent years, China has been able to sustain high levels of
growth primarily through significant growth in debt.

* Local governments depend on land to meet fiscal obligations. Land
sales now represent 60% of total local government revenues
(2020). Land can also be collateralized to allow for LGFV borrowing.

* Beijing wants to force a correction and steer more debt away from
residual non-productive investment to “high quality” investment.

* But...80% of Chinese household wealth stored in real estate.
* Evergrande crisis a symptom and at the crux of this dilemma.
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Investment Continues to Be Major Source of GDP
2007-2019
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Investment as a Share of GDP

Select countries, over 20-year periods
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Real Estate Sector in China

Share of GDP,
including multiplier
effects
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Source: Rogoff, Kenneth, and Yuanchen Yang. 2021. “Has China’s Housing Production Peaked?”
China and the World Economy 21 (1): 1-31.
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* Accounts, directly and

indirectly, for an
estimated 29% of China’s
GDP.

* Rogoff and Yang, 2020.

e 6.5% of direct value-

added.

e /8% of Chinese

household wealth tied up
in residential property,
versus 35% in the U.S.

* China Guangfa Bank and
Southwestern University of Finance
and Economics.
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Real Estate Sector in China

Billions of Square
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Source: National Bureau of Statistics of China, multiple years.
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* Housing market reform in
1998.

* Residential floor space
increased 6.7% per year
(CAGR) between 2014 and
2020.

* The total value of Chinese
homes and developers’
inventory hit $52 trillion in
2019, twice the size of the
U.S. residential market and
outstripping even the
entire U.S. bond market

* Goldman Sachs Group Inc.
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Real Estate Sector in China
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* 90% of new homes sold via presale. ~ **
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Housing Affordability in Chinese Cities (Working Paper WP20LS1). Lincoln Institute of Land Policy; China
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How We Got Here

Debt-to-Nominal

GDP * Chinese banking
300 system’s assets are
27 strongly tied to the
250 property sector.

* Ratio nearly doubled
200 during Global Financial
Crisis to 2021 Q1.
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Source: National Institution of Finance & Development ([EF 5 %545 % FESL % 5). 2021. China’s Macro Leverage Ratio
Database.
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Land Finance (-
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* Total local government

revenues in 2020
summed to 14.1 trillion,
including special purpose
bonds and central
government transfers.

Income from land sales
accounted for 60% of
local governments’
revenue in 2020.

Land reserves also
transferred to LGFVs to be
used as collateral for
borrowing.
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Policy Context

New economic theory leaves little room for real estate

Xi Focus: Xi stresses high-quality development, improving
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Evergrande ‘not too big to fail’: Chinese o . .
. * One key concern is “the resumption of infrastructure and
analyst responds to foreign hype manufacturing investment lags behind real estate investment.”
China-bashers lack professionalism in hyping single case (August 19, 2021) ‘ HIGH PEAK STRATEGY
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How We Got Here

Policy and political economy context

Policy Shifts and New Policy Frameworks

New efforts to deleverage the economy and
rein in shadow banking.

China 2025 and focus on more productive
sectors than real estate.

“Common Prosperity” (2021).

“Dual Circulation” (2020).

Efforts to encourage higher fertility rate.
Deprioritizing rate of economic growth.

Preceding Factors

Fiscalization of land, or “land finance” (L #bIHiE).

Rapid expansion of debt and diminishing ROI.
Demographics.

Increasing housing “unaffordability.”

Local government incentive structure.
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Tactical Measures

Restructuring of
defaulting institutions, e.g.,
Huarong, Baoshan Bank.
Three Red Lines.
Government-stewarded
deleveraging of major
conglomerates HNA,
Anbang, Fosun, and
Wanda.

State Council says that
LGFVs should restructure or
go bankrupt if unable to
pay back debt.
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Additional Questions and Feedback:

Spencer Cohen, PhD
High Peak Strategy LLC
spencer@highpeakstrategy.com

Visit us at;: www.highpeakstrategy.com
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