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ABSTRACT

Chinabdbs second | argest Agglomerate in the field o
Dollar in the garb of extending its operations, venturing into the field of electric vehicle manufacturing t
transgressing all tharee redlines imposed by Xi Ping government on debt to be held by companies. Although n
of the borrowing is from one to one within the country, but international bonds are also held by some foreign
With this giant not in a position to raethe payment liabilities due since September, 2021, having been caug!
severe cash crunch, has barely managed to repay some dues within the country by disposing the assets at disc
and deferring payments to suppliers and by issuing pameds. The company has also failed to meet the internat
obligations in case of international bonds and may seek more time from them, the contagion will spread to somr
banks of countries across the globe but it is not expected to be so sexigushe Lehman Brothers case of 20
However, due to nepayment of the dues within the country to the creditors and suppliers as well as to the cu
who had deposited amount of advance with the company for booking the flats and bungalows snpravimges will
cause considerable financial distress within the country, adversely affecting the demand as a whole in the ecc
the Central Government is not willing to bail out the company some of the provincial governments will try to pro
rights of some suppliers and customers to a small extent by disposing off the assets at highly discounted rate
proposed modalities of the procesegstill not clear. The aim is to reduce the impending damage to the targeted
growth of tre economy, which is very considerably has hither to been achieved by resorting to such action:
companies which constitute &émor al hazardo, as nov
direction, therefore, all the cowases relating to the crisis are transferred to the provinces. However, another pro
the halff i ni shed apartments which constitute a major
apartments, the demand has dwindled. In China, reateestvestment is a major part of average Chinese fa
expenditure from lifdime earnings. With so much of money clogged, the average purchasing power of the citize
come down drastically, affecting the rate of GDP growth. As the moral hazardhgrate of China has also dried |
considerably, the Chinese economy will suffer a steep downward trend, unless they develop other forms of <
growth rate involving moral hazard of somherkind. Looking to these conditions, the latest World Enuit Outlook
has revised the growth rate projection for China to 8.1% for 2021 and 4.8% for 2022, whereas for India it is 9
9.0% respectively
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INTRODUCTION

In just a fewyears Evergrande Real Estate Group, a regional construction Company, cataputbed imto o f Ch i n ¢
biggest Real Estate Grotyaving more thari300 projects spread ov880 cities in ChinaThe world is still waiting to
find outabout what happens to the troubtemhglomerate and its mountain ofdéebth e pr operty devel op
is a major test for Beijing and some experts fear that it could turnGhinese Lehman Brothers moment, sending
shockwaves across the world aomies. It is important to mention here that the real estate sector accounts for 30% of
Chinese GDP. On a few occasions the company has failed to meet the crucial debt repayment\Weatihvit.happen
next to the companrdy will Beijing bail it outor it will be restructured or it will be allowed to fail.

The Expansion and How did it run into Troubled Waters:

In recent years, Evergrandeds debts ball ooNowd@dhasas it
accumulated over $300 bilio wor t h of debt and Il iabilities and develo
indebted developef.he giant has also expanded into many other ventures and many experts like Goldman Sachs believe
that the companyébés struotaseehbtai mademot e ifhdeicénfplexgyenf pi ct |

'SourceiMF, The latest World Economic Outlook, January, 2022.
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Evergrande group and the lack of sufficient information on its assets and liabilities add to the unc&wkinty.
observes that AThe story otfr Eovteurgalandlealilsen dqies stt@wrhior a

The Financials
Some of the latestinancial Ratios of the company are:

Valuation
Price/Book Price/Cash Flow Price/Sales Price/Earnings
0.17 0.35 0.07 2.04

Financial Health

Quick Ratio (Currenf\ssets Current Ratio (Current Interest Debt/Equity
Inventories)/(Current liabilities) Assets)/(Current Liabilities) Coverage
0.17 1.24 5.66 3.00

From the above ratios the main observations at rdeesl can besummarized as:

Highly leveragedtotal debtoveBx s har ehol dersé equity.
Reliant on shorterm funding.

Spiralling interest payments.

Negative cash profits.

Liabilities probably exceed value of assets: strong possibility insolvent.

agrwdE

The extraordinary growth has been maidébtfinanced. Moreover, it is highly leveraged with large borrowings and
other liabilities balanced on a small silver of equity (Debt/Equity). This ratio, as shown above is now over three times
sharehol der sé equi toégcantinlirg suppsrt by afféringasimetermdorrowintgs | ender s

The Ballooning Debt

I't has been observed that since 2010, more than halff
to two-thirds in the year 2013 and in the year 2014, it tripildare ofEquity in total funding had fallen to just 13%,
despite an increased contribution from minority investors and significant revaluation gains on its investment properties.
Similarly, the proportion of financing provided by customer deposits osqicepropeties hal more than halveduring
this period.The below Figurel indicates the breakup of the total borrowings including perpetual capital instruments
which hal more than tripled by 2014.
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Since 2013, the company has borrolagie amounts of perpetual capital instrumenhtese are regarded as equity
for accounting purposes, as they have no fixed repayment date and distributions can be deferred. Fowever,
shareholders it is a debt, as they will be paid ahead of them irot&sekruptcy. Although perpetuals are issued by
onshore subsidiaries, they wil|l rank ahead of the con
perpetuals is that afteecond year, the company is imposed with punitive interest rate.

2 Evergrande: Death Spiral (OTCMKTS:EGRNF)|Seeking Alpha, 2015
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Thus, Evergrande is reliant on the continuing support of creditors and has a severe refinancing risk. Hence it may not
be wise to assume by shareholders and offshore bond hol

Weakening Cashflow
Inordertosee i f the travails of Ever gr anlabkd the anrual ftepbrtsiohh v e |
the last five years. The crucial revenue figures are diedow: -
2016 2017 2018 2019 2020

Revenue inMillions RMB 211,444 31102266,196 477,561 507,248Revenue Growth
59% 47% 49% 2% 6%
Thus, Evergrandeds revenue growth fell consistently |

largest drop being between 2018 and 2019. This iblirgusince rapidly falling growth is more than just a warning sign
as it may incentivise bad accounting practiaed also risky business practices in order to make the figures look pretty.

Although the revenue of the company rose and profits stayethtatasklow statement tells a different story. The
main relevant data are given below:

2016 2017 2018 2019 2020
Cash Flow from Operations
(CFO) -58,610-150,97%4,749 -67,357 110,063
Free Cash Flow to the Firm
(FCFF) -44,063 -111,696 99,487 -15,729 169,791
CFO/Net Income -3.33 -4.07 0.82 2.1 3.5

Negative CFO shows that the company is unable to make money from its operations. An erratic CFO means that the
firm may be at the meraoyf lendergo fund its operations.

Net income is a mix of accruals and cash, while CFO is pure Gashefore, CFO to Net Income ratio tells how
much of the booked profits for a year were received in cash. In healthy firms, this ratio will be flatgoAigalling or
volatile ratio of CFO/Net Income indicates an unusually higimberof accruals and thus both are alarmidm
unusually highmumberof accruals in the income stateméntausedy the volatility of the ratio analling CFO.s

Boosting Cash by Delaying Payments

Del aying payment to the suppliersd bolsters CFO in re€
is the number of days payable outstanding (DPO), or the number of days the cost of sales is lying unpaithitigever
else remains constant, an increasing Ddf@©@omes troublesome. In case of Evergrande, the DPO jumped frodagy 9
in 2016to553Jaysi n 2020. The companyés cashflow statement show
2019 to 110 bn RMBn 2020. This was due to receipt of trade payables, which rose by RMB 77 bn despite decline in
property construction activity. This is not sustainabl®m this increase in the cashflow, the company repurchased RMB
4 bn of shares and paid dividend worth &9 RMB in 2020.This draws the inference that Evergrande likely delayed
payments to the suppliers boosting CFO to pay dividends and repurchase shares. At the same time in 2020, it took new
loans of RMB 303 bn.

Increasing Write-Downs

Another manipulation in accounting that was resorted to by Evergrande was showing properties under development
(PUD) and properties held for sale (PHS) as assets on its balance sheet. In aggregate, these accounted for nearly 60% o
t he f i r mds 2089sasde2028Althdugh thenaghounts involved aseall, they tend to indicate a deteriorating
mar ket for the firmbés properties. This trend started ir

The Increasing Borrowing Costs
Thefollowing are theyearwise borrowing cost of the debt for Evergrande:

2016 2017 2018 2019 2020
8.27% 8.09% 8.11% 8.63% 9.46%

The increase in the borrowing rates may be due to two reas@nRise in the general lending rate in Chinaigr
increased credit i s k . However, Chinadés prime | ending rate has re
can be that the banking sector eisk in the lendings to Evergrande.

®Balance Sheet and Annual Reports of Evergrande.
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Chinese Regul atorsdé6 Crusade Against Excessive Debt

For the past several years Chinese regulators have worked hard to reduce overreliance of the economy on debt. As a
part of this regulatory push, they have implemented, wl
These include rad | i mi t s o debt/assetcratiop gebieyguitysratio and its casto-shorttermdebt ratio.
These three red lines affected all the highly indebted developers, as also Evergrande. The companies were forced to pay
down debts, sell assets and maag to cut back their operations.

The reasons were obvious why the policymakers have been so much concerned about real estate debt in China and
debtingenerd Chi na 6s otb-GOPcaticasbared leyl#5% points in the last five years, living with gstahe
highest debt ratios for any developing country in the history. Moreover, the real estate sector is notorious for its addictio
to debt. This they did not only from the banks and bonds but also by preselling apartnhem&boyers many months
and years in advance by taking full or partial value in advance. They paid to suppliers and contractors by means of
commercial papers and receivables rather than cash. They even sold credit products known as wealth management
products to retail investors. Asrasult, the Real Estate sector became one of the rdejars of Chinese economy
accounting for aimos30% o f t h e c orhimgenenatédsa re@l@fate bubble where the housing prices became
several times higher than the relative household incomeh higher than that in the US in 2008 downturn. This resulted
in a lot of empty homes and apartments, easnhigh as20-25%, especially inmore desirable cities, owned by
speculative buyers who had no interest in either moving in or renting out. Emying creates no economic value,
rather it incurs a significant economic coStich problem had never stuck China in the past and debt did not become
such a big problem as they expected that at the last moment local government and regulators with steajiitalize
the borrower if neededs a result, there was very little credit differentiation in lending markets and the Banks, insurance
companies and bond funds fell over each other to lend to large, systemically important borroweéter words,
moral hazard underpinned the entire credit market. Therefore, it is not an easy problem to resolf/éhey intervene
to support creditors, they will reinforce moral hazard and lose credibflilgey do not and force the borrower and its
creditors to wek out their disputesising only the internal resources of Evergrande, the regulators will face roiled credit
mar kets, widespread financial distress and the role of

Contagion Riskswithin China

The first and foremostontagion risk lies with the crediharket of China. Any credible of moral hazarist
transform the Chinese Credit Markets and the ways in which they allocate risks. This process will though be good in the
long-run but in shorrun it will be financiallydisruptive process. This is because for three decades, Chinese lenders have
made loans based on the assumption that the large borrowers would be bailed ouvesélg the credit and bond
portfolios have built around political perceptioand pressureather than around credit risk and the portfolio needs of
creditors and there has been very little discrimination in credit pricing. Therefore, in the long run, the financial markets
will have to go through a major repricing of credit and the correspomdailpcation of credit risk portfoliofRReforms of
this level will not be easy and all the stdkelders would respond rationally, which will result in creditors to liquidate
substantial portion of their credit portfolias at the very least, refuse éaxtend new loans. This very reluctance would
create distortions in clearing process, which could lead to financial disruption and the contagion may spread even to
healthy borrowersSigns of such a distress are already becoming visible. For example, homebuyers are frightened by
what they read in newspapers and are reluctant to close on homes, resulting in an already sharp declisalg home
They are also likely to refuse to prepase unfinished apartments or put down deposits, except at large discounts,
thereby squeezing liquidity further and raising financial costs for the develdpees. suppliers and construction
workers have stopped work and do not accept commercial papgrom@n As this rational behaviour on part of
stakeholders is affecting the whole of the property sector of China, if it is not quickly hal@tdrive the developer
companies to insolvency.

Moral Hazard Growth Rate of China

The indications are thahé¢ Central Chinese Government would not bailbwt e r gr and e . Chinabds a
politically determined GDP growth rate targets requires moral hazard and the reqaatoogeliminate moral hazards
until Beijing scraps the growth target and allogsowth to fall to whatever underlying rate the economy can
accommodaten order to achieve this growth rate China has another source of economic activity, referred to as residual
growth. This growth mostly consists of malestment by property sector ahg local governments building excessive
amounts of infrastructure. Wheneveigh-quality growth falls short of the target, this residual rate makes for it. For
example, |l ast year Chinadés growth rate was negative Bei

However, the problems faced by the Real Estate Sector in China are hard to resolve as it is a very complicated
problem with politically conflicting objectives. However, this may involve what Zhou Xin, oth&h China Morning
Post descr i bes tad o pravendricks: eotling dveradebk haircuts on assets and emergency payments to the
most vulnerabl eo.
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Because local Banks are expected to continue to fund growth, they will probably be next in line, followed by other
Chinese creditors, with externalirrency creditors probably bringing up the rear. A surge in lawsuits by these foreign
creditors claim unfair discrimination can be expected. However, a hunt for those who will be held responsible for
especially egregious forms of financiasses couldlao be in the offing.

Il s it Chinads Lehman Brothers Moment ?
AsEvergrande6s woes mo aracompdringitovthethe ¢ ehmem 8rothess falh in 20@éhich
had filed for bankruptcy in the most dramatic collapse of the global financial @isisanalysts have largely talked
down the global financial crisis comparison which will be too pessimistic to tifitidle the US and Chinese financial
systems are vastly different, with government intervention in China is far from an exception, theismmpaaccurate
in that both firms engaged in irresponsible activities when times were good and later faced the spectre of sudden
illiquidity when financi al conditions deteriorated. on
extentselfimposed due to tightening of restrictions on real estate firm indebtedness.

Ot her startling difference is that Lehman was dealin
The Chinese government, while being averse to bail lmag, rightly been urging Evergrande to liquidate its unsold
properties in order to stave off default on interest on its US bond falling, due slhoitly will take liberties with the
distant offshore lenders by pleading for time and getting~itrthernore, unlike in the US crisis, the flashpoint in
Léaffaire Evergrandeis not default by hoitseH Addthaputativea k er s
default is only with regard to interest with the earliest tranche of bonds matu20g@4n That said, the markedannotbe
oblivious of the brewing trouble because realestate account2f86 of GDP and 8@ercent of household wealth of
China. It is also a big source of government revenue.-delied real estate growtsdo ne r eason Chinabs
ratio is 300 percentlus. What should worry Chinese Government is the unedifying appellation of junk bonds
Evergrandeds debt instrument has inevitably attgsomcted.
the dollar as Bloomberg compilation shows.

The latest World Economic Outlook has revised the growth projecti@hima to 81% in 2021 andt.8% in 2022
whereas for India it is 8% and9.0% respectively:
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