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KEY TAKEAWAYS  

▪ In the first 8 months of 2021, bond defaults exceeded 2020 levels, reaching over USD 18 billion. The aviation sector 

accounted for most bonds defaulted YTD (35%), followed by the housing sector (28%).  

▪ China’s housing sector is a “grey rhino” and is subject to tighter macroprudential measures. In particular, the “Three Red 

Line” (3RL) policy has led to a rapid deleveraging, exposing large credit risks for real estate developers.  

▪ While attempting to tame this “grey rhino”, they have incurred higher contagion threats. Although this remains 

manageable, this could easily become systemic if the company’s default is not managed properly.     

 

Corporate defaults soar, led by housing and aviation 

On December 2020, we published a report entitled “China: 

Don’t fret over an increase in corporate bond defaults”. In 

this report, we highlighted three reasons for rising bond 

defaults in 2021 and three reasons why these would not 

become systematically important. In a nutshell, we expected 

that a combination of tighter domestic liquidity and 

deleveraging would lead to a higher incidence in corporate 

delinquencies. However, these would not result in systemic 

risks, as policymakers have the levers to intervene if 

needed. Although this assessment remains valid, recent 

developments in China’s housing sector have raised doubts 

once again, requiring us to revisit this narrative.  

In the first eight months of 2021, bond defaults exceeded 

2020 levels, reaching over USD 18 billion (Chart 1). 

Assuming a default rate of 4%, that could result in a record 

level of corporate delinquencies of over USD 30 billion in 

2021. In terms of sectors, the aviation sector accounted for 

the most default (35%), understandable in the context of 

COVID-related disruptions. The housing sector came in 

second place (28%), almost double the share relative to 

2020 (11%). This is not surprising as the sector is highly 

leveraged and is also facing large bond maturities in 2021 

and 2022. The high-profile default case of China Fortune 

Land only accounted for 40% of all real estate defaults YTD, 

making risks more prevalent for the sector. The healthcare 

(12%) and hardware (11%) sectors came in third and fourth 

place, but unlike the real estate sector, these were entirely 

due to two individual companies: Kangmei Pharmaceuticals 

and Tsinghua Unigroup. 

Notwithstanding the large increase in defaults YTD, these 

remain minuscule relative to China’s massive USD 4 trillion 

bond market (less than 1%).  Higher defaults are positive 

long-term as deepening financial reforms require a shift 

away from implicit guarantees. In the meantime, the 

People’s Bank of China (PBOC) will have to proactively 

manage domestic financing conditions, an approach which 

they have characterised as “cross-cyclical” liquidity 

management. The good news is that the bulk of policy 

tightening has already taken place in H1-21, reducing 

pressure on the financing front. Our baseline scenario 

assumes that PBOC will continue to inject liquidity via open 

market operations (OMOs) and implement one additional 

Reserve Requirement Ratio (RRR) cut to offset maturing 

Medium-term Lending Facility (MLF) loans before the end 

of 2021. Nevertheless, a potential deterioration in China’s 

domestic housing sector poses risks to this scenario. In 
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other words, more easing would be required if things take a 

turn for the worse.  

Chart 1: Bond defaults increased in 2021 

 
Chart 2: Number of 3RL not being met (% developers)    

 

Taming the grey rhino: risks for the housing sector 

China’s housing sector is subject to tighter macroprudential 

measures and this trend is here to stay. On August 2020, 

the PBOC and Ministry of Housing and Urban-Rural 

Development introduced the “Three Red Line” (3RL) policy, 

encouraging developers to meet three criteria before 2023: 

1) total liability / total assets ratio of less than 70%; 2) net 

gearing ratio of less than 100%; and 3) cash / short-term 

debt ratio exceeding 1x. Limits on debt would then be 

placed depending on the progress made on the 3RL. 

Despite the 2023 deadline, companies not meeting two or 

more of the 3RL requirements had difficulties accessing 

financing from the onset. As a result, the sector has been 

forced to deleverage hastily, as evidenced by rapidly 

improving financials for H1-21 (Chart 2).  

Real estate development is a capital-intensive business 

model. Developers rely on their personal networks and 

access to financing to secure land stocks. Once a 

development is completed, units are quickly sold to 

generate cash flow to meet debt obligations, while profits 

are deployed towards future investments. Any unexpected 

situation could potentially trigger a credit event. Given the 

size of the housing sector in China’s economy (around 20-

25% of GDP), rising debt levels had policymakers worried. 

The term used to describe this is “grey rhinos”. Unlike “black 

swan” events, which are unforeseen and unlikely 

occurrences, “grey rhinos” are “highly likely, high impact 

events that do not get enough attention”. President Xi 

addressed the need to tame China’s “grey rhinos” (housing 

bubble and local government debt) for the first time in 

January 2019, during an address to senior Communist Party 

officials, and again in January 2021.    

Deleveraging in the housing sector also serves political 

purposes. President Xi Jinping has held the view that 

“houses are for living in, not for speculation” since 2016.  A 

survey by the National Bureau of Statistics (NBS) identified 

that households could not afford to have more than one 

child as they remained constrained by “three burdens” – 

housing, education and healthcare. To this avail, the April 

2021 Politburo meeting emphasised “preventing housing 

price speculation in school districts”, suggesting that the 

policy focus will extend to this sector next.  Property prices 

in China’s top-70 cities declined to 3.7% in August, down 

from 4.1% y/y in July (Chart 3). This was led by a weakening 

in property investment to 10.9% YTD y/y, down from 12.7%. 

Despite cooling signs, property prices remain high after 

appreciating significantly in 2020 and 2021, increasing by 

4.9% and 4.1% YTD respectively. Prices in tier-1 cities such 

as Shanghai, Beijing and Shenzhen increased even faster 

despite stricter macroprudential rules, such as mortgage 

caps and limits to home ownership, remaining in place.  

Against this backdrop, the woes surrounding China’s 

second largest real estate developer by sales have come to 

the fore, sending ripples through the domestic credit market. 

Evergrande is a multi-industry conglomerate, which has 

amassed over USD 300 billion in liabilities over the years. 

The company accelerated efforts to cut its debts since the 

introduction of the 3RL policy in 2020, but late payment of 

suppliers and interest on loans have led to rising concerns 

amongst investors. Evergrande shares dropped about 90% 

as a result, while its dollar bonds are trading around 70% 

below par. Without access to fresh funding, Evergrande 

may find it challenging to pay suppliers, finish ongoing 

projects or raise income. The company is not facing any 

USD or CNY bond maturities until 2022, but it has coupon 

repayments in September and every month until the end of 

2021. The next weeks will therefore provide more visibility 

as to how China plans to unwind the company and how it 

intends to walk the tight line between growth and reform.  

Most analysts have identified a “guided default” as the most 

likely scenario. Under such circumstances, Evergrande 

would undergo an orderly liquidation of assets, including its 

property management arm, EV business, land stocks and 

core real estate assets. In exchange, the Chinese 
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government will use moral suasion to direct banks to extend 

loans so that operating cash flow can be maintained. This 

would allow Evergrande to complete ongoing projects. 

Unsold units can be used to access working capital; whilst 

sold projects would be delivered to their rightful, hard-

working, prospective first-time homeowners. Hundreds of 

people have been gathering outside Evergrande’s  

headquarter in Shenzhen, demanding repayment of 

overdue Wealth Management Products (WMPs). Failing to 

deliver sold units would lead to higher social turmoil, which 

irks Beijing, as the optics ahead of an important power 

transition matter greatly. Credit investors will undoubtedly 

be expected to accept the haircut. Although this scenario 

has already been priced in, it is not yet clear if the 

government would bail out the company in case things 

deteriorate further. Direct financial support would 

contravene the policy objectives outlined above, resulting in 

more moral hazard. As a result, the possibility of an 

“uncontrolled default” needs to be monitored closely, as the 

contagion risks pose domestic and global systemic threats.  

Chart 3: Housing prices need to come down further  

 

Chart 4: Top-10 sectors with stress in debt service 

  

Implications for investors – beware of contagion risks  

China’s housing sector woes have already impacted the 

broader credit market. Real estate developers account for a 

large proportion of China’s offshore (USD) HY bond 

issuance. Evergrande alone is 10% of Asia HY bonds and 

16% of China’s HY bonds. As a result, credit spreads have 

widened in both the China HY (1400 bps) and Asia HY (900 

bps) spaces, exerting pressure on issuers from India to 

Indonesia. Spreads will remain wide until we have better 

visibility, likely within the next weeks. In case of an 

“uncontrolled default”, the spread could widen further.  

Contagion risks will also impact the banking sector, due to 

direct exposure to Evergrande bonds and off-balance sheet 

WMPs. Evergrande liabilities involve more than 128 banks 

and 121 non-banking financial institutions, including: 

Minsheng Bank, Agricultural Bank of China, Zheshang 

Bank, China Everbright, ICBC and China CITIC. In an 

“uncontrolled default” scenario, it is expected that the 

national NPL ratio would increase from 1.8% to 3%. 

Unsurprisingly, banking stocks have also been impacted in 

the past weeks. However, the latest stress test conducted 

by the PBOC indicated that this would still be manageable. 

If the NPL ratio for property-development loans were to rise 

by 15pp and that for mortgages by 10pp (above 

expectations from Evergrande default alone), capital 

adequacy ratios would drop modestly to 12% from 14%.  

Beyond the housing and banking sectors, an “uncontrolled 

default” scenario would also impact the economy via indirect 

channels. Higher NPL ratios would result in increased 

borrowing costs, which could push companies in unrelated 

sectors, such as utilities and industrial services, into default 

territory. To identify the sectors with the highest risk, we 

considered the proportion of listed firms with total liability / 

total assets exceeding 70% and net debt ratios exceeding 

5x (Chart 4). An increase in borrowing costs from current 

levels would likely trigger a rise in the default rate to 11%, 

resulting in exponentially higher corporate delinquencies in 

2022. That does not bode well for job creation or 

consumption, both priorities for China’s strategic 

transformation. Other research houses estimate that the 

impact of such a scenario could shave off between 2-4% of 

Chinese GDP, which is a substantial amount.  In sum, while 

the authorities need to walk a tight line between growth and 

reform, they will be the ones to blink first. In the meantime, 

a more cautious and highly selective approach is warranted.  

Author 
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