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Evergrande - risk of domino effect?
• As most of you know, Evergrande is the largest property company in China and owns more 1’300 projects in 280 cities, holding
approximately 2% of the Chinese real estate market . It is owner of the soccer team Guangzhou Evergrande, with a soccer school
that costs USD 185 million a year. In addition, is currently working on creating the world’s biggest soccer stadium (USD 1.7 billion
and 100k seat spectators), assuming the construction is completed next year.
• The company has liabilities exceeding USD 300 billion and, apparently, sits on unfinished projects worth over USD 1 trillion and
as many as 1.5 million people are waiting for delivery of their homes. Customers have deposited advance payments around USD
200 billion in cash. Market participants are also arguing about possible “off-balance-sheet shadow banking” in wealth
management products (WMP) sold to employees (70k retail investors are tied up in these products, according to a REDD report).
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• On the 20 of September global markets are wondering whether the company is going to default. If so, the contagion effect is
going to have a major financial impact- similar to the Lehman Brothers’s bankruptcy back in 2008. The problems at Evergrande
have been known about since March 2021, rating agencies have already downgraded the unsecured debt to junk level C from
B2, so latest developments are not actually a surprise. In fact, the main stress in the Chinese high yield sector is focused in the
low “B” rating segment, spreads in BB and IG sector have not been impacted materially.
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Evergrande - risk of domino effect?
• The real estate sector contributes to about 29% of China’s economic output. The residential property slowdown deepened in
August 2021 when home sales by slumped in value by 20% from a year earlier and 60-65 million units are currently vacant.
• As explained at the beginning of the year, with most developed market bonds trading at negative yields (around USD 16.5 trillion)
institutional investors like insurance companies, pension funds, asset management companies and sovereign wealth funds
started to invest in Chinese bonds, which offered attractive yields compared to global alternatives. Before the current crisis, real
estate developers in China were yielding over 10%, which attracted many foreign investors.
According to UBS, the total liability of the Chinese property sector is close to USD 4.7 trillion, however, the offshore bond market
accounts for only 4.5% of the total financing for the sector (USD 209 billion).
Evergrande has USD 19 billion of offshore bonds, which is 9% exposure to the total offshore bond market. All the most reputable
asset managers worldwide are invested in Evergrande bonds (Blackrock, Amundi, UBS, Ashmore, HSBC to mention a few).
• Back in 2020 China’s central Bank (PBoC) started capping developers’ borrowing and directed lenders to focus on “Three red
lines”, which are new thresholds on 3 financial ratios: liabilities vs total assets, net debt vs equity and cash to short term debt. The
PBoC aimed to curb speculation in real estate activity and to make housing more affordable and less dominant part of the
economy. At the end of June 2021 Evergrande breached all of those metrics was, therefore, not in the position to increase debt
for the coming year. According to the magazine “The Economist” the Chinese government is imposing curbs on developers, but
mortgage costs are on the rise. Therefore, potential homebuyers are having to wait for a home purchase and this is the main
reason of slower property sales and falling real estates prices.
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Evergrande - risk of domino effect?
• We actually agree with some market experts that in the event of Evergrande’s default there would be serious repercussions
throughout the whole high yield space: Therefore, we expect central banks to intervene, especially since the Chinese government
has enough reserves to do so. Evergrande, on its side, has begun repaying investors of wealth management products with
discounted real estate and also started to pay back some interests. Similar historical cases show that WMP defaults were orderly
managed from SOEs (state-owned enterprises) and the recovery rates is typical 30% to 70%.
• Many market participants expect a contagion throughout the Chinese real estate market with collapsing prices. Also spreading
to India because of reduced steel and iron ore demand (the price of steel already corrected more than 20% from the highs and
commodity producers more than 30%). Contagion will also impact other commodity countries like Brazil, Russia, etc. The
European luxury goods and car producer sectors should also suffer, but most of these stocks already corrected over 20% from
recent highs. Hong Kong property firms also fell on Monday on fears of a contagion.
• Global equity funds’ exposure to China and Hong Kong has already plunged to the lowest levels since 2016, as have valuations.
• Chinese regulators are “fighting” over a number of fronts. The Delta Covid variant is slowing down the economy and the Chinese
central bank was forced to injected 100 billion yuan (USD 15.5 billion) into the market in order to maintain liquidity in the banking
system. In addition, having the inflation under control, China can still ease monetary and fiscal policy to support growth and
compensate for internal weaknesses. According to China’s official fiscal deficit, the government has room to spend more without
revising its deficit target. There are reassuring signs showing that the Chinese authorities seem to understand how serious the
situation has become.
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Evergrande - risk of domino effect?
• Conclusion:
• The Chinese government introduced new regulations in order to curb speculation in the real estate market in the name of
greater income equality or, as they call it “common prosperity”. We believe this intrusion could result in a major real estate
collapse, which going to be translated into a deep recession and the freezing of financial markets is a high cost to pay. In addition,
real estate is 70% of Chinese wealth. Therefore, we genuinely believe in the intervention of the central bank to technically avoid
a bankruptcy of Evergrande; debt will be restructured thus avoiding a global contagion or, at least, contain it. Chinese authorities
already have experience with such processes. The situation of Evergrande is comparable to other Chinese high-profile
bankruptcies such Anbang Insurance and HNA Airlines. The government appointed large state-owned enterprises (SOEs) as
liquidators to mop up liabilities by selling assets over the course of 2-3 years. We would agree with the opinion of many market
participants that the Chinese government will allow some of the weaker developers to technically fail, as part of a “clean up”
process. Since the real estate sector will remain an important pillar for the Chinese economy, after such a consolidation process,
the government will reach the main aim of having better control over market players, as is doing already in other segments.
Basically, the final countdown for Evergrande could be an opportunity for other, more solid, property developers. During this
process, of course, the equity market is going to experience higher volatility. Therefore, it is important for long term investors to
be invested in solid Chinese companies or sell volatility on solid blue chips.
• China’s top regulators met with Wall Street executives (Goldman Sachs, Citadel, etc.) reassuring them the stricter rules are not
aimed to stifling technology companies or the private sector. The moves on education and gaming industries are meant to reduce
social anxiety. This is another strong sign of Chinese regulators trying to comfort market participants.
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Evergrande - risk of domino effect?
• At the FOMC meeting the FED delivered the expected advance notice that tapering going to happen soon, but the tone what
relaxed in order to avoid spreading additional panic into already anxious markets, also avoid a rally of the USD and supporting
the US Congress, which is voting for an increase of the debt ceiling, in order to avoid a government shutdown. Lawmakers have
until the end of September to fund the government, meanwhile Treasury Secretary Janet Yellen has warned that extraordinary
measures to stave off the debt limit are likely to run out in October. As is most often the case, it is all about politics, but, the end,
a reasonable outcome will prevail.
• Mr. Ed Yardeni compares the possible calamity of the Evergrande event with the collapse of Long-Term Capital Management
(LTCM) back in 1998, when the FED and major banks dealt with the crisis very quickly and there were limited global implications.
“The reality is, Evergrande is too big to fail and the Chinese government is going to intervene big time. They are not going to
save management, but it will be restructured and in a way that won’t harm the domestic economy too much and won’t affect the
global economy or financial market in the way Lehman did”. Nevertheless, Mr. Yardeni does not see the Chinese market
rebounding anytime soon, because Evergrande is only one reason for investors to avoid the region. “The Chinese Communist
Party which runs the government has been meddling, intervening in the markets, interrupting corporate governance, telling
companies how they should manage their business” and he would not be buying on the dips in China.
• From a technical point of view globally, Canaccord technical analyst Mr. Dwyer asserts that the time to sell was during summer.
Now is the time to think about adding risk when the environment is scary, sentiment is negative and key tactical indicators have
lined up. Investors should analyze the right entry point for the year-end opportunity. KTS is trying to figure out whether to deploy
liquidity in the coming weeks or rather be patient and continue to wait for stronger signs of market stabilization.
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Earning
• Earnings are still rising and, therefore, giving support to markets; markets have not only been increasing because of liquidity
injections from global central banks.
• On the left-hand side chart we can observe how the trailing earnings (red lines) is correlated to the S&P 500 Index (black line)
Meanwhile, on the right-hand chart we can observe how FAANG`s earnings (black line) are confirming robust profit growth.

S&P 500 Index vs Trailing Earnings (source: Flowbank/topdown charts)

Robust profit growth of FAANG stocks (source Flowbank/bloomberg)
7

Market sentiment and equity valuation
• Investor sentiment has plunged and is back at the same levels of pessimism as August 2019 (ratio Bull/Bear fell from 1.43 to
0.57).
• Bullish sentiment is down to 22.4%, which is one of the lowest levels since 2009, or the bottom 5% of readings since the start of
the survey in 1987.
• On the other hand, the S&P 500 Index vs Margin debt growth is at 2 standard deviations and turning down. Market participants
are arguing that the only 2 occasions this statistical data occurred signaled the start of the equity market’s correction during the
technology bubble (March 2000 to 2003) and the beginning of GFC 2008 crash. In our opinion, it is difficult to compare the
nowadays situation, because markets experienced after the covid19 crisis a tremendous liquidity injections from central banks (3x
higher than GFC 2008), which, in our opinion, should move the parameters to new levels. In addition, we are definitely in a TINA
paradigm (there is no alternative), which was not the situation back in year 2000 and 2008, when bonds enjoyed outstanding
yields. In fact, equity valuations are still very attractive and cheap based on the metrics “equity risk premium vs 10-year Treasury
yield”, or “Baa corporate bond yields” and the “FED model”. European stocks trade at a discount to US and the spreads is still
winding.
• During the internet bubble, the top 5 stocks of the S&P 500 Index were trading at an average P/E of 60x , today we are at 29.4x
and, nowadays, real yields are negative compared to attractive bond yields back in year 2000. Therefore, it is actually reasonable
to presume that equity markets are not in a bubble.
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General news
• The price of natural gas spiked during the past few weeks, because of supply shortages from Russia and Norway (hit with
disruptions), shortfalls in the alternative LNG market (China and Japan are also buying) and the “last resort” coal is also
experiencing rising prices because of Chinese demand for electricity and production bottlenecks. In addition, the cost of European
carbon permits are at record highs. The lack of wind is also an additional factor (1/5 of electricity is generate from natural gas,
1/10 from power generated by the wind). The high power prices are most pronounced in Britain, because is particularly reliant on
gas and wind (provides 60% of total electricity, almost twice the European average). Our best in class Fixed Income/Factoring
Fund Prestige in UK has invested for more than 15 years wind and biomass projects with UK farmers. Following such a spike in
natural gas prices, the space is probably going to be further supported by the UK government.
• Microsoft Corp approved a plan to buy back as much as USD 60 billion of its stock (2019 was USD 40 billion). Meanwhile the
Congressional Democrats have proposed taxing companies applying buybacks programs (by 2% in order to help to fund
healthcare, education and climate change). Buyback programs are the natural hedge for equity markets, therefore, a substantial
pillar for stability. We believe a 2% tax should not negatively impact company’s managements in approving new share buyback
programs.
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General news
• With stronger US retail sales in August, US consumers appears to be more resilient than feared and precious metals were hit
hard. We recognize that in the short term any economic data can provide reasons for volatility in the precious metal space. We
agree with some market participants that precious metals are not currently backed by safe-haven investors. On the other hand,
we are of the opinion that we need to keep a percentage of the portfolio in the space, because long term fundamentals are actually
in favor of precious metals. Also, producer valuations are too attractive to be ignored. In addition, the market breadth of gold
miners is actually improving and the ratio NYSE arca gold miners vs S&P500 Index is at levels that, historically, turned out to be
a base for a strong rebound.
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Israel vs Sweden
• Israel’s prime minister argued that a third dose against Covid-19 protects people. The Israeli government decided to administer
a third dose of the Pfizer-Biontech vaccine to the public, following an increase in new cases of the Delta variant, in order to end
the existing lockdown. The most worrying aspect was that many of those infected were already vaccinated.
• Analyzing statistical data of Sweden vs Israel, we are asking ourself what is Sweden doing better?
• According to the Swedish health minister, Ms. Lena Hallengren, the key of the successful strategy is the application of long term
measures. Avoiding lockdowns and with use of restaurants, bars, trains and buses adapted with legally binding regulations. Or
recommendations (distancing signs, information, sanitizing, washing hands, etc). Ms. Hallengren added, 5’800 people in Sweden
have died due to Covid-19, mainly as a result of the virus spreading in Sweden’s nursing and care homes in the spring. But
statistics also show that only 15% of infected elderly patients died as direct cause of Covid19.

Daily new deaths per 1 million inhabitant
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DISCLAIMER

This report has been prepared by KTS Capital Management AG (“KTS”) / VICTRIX AG (“VICTRIX”) and is intended
for information purposes only and does not constitute an offer or an invitation by, or on behalf of, KTS/VICTRIX to
make any investments. Opinions and comments reflect the current view of The Investment Team of KTS/VICTRIX
and not that one of a third party. We assumes no obligation to ensure that other such publications are brought to the
attention of any recipient of this publication. Investments in the asset classes mentioned in this publication may not
be suitable for all recipients. This publication has been prepared without taking into account of the objectives,
financial situation or needs of any particular investor. Before entering into a transaction, the investor should consider
the suitability of the transaction to his individual circumstances and objectives. This publication does not constitute
investment, legal, accounting or tax advice or a representation that any investment or strategy is suitable or
appropriate for individual circumstances, or otherwise constitutes a personal recommendation for any specific
investor. We recommends that investors assess the specific financial risks as well as legal, regulatory, credit, tax and
accounting consequences with a professional advisor. The information and data herein are obtained from sources
believed to be reliable but no guarantee can be made that the information is accurate or complete.
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