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People tend to look at past to make sense of their present and “predict” future.

Such is the case these days when everyone is comparing debt repayment inability of Evergrande with Lehman crisis
from 2007.

There are a set of people who believe that Evergrande default will spillover to other parts of global financial system.

And there are other set of people who have reasons to believe this is nothing and shall pass. This is China’s way of
removing excesses. Evergrande’s debt involved is small and largely internal to China. We are in reflationary trade for
the decade and are OK with short term volatility, if any.

Somewhere between pessimism from the past lessons and optimism about long term investing lies a today. Something
that needs to be considered more than what past has shown and what future holds.

So where are we now?

Without repeating too much, we basically continue to operate in a world where debt levels have risen to never-
before-seen levels.

Economies continue to prepone consumption so that pain of slow economic growth is not felt. We thus continue to
borrow from the future to consume today.

On a base of ~$85 trillion global GDP, world is carrying a debt of $281 trillion.
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Heavy Load
Global debt climbed to all-time high of $281 trillion last year
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It will also be difficult for most to argue against a case that asset prices are high. By most traditional measures, we are
at extreme valuations, and in many pockets in a frenzy or a bubble.

And bubbles need just a small prick to pop.

And now we have Evergrande!

Amidst everything discussed above, there comes Evergrande.

In a way, it had always been there. Just that, market participants have now started to recognize that flow of funds for
such blatantly unsustainable activities can also stop.

It has become a poster boy for whatever is wrong with real estate (and many other excesses) in China.
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We are talking of an asset class that is valued at $52 trillion. Chinese real estate is potentially the largest asset class in
the world currently, even bigger than the US bond market. It contributes to ~20% of the world’s second largest

economy.

And now, Chinese real estate has become amongst the most expensive in the world. In terms of affordability, major
Chinese cities are witnessing record high Home Price to Income ratio.

Home Price-to-Income Ratio

Median apartment price to median family disposable income per year

—
Hons Kors N+
seiing [

——_————————————p=
—————————————p»
paris [N - o
singapore || NG -
Munich _ 16.3
London | -
1
Barcelona _ 137
New York | 1o
San Francisco || so
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In comparison, Tokyo’s condos had peaked at 18x during 1980s peak.

With China’s housing prices calming, there already are signs of capitulation. The narrative assigned is China’s policy of
having equitable distribution of wealth and reining in speculation. But when such actions are taken, excesses of
previous 20-30 years can come to the fore, as we had seen in case of Japan in 1980s and US in 2000s.

China’s Average New Home Price
Yuan per square meter
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Chinese authorities had been riding on tiger by allowing construction boom to continue and are now trying to get off
it.

With Evergrande event, the “genie” appears to be out of the bottle.
And it will may be very difficult to put it back in.

A large portion of Evergrande’s debt is CNY denominated. It is a product of China’s massive M2 or money stock
expansion. But it also has ~USS$25 billion worth of foreign currency debt.
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Even though Evergrande’s USS debt is “just” $25 billion, it is part of a larger international Eurodollar market. The

default by such a large company from China means potentially higher risk perception for $500 bn worth of Chinese
foreign currency debt and entire Eurodollar market.

If Chinese debt is defaulting, all ~$12 trillion worth of USS currency debt issued by countries outside of US can get
under the scanner for potential defaults. Asia “High Yield” bonds or low-quality paper market size itself is ~$218 bn.

Exhibit 1: The risk of direct contagion to the US HY market is quite low given the small overlap
with the HY Asia USD bond market
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"The Housing Market Is Almost Frozen" - An Even Bigger Problem Emerges For China | ZeroHedge

This can have an implication on ability of companies and governments, outside of USA, to easily rollover their USS
denominated debt. Panic and pessimism can seep in. Risk perception can increase.

Despite all its might, China is no US. It cannot print the world’s reserve currency and bring itself out of USS$
denominated international debt.

USS debt of non-US entities in USS trillion

as at Dec-20 source: BIS
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Thus, any change in sentiment in Eurodollar market can cause a ripple effect across financial markets. And we have
seen what it means to asset prices. Latest example being Mar-20.

(To know why USS is thinly available, read Dollar Shortage and Eurodollar market here)

Additionally, when 20% world’s second largest GDP is in trouble and likely to deflate, there can be major ramifications
in other areas.

So is Evergrande that prick or not?
Only time can tell.

But, as mentioned above, the “genie” is out of the bottle. It will be very difficult to put it back in. There are ingredients
for it to be a prick.

But the point here also is that...
Large parts of equities are in their 90" or 100" decile when it comes to valuations.

Fixed income is left with no income! Bonds are practically fetching nothing or even taking away out of our future
purchasing power.

Loss making “disruptive” companies are assigned market capitalization that are more than their traditional
counterparts all together combined. As if every such company will “win and take it all”.

Real estate prices remain high.
We see that financial systems rest on the belief that the liquidity flow from central banks will continue forever.
Events like Evergrande thus poses a major risk for a portfolio if it is dependent upon such fragile financial system.

Thus, instead of assessing if Evergrande is next Lehman or not, one may want to prepare today to ensure a higher
endurance level of their portfolio.

To know more on how your wealth can endure, contact us for our Family Advisory and Portfolio Management Services.
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Statutory Details:
Multi-Act Equity Consultancy Private Limited (SEBI Registered Portfolio Manager — Registration No. INP000002965)
Disclaimer and Disclosure:

The views expressed in this article are for educational and reading purpose only. Multi-Act Equity Consultancy Private Limited (MAECL) does not
solicit any course of action based on these views and the reader is advised to exercise independent judgment and act upon the same based on
its/his/her sole discretion, their own investigations and risk-reward preferences. This article and the information do not constitute a distribution,
an endorsement, an investment advice, an offer to buy or sell or the solicitation of an offer to buy or sell any securities mentioned in this
Document or an attempt to influence the opinion or behaviour of the Investors/Recipients. The article is prepared based on publicly available
information, internally developed data and from sources believed to be reliable. Due care has been taken to ensure that the facts are accurate,
and the views are fair.

MAECL, its associates or any of their respective directors, employees, affiliates or representatives do not assume any responsibility for, or
warrant the accuracy, completeness, adequacy and reliability of such views and consequently are not liable for any direct, indirect, special,
incidental, consequential, punitive or exemplary damages, including lost profits arising in any way for decisions taken based on the said article.

It is stated that, as permitted by SEBI Regulations and the Company’s Employee Dealing Policy, the associates, employees, affiliates of MAECL
may have interests in securities referred to in the information. The contents herein — information or views — do not amount to distribution,
guidelines, an offer or solicitation of any offer to buy or sell any securities or financial instruments, directly or indirectly, in the United States of
America (US), in Canada, in jurisdictions where such distribution or offer is not authorized and in FATF non-compliant jurisdiction and are
particularly not for US persons (being persons resident in the US, corporations, partnerships or other entities created or organized in or under
the laws of the US or any person falling within the definition of the term “US person” under Regulation S promulgated under the US Securities
Act of 1933, as amended) and persons of Canada.

General risk factors

e Securities investments are subject to market risks and there is no assurance or guarantee that the objective of the investments will be
achieved.

¢ Past performance of the Portfolio Manager or its affiliates does not indicate its future performance.

¢ As with any investment in securities, the value of investments can go up or down depending on the factors and forces affecting the capital
market. MAECL is not responsible / liable for any losses resulting from such factors.

e Securities investments are subject to external risks such as war, natural calamities, and policy changes of local / international markets which
affect stock markets.

* MAECL has renewed its SEBI PMS registration effective December 04, 2020 and has commenced its portfolio management activities with effect
from January 2011.
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