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Week of 12th April 2021 

What’s on our mind this week? 

A record fine for Alibaba 

After four months of investigation, the Chinese regulator, State Administration of Market 

Regulation or SAMR, handed a record fine of 18.2 billion yuan ($2.8 billion) to the e-

commerce giant Alibaba. SAMR stated that Alibaba abused its market dominance by 

banning partner merchants from running promotions on rival platforms, which harmed 

fair competition. Alibaba will not be appealing the penalty and has agreed to file self-

examination and compliance reports to SAMR for the next three years. 

The regulator did not require Alibaba to forfeit gains from its illegal practices or divest 

assets. And although the penalty to Alibaba was a new record, the fine rate was mild 

relative to its business behavior’s social and economic impact, representing just 4% of its 

2019 domestic revenue. China's previous record antitrust fine was against Qualcomm 

which paid over 6 billion yuan in 2015, or the equivalent of 8% of the U.S. chipmaker's 

China sales for 2013. In November 2020, a small company called Wanbangde 

Pharmaceutical was fined 2.5 million yuan, or 3% of its 2019 sales for imposing 

unreasonable trading conditions when selling raw materials to downstream operators. In 

February 2021, Sincere Pharmaceutical paid 2% of its 2019 sales, which amounted to RMB 

100mm for refusing to trade with a counterpart without good reason. 

At this point, we believe the SAMR announcement removed one of the major overhangs 

for the Alibaba shares. However, the e-commerce industry competition will intensify going 

forward, which may indicate slower gross merchandise value (GMV) growth for Alibaba. 

The merchants' take-rate on Abibaba's platform (i.e. the commission rate) may also face 

downward pressure due to regulatory scrutiny and competition. 

We wonder if Alibaba's cloud computing business will ever be under similar investigation. 

Alibaba controlled roughly 42% of China's cloud computing market in 2020 and was the 

clear number one player. The good news is that their cloud clients tend to be large 

corporates or government-related parties. Alibaba wouldn't be able to abuse its 

dominance in this regard even if it wanted to. 
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We welcome fair competition, which promotes innovations.  We don't own Alibaba in the 

JKC Asia fund, and we significantly underweight the company in the JKC China fund. 

—————————————————————————————————— 

China’s “Three Red Lines” policy initiative drives credit improvement across Chinese 

HY property bonds 

For much of 2020, one of the dominant themes for the Asian HY market was the 

government’s introduction of the Three Red Lines (or TRL) policy for Chinese property 

companies. After many years of robust growth in the sector, the government realized that 

the systemic importance of real estate companies for both the domestic economy and 

the health of the financial system meant ensuring stability for the sector was a key priority 

for policy makers. As we previously reported here, the idea behind the TRL initiative was 

to persuade the sector to improve its balance sheet health and debt coverage capabilities. 

Three key performance tests were introduced and for property developers to continue to 

enjoy free access to debt funding markets they would need to bring their financials in line 

with these metrics. The policy was first announced in August 2020 and therefore the 2H20 

earnings reports have given us the first glimpse to how this policy may have actually 

impacted financial performance and management discipline. Hence this year’s reporting 

season has given the market significant insight into the trajectory of the sector for the 

medium term. 

We have closely scrutinized the financial performance of key China HY property holdings 

in our JKC Asia Bond 2023 portfolio which represent some of the largest and most 

systemically important property companies in the country. Our conclusion is not only that 

there has been a clear observable improvement in credit health in 2H20 but that we 

believe this can be directly linked to the TRL introduction. 

The main idea of the TRL policy was to reduce leverage, improve debt coverage and 

increase liquidity. The study of our portfolio holdings’ 2H20 results shows some 

interesting trends. Firstly there was a strong acceleration in contract sales which is 

arguably the first leading indicator of operating cash flows. Admittedly contract sales in 

the sector has been on a growth path for several years, however the rate of growth in 

2020 was particularly strong and impressive considering the 1H saw significant disruption 

from COVID shutdowns. 
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A second observation is across the sector we saw a material decline in gross margin.  Of 

course, margin compression is not normally positive as it generally indicates land prices 

have risen faster than average selling prices and certainly the depressed performance of 

property companies’ equity prices in recent months reflects this. However, while 

historically lower margins would usually cause managements to slow down their contract 

sales (to protect their profitability), in 2020 this doesn’t appear to be the case. A 

combination of strong contract sales and lower margin trends together indicates a broad-

based acceleration of the liquidation of land banks and prioritization of cash flow over 

earnings. For credit investors and particularly those holding short duration paper this is 

positive as it significantly improves near term debt service liquidity. Furthermore we also 

saw many developers slow down their new land capex in 2020 again to the benefit of free 

cash flows. 

So what has been the impact of these trends on the sector’s overall balance sheet gearing 

and, more importantly, performance against the TRL policy test? As the tables below show, 

the execution of credit improvement has been broad-based, in our view.  For the first TRL 

test (Adjusted liabilities / assets) 90% of the companies saw an improvement between 

June 2020 and December 2020. For the second test (net debt/equity) 81% saw and 

improvement and for the third test (unrestricted cash/ST debt) 86% saw improvement. In 

terms of the TRLs themselves - which are measured from green (passing all three tests) to 

yellow (passing two), to orange (passing one) and red (passing none) – 10 of the 21 

companies under our study saw an improvement in ranking by at least one notch and 4 

companies (namely Sunac, Powerlong, Ronshine and Hopson) improved by two notches.  

It is perhaps unsurprising therefore that March was the first month, since the COVID crisis 

that rating upgrades in the China property sector exceeded downgrades. 

Admittedly there has been some underperformers, (Yuzhou and China Aoyuan some 

notable examples) and we have seen some volatility in those bonds as a result. However 

over the long term we continue to believe these trends should prove to be credit-positive 

as they demonstrate the developers’ willingness to follow government policy to reduce 

leverage in the sector even if it means some short term impact on earnings growth. We 

also welcome the fact that some of the most highly geared developers in the sector, such 

as Evergrande, Kaisa, Sunac and Guangzhou R&F have been some of the most aggressive 

in reducing debt. 

Our positive view has been shared by S&P, who in their recent report “S&P Global Ratings: 

Chinese Developers’ Discipline is Policy Induced” drew the similar connection between 

improving debt growth levels and liquidity position to the “Three Red Lines” policy. 
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According to the report, it is projected that more than 90% of developers will be able to 

fulfil two of the three requirements by the end of 2021, with at least half fulfilling all three 

of the red lines. 

China property, given its scale and volatility, will always be a highly sensitive sector for 

Asian HY investors however as the sector has traded cheaply in recent weeks, we continue 

to see this as an opportunity for the market as fundamentals continue to improve. 

 

Table 1: Change in “TRL” credit metrics for key property developers in our portfolio 

(between June 2020 and Dec 2020) 

Portfolio Company Change in 
Adjusted 
liabilities/assets 

Change in Net 
debt/Equity 

Change in 
Unrestricted cash/ST 
debt 

Evergrande Group -1.9% -46.0% 0.11 

China SCE Group Holdings -7.7% -10.0% 0.33 

China Aoyuan Group -2.0% 3.0% -0.12 

Shimao Group Holdings -2.3% -5.0% 0.1 

Future Land Development -2.0% -4.0% 0.56 

Guangzhou R&F Properties Co. -1.5% -47.0% 0.16 

Sunac China Holdings -3.5% -53.0% 0.47 

KWG Group Holdings -2.2% 3.0% 0.16 

Yuzhou Group -1.9% 18.0% -0.15 

Ronshine Group -3.9% -22.0% 0.23 

Kaisa Group Holdings -4.3% -34.0% 0.54 

Central China Real Estate -0.8% -21.0% 0.16 

Times China Holdings 1.0% -7.0% 0.53 

Logan Group Company -6.2% -6.0% 0.4 

Powerlong Real Estate Holdings -3.3% -6.0% 0.24 

Agile Group 1.1% -12.0% 0.14 

Fantasia Holdings Group -3.0% -4.0% -0.14 

Hopson Development Holdings -0.8% -12.0% 0.4 

Modern Land (China) Co. -1.4% -11.0% 0.09 

Redco Properties Group -0.5% 12.0% 0.41 

Zhenro Properties Group -0.6% -7.0% 0.03 

Source: Citi Research 
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Table 2: Change in “TRL” rating for key property developers in our portfolio           

(between June 2020 and Dec 2020) 

Portfolio Company June 2020 Dec 2020 

Evergrande Group Red Red 

China SCE Group Holdings Yellow Green 

China Aoyuan Group Yellow Yellow 

Shimao Group Holdings Yellow Green 

Future Land Development Yellow Yellow 

Guangzhou R&F Properties Co. Red Red 

Sunac China Holdings Red Yellow 

KWG Group Holdings Yellow Yellow 

Yuzhou Group Yellow Yellow 

Ronshine Group Orange Green 

Kaisa Group Holdings Orange Yellow 

Central China Real Estate Yellow Yellow 

Times China Holdings Yellow Yellow 

Logan Group Company Yellow Green 

Powerlong Real Estate Holdings Orange Green 

Agile Group Orange Yellow 

Fantasia Holdings Group Yellow Yellow 

Hopson Development Holdings Orange Green 

Modern Land (China) Co. Orange Yellow 

Redco Properties Group Yellow Yellow 

Zhenro Properties Group Yellow Yellow 

Source: Citi Research 

—————————————————————————————————— 

China’s state owned asset management sector is unsettled by a surprise delay in 

China Huarong results 

In 1999, following the Asian Financial Crisis, the Chinese government created four 

nationally owned asset management companies (AMCs), namely China Huarong AMC, 

China Cinda AMC, China Great Wall AMC and China Orient AMC, to focus on managing 

distressed debt accumulated in state owned banks. These entities which were each 

attached to one of the “Big-4” Chinese banks were initially mandated to acquire and 

rehabilitate non-performing loans in the Chinese financial system leaving their affiliated 

banks to focus on their core deposit taking and lending role. This “bad bank” model has 
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been seen successfully applied across the world in both developed and emerging 

countries and has proved to be an extremely effective as a policy of economic risk 

management. 

China Huarong Asset Management Corporation was incorporated in November 1999 

under the Ministry of Finance (MoF). In 2000 it began to purchase Non Performing Loans 

(NPL) of Industrial and Commercial Bank of China (ICBC). In 2014, the government 

introduced strategic investors as shareholders of the company and listed China Huarong 

AMC on the Hong Kong stock exchange in 2015 although, to this day, the China MoF has 

maintained a majority ownership and policy control of the entity (63% shareholding).  

As a result of the economic boom after the 2008 financial crisis, NPL growth in China 

remained relatively contained while other parts of the domestic financial economy such 

as shadow banking, private equity and tradable securities markets have seen explosive 

growth. China’s AMC have therefore seen an opportunity and indeed a need to diversify 

their mandate beyond the core distressed debt management role to maintain growth. No 

entity has been more aggressive in this trend than China Huarong which has used 

inexpensive funding in the domestic and international bond markets to rapidly grow its 

balance sheet. In 2014 just ahead of its listing, the company’s balance sheet total assets 

stood at RMB600bn, in mid-2020 that number had grown to RMB1.7trn. 

For the most part, the market has remained relatively unconcerned by this growth. The 

general market assumption that a 60% MoF-controlled financial institution with a central 

policy role would always enjoy state backing underpinned its investment grade rating. It 

allowed the company to raise over USD14bn worth of bonds in the dollar bond market 

alone in recent years. Even a fraud scandal related to Huarong’s Chairman in 2018 has 

done little to significantly affect market appetite for Huarong bonds. Its aggressive nature 

have seen the Huarong curve trade wider than other AMCs. As such it has long been 

thought of a cheap way to hold China Quasi-Sovereign risk.  

However sentiment seems to be changing. As we have previously mentioned on several 

occasions in our commentaries, in recent years the government has been explicitly trying 

to change market assumptions about the domestic SOE sector. Specifically the 

government wants investors to understand that all government entities would not enjoy 

a central bailout if they got into financial difficulties. Historically it was assumed that non-

strategic entities held by local governments would be the only ones impacted by reduced 
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support. However, after the surprise default of some central government owned issuers 

in 2020 including university issuers owned by the Ministry of Education, the market started 

to realise that the line in the sand had moved. The concept of strategic importance to the 

economy has become less clear cut. 

On April 1st  2021, China Huarong surprised the market by announcing that its FY20 results 

would be delayed. Its shares were, and still are suspended as a result. The reason given 

for the delay is that the auditors need more time to assess a financial transaction that is 

still being finalised. Given the unusual nature of such a delay, particularly given that 

Huarong is one of the largest financial institutions of China, this has led to a large amount 

of rumours and speculation, mostly surrounding a potential restructuring of the company. 

It is no secret that Chinese policy makers would like to rein in the risk-taking expansion 

of Huarong and to consolidate its business back to its core distressed debt management 

roots. Apart from some anonymous “insider” reports, there has been no official 

announcements of an impending restructuring, let alone what form it would take. The 

information vacuum has understandably created a huge amount of volatility in Huarong 

bonds with the curve falling between 20-40pts since the start of the month. The 

Investment Grade (IG) nature of the issuer and the existence of leveraged positions in the 

securities have no doubt added to this volatility. Given the widely held distribution of the 

bonds, this has had a significant impact on China IG market sentiment in April, with related 

names such as other AMCs and Chinese financial issuers trading weaker throughout the 

month.  

What is really behind the Huarong suspension is still unclear. In our view it would not be 

surprising if the company did announce some major assets write-downs in their balance 

sheet considering the volatile economic environment. Similarly we would not be surprised 

if the company did announce some form of business restructuring to refocus its 

operations back to its core strengths. Does this imply Huarong really faces the prospect 

of central government abandonment and a massive write down of its dollar bonds curve? 

At this stage we see this as unlikely. As much as a “too big to fail’ moniker in China is less 

powerful than it used to be, the government has bailed out financial institutions that are 

much less strategically important to the economy over the past few years. We believe the 

pragmatic policymakers in China are aware of the economic and reputational damage a 

failure of an entity as large and important as Huarong would have. Nevertheless until the 

government or the company comes out with a clarification on the issue, the sector will 
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continue to trade with significant volatility and we continue to recommend a defensive 

positioning on Chinese SOE’s in the near term.  

Note that JKC Asia Bond 2023 fund has no exposure to the AMC sector. We would wait 

for a lot more clarity on the situation before we would consider picking up investment 

opportunities in the segment.  
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