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Week of 16th August 2021 

What’s on our mind this week? 

China’s property sector – Yuzhou’s earnings could be a bellwether 

There can been little question that 2021 has been an extremely challenging year for the 

China real estate sector. The government has been relentlessly cooling down speculative 

retail demand for residential homes. It has tightened financial conditions for the sector at 

a time when margins had been shrinking as competition amongst developers kept land 

prices elevated. Investor sentiment for Chinese high yield property bonds and equities 

has rarely been weaker. Coupled with this are continued concerns that the proverbial fat 

cat in the sector Evergrande, which has previously survived numerous market crises may 

be, as media speculate, reaching the end of its nine lives with its bond valuation levels 

already pricing in some form of restructuring in upcoming months.  

This leaves many investors wondering what can be the driver of a sector recovery? Investor 

attitudes for China property bonds seem so poor currently that positive headlines have 

only limited impact on prices. The sector is probably trading at its cheapest relative value 

ever against other segments of the global high yield market. Given China property’s 

dominant weighting in Asian high yield indices, this understandably creates concern for 

the asset class. Arguably, it may also be a massive opportunity for investors, as we are 

inclined to believe. We continue to maintain the opinion the current market weakness is 

predominantly sentiment driven. While tight financial liquidity does still create a major 

headwind, we believe present fundamentals for the sector in general are not as bad as 

current valuations imply. A notable rise in unofficial media speculation, insider rumours 

and gossips has only exacerbated the situation where real numbers appear to be of 

secondary importance to latest onshore anonymous blogs.  

If fundamentals are therefore the key to restoring market confidence, it is perhaps highly 

fortunate that we are now entering the 1H21 earnings season when we will see exactly 

how bad (or good) the financial health of developers actually is. Last week, Yuzhou Group 

Holdings (Yuzhou) was one of the first developers to post its 1H21 results. Given this was 

a company that saw one of the biggest negative shifts in market sentiment in the first half 
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of this year, these results provide an extremely important litmus gauge for where 

fundamentals are really moving. Meanwhile, between now and the end of August, we will 

see most of the major listed property companies also announcing their numbers which 

will give us a more complete picture of the sector’s current status. 

Before looking at the results themselves it is perhaps worth reminding ourselves what has 

been driving the market’s negativity in 2021.  Certainly, in this respect, government policy 

has to be viewed as a key catalyst. Indeed, the “Three Red Lines” policy of late 2020 can 

now, with the benefit of hindsight, be seen as a major turning point for how policy makers 

in China view the real estate sector and their determination to break both the relentless 

price inflation seen in residential homes and the regulator’s perception of the excessive 

leverage used by too many developers. Meanwhile several rounds of major government 

policy changes over the summer on a raft of sectors ranging from the internet, education, 

financial services and healthcare have demonstrated the extent to which regulators are 

prepared to challenge the financial status quo in order to fulfill long term social stability. 

Arguably, there is no segment that is more socially sensitive in China than the property 

sector.  

The paradox of the current situation however is that many of the biggest fears in the 

market currently, i.e. the suppression of balance sheet leverage amongst large developers 

and the clamping down on excessive land price inflation, are actually policies that most 

real estate investors and rating agencies have been wanting for many years. Furthermore, 

early indications from anecdotal financial reporting appear to indicate that the Three Red 

Lines policy, as painful as it is in the short term, is actually starting to have the desired 

effect of reducing gearing for some of the sector’s worst leverage offenders, including 

Evergrande.  

In early August a high-level meeting at China’s State Council reportedly quoted Vice 

Premier Liu He stating that Evergrande’s problems are based on “liquidity stress” rather 

than an “insolvency” situation. In other words, he was saying that the balance sheet of the 

company remains viable but access to liquidity is the biggest issue. In our view, this further 

highlights that the biggest challenge faced by the Chinese property sector currently is not 

government policy per se as it can easily be managed or even reversed, but rather the 

change in market confidence that has led to a sharp rise in yields and essentially 

temporarily closed the bond market as a refinancing vehicle for issuers.  
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Admittedly Evergrande, given its massive presence in bond indices, has captured most of 

the international media attention regarding the deterioration in market sentiment 

towards property bonds. However, we would argue it was three other events in early 2021 

that really started sowing investors’ doubt, thus creating the conditions for the current 

market weakness.  

The first event was the default of China Fortune Land (CHFOTN) in January 2021. This was 

indeed a significant shock to the market not only because CHFOTN was the first major 

(large cap) default in the Chinese real estate sector since Kaisa in 2014, but the fact that 

China’s insurance giant Ping An was a major shareholder of CHFOTN and didn’t provide 

a rescue package. However, it should be remembered CHFOTN, although labeled as a 

property company, carries an extremely different business model to the vast majority of 

developers in China with a highly intertwined government mandate that is more about 

local city business development than the actual building and selling of properties. The 

CHFOTN restructuring talks are still ongoing, but one could argue its own solvency 

problem are quite unique to the issuer and its unconventional relationship with the 

government. 

The second major event for the sector was the surprise collapse of China Huarong 

AMC.  Of course, Huarong itself is not a property company: it is a distressed debt asset 

manager controlled by the Chinese Ministry of Finance. However, the Huarong price drop 

still had major sentiment implications across the whole Chinese bond market (including 

property bonds). If the Chinese government was not prepared to step in and support a 

centrally owned investment grade State Owned Enterprise (SOE) even after a 50 points 

price collapse over a matter of days, what does this imply for potential government 

support in the private sector? The reality is the Huarong situation is still completely 

uncertain. The trigger for the fall was the delayed release of its 2020 audited accounts 

and, to date, the reason for this remains unknown. In the meantime, the company 

continues to service its debt and there has even been recent market reports of a major 

SOE takeover of the name.  

The third major event for China property’s high yield sentiment in early 2021 was the 

shock FY20 results of China developer Yuzhou Group. Yuzhou, a mid-tier property 

developer in China, carried a BB- rating at the start of the year. With over USD5bn worth 

of bonds outstanding, it had a material presence in the market. The company was a 
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popular, diversely held issuer on account of its long market presence, strong sales growth 

and stable leverage. That view however changed sharply in March 2021 when the 

company announced an unexpected profit warning and later a shock 97% drop in its full 

year net profit indicating a significant loss in 2H20. The company ascribed the loss to a 

change in its auditors’ project delivery recognition rules leading to a large number of 

projects being delayed from a financial accounting perspective. At the time, Yuzhou’s 

management said the effect would be temporary and earnings would quickly recover in 

2021. The market was not convinced however, and the Yuzhou bond curve dropped 20 

points following the earnings release. It is therefore not surprising that Yuzhou’s 1H21 

results were keenly anticipated. To the market’s relief, Yuzhou’s 1H21 results did support 

the management guidance that the accounting restatement of 2020 was a temporary blip. 

Revenue and earnings recovered to a pre COVID level and while the gross margin of 20% 

continued to see material erosion from the 2019 levels, this was both expected by the 

market and likely to be a trend seen across many similar peers. Perhaps most 

encouragingly, Yuzhou’s balance sheet did not see a massive decline in debt, indicating 

no signs of banks pulling their credit lines.  

The prices on Yuzhou’s USD bonds have recovered partially from their April low’s (+12 

points in August alone) although clearly with yields still trading in the double digits. The 

company is still reluctant to use its remaining USD300m government-provided quota to 

issue more paper to the market. The liquidity improvement still has some way to go to 

return to full normality. Nevertheless, the Yuzhou results is one small positive step in a 

path to recovery for the sector, in our view.  Over the next two weeks we will see many 

other names posting numbers and we will get a much fuller picture on the sector’s balance 

sheet fundamentals. Whether this is enough to drive an important recovery in market 

confidence, we will have to see. But at least attention will, for once, be on real numbers 

and less on media speculation and gossips.  

—————————————————————————————————— 

JK Capital publishes its first carbon footprint report 

As decarbonisation efforts accelerate globally and particularly in Asia, more and more 

companies have begun to measure their environmental footprint and evaluate their 

climate change-related risk exposure. As a responsible investor, JK Capital has been 
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advocating the concept of Environmental, Social and Governance (ESG) by actively 

investing in companies showing superior ESG efforts. We believe that an in-depth analysis 

of ESG related issues is crucial to understand a company’s long-term sustainability and 

profitability, which in turn helps us generate alpha for our investors. 

Recently, JK Capital has decided to take a step further in our ESG investment journey by 

publishing our 2020 Carbon Footprint report. Despite the low environmental impact 

nature of the asset management industry, such disclosure is aimed to showcase our strong 

commitment towards sustainable practices, which we believe would further inspire our 

investee companies and industry peers to adopt better practices and improve their ESG 

performance.  

Generally, GHG emissions could be classified into Scope1, Scope 2 and Scope 3 emissions. 

Scope 1 emissions are direct GHG emissions that occur from sources that are controlled 

or owned by an organisation. Since JK Capital does not own or operate any boilers or 

vehicles, there are no Scope 1 emissions for the firm. Scope 2 emissions are indirect GHG 

emissions associated with the purchase of electricity, steam, heat, or cooling, which in our 

case only applies to our electricity consumption. Scope 3 emissions are the result of 

activities from assets not owned or controlled by an organisation, but that the 

organisation indirectly impacts in its value-chain, such as employees’ commute and 

business travels.  

To provide comprehensive coverage of our environmental impact, the report covers 

electricity consumption, employee commute, business flights and paper consumption, 

which represented 76.7%, 15.1%, 5.9% and 2.3% of our total GHG emissions in 2020, 

respectively.  
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Figure 1 GHG Emissions Breakdown 

Furthermore, the report highlights some ESG best practices that have been adopted by 

JK Capital and its peers, and compares emission intensity1 per FTE (full-time employee) 

across the asset management industry. However, it should be noted that due to 

inconsistent carbon accounting rules adopted by each company, the cross-company 

comparability of emission intensity is somewhat limited, particularly for scope 3 emissions.  
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Figure 2 Scope 1 & 2 Emission Intensity per FTE 

The process of preparing this report has helped us to develop a more thorough 

understanding of the environmental impacts of our behaviours, providing valuable 

insights for both investment and operational decision-making at JK Capital.  

This report can be found by clicking on this link. 

 

1 Emissions intensity data was obtained from public disclosure (ESG report, carbon footprint report, etc.) of peer 
companies 
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