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The financial world seems fixated on Evergrande, the Chinese real estate company with a

larger-than-life CEO and larger-than-average debt burden. 

But as I tweeted last week, I don’t believe Evergrande’s demise poses systemic risk to t

he China equity market.

Although its debt of $300 billion is high, the problem has not arisen suddenly like

Lehman Brothers. During the Lehman crisis, the confusion over “who owes what with how

much leverage” is what led to contagion. 

In fact, the Chinese government has generally had some idea of how much risk Evergrande

and other highly leveraged real estate companies pose since last year. The government

also has had experience restructuring and winding down a few very large firms, such as

Suning, Anban and HNA Group. 

So, what is the likely end for Evergrande? And who are the likely winners and losers? 

1. Evergrande as a company likely will go bust, depending on how you define

“bust.” It could be broken up and sold off like the insurance conglomerate, AnBang.

In that situation, the brand name was lost and the CEO was convicted and sentenced

to 18 years in prison. Or, it could also end up like HNA Group, where the founder’s 

equity was completely wiped out. In that case, the government proclaimed that “it is

what free market should be.” It might be lucky and continue to exist, like Suning,

whose founder was able to quietly keep some money. In any case, the founder’s best

hope is to stay out of prison and keep some money while Evergrande is re-structured.

2. Equity holders will most likely be wiped out, with holders of bond and           

wealth management products taking significant haircuts. Banks will also take

a hit. Vendors and suppliers likely will also take some hit but to a smaller

degree. It is important to keep in mind that Evergrande does own significant assets

in land and property servicing businesses. It is in a credit crunch now because

China set a specific goal of deleveraging the real estate sector and, since last

year, capped bank lending to them.  

3. Its fate could depend on how successful the local Guangdong province is       

in lining up private capital.     The more Evergrande needs to rely on the central

government instead of its own province of Guangdong for capital, the worst its fate.

The central government needs to be seen as rescuer of the people, not bailing out

rich founders and investors.

It’s hard to go into detail on the specific Chinese province versus central

government power play at work, but, Guangdong province—the richest in China—has

about $83 billion of shareholder equity under its local state-asset supervision and

administration commission. Most of the state assets in Guangdong belong to Shenzhen

city, where Tencent is headquartered. Evergrande is headquartered in the rival city

of Guangzhou. In the Suning case, the local government didn’t have enough capital,

but was able to put together a list of local firms and stakeholders to bail out

Suning, instead of asking help from the central government. 
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4.  The Chinese central government will take credit and benefit from the         

Evergrande saga . To solidify political power and be seen on the side of the

people, the central government has gained popular support by being viewed as

tackling three issues: education inequality, high housing prices and affordable

health care. 

Fundamentals will drive investment returns in the long run. China's leading companies

are growing at healthy rates, as the below table shows for the top 10 holdings for the W

isdomTree China ex-State-Owned Enterprises Index and the S&P 500 Index. The uncertainty

in the market creates fears and lower valuations that ultimately could be beneficial to

the long-term shareholder.  

Regulatory actions like we are seeing now are not new for close China watchers. But

people are paying more attention. News of China and the political angles will not stop

coming—there will simply be more reporting on China in the U.S. in the next 10 to 20

years. 

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.
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+ WisdomTree China ex-State-Owned Enterprises Fund

+ WisdomTree Emerging Markets ex-State-Owned Enterprises Fund

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.
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