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China Market Strategy

Can Property Save the Day - Again?

- Chinese property sector now a zero-sum game and inversely correlates with the
overall market. Property easing doesn’t necessarily mean broad market rally.

- Property is highly correlated with China’s macro savings rate. The lower the savings
rate, the better the property sector. But leverage will also be higher.

- Hong Kong is cheap, with neutral to positive technical signs. Patience.

Property Becomes a Zero-Sum Game

Last week was a week of epic global volatility. Market gyration was most palpable in the
currency market, with the USD making close to 30-year new high, the Yen plunging to
its second lowest post Plaza-Accord, the EUR weakening decisively below par and the
Sterling breaking down. Meanwhile, the CNY is fast approaching the keenly-watched 7.2
level — a level seen during the 2018 trade war.

US market sentiment, as measured by record retail put buying, appears deeply
depressed, and the market is nearing oversold level that historically argue for a technical
rebound. But history is being re-written every day, and as such our quantitative models
depending upon historical correlations between market factors have become capricious.
Amid the torrents of market upheaval was the all-too-familiar call for China to ease on
property. After all, it is one of the world’s largest and most important asset classes.
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Figure 1: Chinese property sector inversely correlated with the Shanghai Composite since 2019

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
CopyrightE 2022 Bloomberg Finance L.P.

2018

2019

2020

2021

s F.00
B SH Property 464 :
m . S TN
5.004|© CHGDPCARGDP 020 |37 " R T 1)
fo M 3
Foo i I
é’ 3 i w-\ F2.00
s X
450 / ‘m\ ,f’ """ A
R / W \ m
A y v \ \ 100
B a 4 3 M | i
& A ] \© -
O } 8y g, I J : :
00 \'\ RESEE A et LW BN B 4 - R 0.00
i \ ; '
ﬂr | Fa / 4 ) A
ol e g o N R
\ { J / F-1.00
A ! A\ / \ F{ %
3.50 i ¢ v V W W
)J ) fr & i F-2.00
i !
!‘J ® ; China Current AccthGDP b-3.00
3009 M W 1 S B 2 5 9K GDP 5 I '
\ ioe
A\ i F-4.00
Wi
250 ‘ ¥
F-5.00

2022

8.50

8.00

7.50

7.00

25-5ep-2022 12:59:47

Source: Bloomberg, GROW Research

Disclosures and disclaimer at the back forms part of this report and must be read.


http://research.growim.com/20220925growreseachCHN.pdf
http://research.growim.com/20220925growreseachCHN.pdf
mailto:hao.hong@growim.com

25 September, 2022

While we empathize the sentiment, we note that the relationship between the property
sector index and the overall Chinese stock market has changed since 2019. And hence the
relationship between the property sector and the Chinese economy - if stock
performance reflects the underlying economy.

In Figure 1, we show that the property sector has become inversely correlated with the
Shanghai Composite since 2019. Recently, the property sector is trying to stage a rebound
amid all the easing news, but the Shanghai Composite has failed to respond — contrary to
the experience before 2019. Apparently, the relationship between Chinese property and
Chinese economy has flipped.

To see the reason why, we can do a simple thought experiment with some macro, big-
picture numbers.

From 1987 to 2021, China’s urban population has grown from 275 million to 900 million,
anincrease of 625 million. As the NBS-reported average living area per cap is 35 to 40sqm,
625m newly urbanized population would mean a demand of 22 billion to 25 billion sqm
of new residential living space. Interestingly, for the same period, cumulative residential
sales were 23 billion sgqm — roughly equal to the new demand from the growth in Chinese
urban population.

Going forward, residential area under construction is 6 billion sqm. As the NBS-reported
average size of residential unit is 110sgm, 6b sgm would translate into 55m new
residential units. If urbanization rate would reach its 75% target from the current 64%,
then it would mean 160m newly urbanized population. As the NBS-reported average size
of household is ~3 people, 160m people would mean new demand for ~50m residential
units. That is, property supply in the pipeline roughly equals potential demand from
urbanization in the coming years.

Further, Chinese population growth has grinded to a halt. In 2021, new births were
10.62m, while deaths were 10.14m. 2022 will likely see negative population growth, more
than a decade earlier than experts’ prediction. With historical and future property supply
and demand largely in balance, and little new demand for property from population
growth, Chinese property has become a zero-sum game. It is no longer a game of growth,
but more a game of re-dividing the existing pie.

China Macro Savings Rate and Property

In Figure 1, we have also shown another important macro relationship between property
sector performance and China’s savings, with the size of China’s current account as a
percentage of GDP as a proxy.

We note that the relationship between China’s macro savings rate used to be positively
correlated with property sector performance before 2019. But it has since inverted. This
is another sign hinting at property becoming a zero-sum game. As people choose to save
within their limited budget instead of buying property, property sector performance
languishes.
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Household’s budget can be limited by the compensation of their labor not commensurate
with their productivity growth and output, by excessive property price or both. The huge
Chinese savings used to be able to spread as the liquidity for overall market and property
sector performance. (We have discussed the relationship between Chinese saving
deposits and the Shanghai Composite in our last note “’Chill” about CNY Beyond 7” on
September 18, 2022) But now property has become a zero-sum game, as suggested by
the relationship between market and property, as well as China macro savings rate.

As such, even though now many “city-specific” property rescues have been rolled out,
new home sales have not yet recovered. Most of these policies aiming at making it easier
and more attractive to household to buy properties. That is, letting households to
leverage up their balance sheets.

But China’s property is both a supply and demand problem. There is an excess of supply,
and insufficient demand. In March 2015, there was a similar approach to make
households gear up to buy properties, while a policy bank expands its balance sheet for
shanty town reconstruction. And we all know how that movie ended.

Off-shore Chinese USD Junk Bonds Faring Worse than 2011

Since the end of 102021, Chinese offshore USD junk bonds have been performing poorly.
Many of these bonds are issued by Chinese property developers who were trying to take
advantage of the lower offshore USD financing rate, and were trying to replenish their
cash coffers as the “three-red-line” limited their ability to leverage domestically.
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Figure 2: Relative return of Chinese junk bond even worse than 2011; pressuring the CNY.
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We measure the performance of these bonds by calculating the return spread between
these junk bonds and investment-grade bonds. We can see that the spread has widen to
its worst since the 2011 European Sovereign Debt Crisis (Figure 2). The current HY/IG
Disclosures and disclaimer at the back forms part of this report and must be read. 3
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spread has priced in a lot of bad news in the property sector and has recouped a bit of
losses recently amid property easing measures.

But we would argue that the challenges that we are confronted with are more significant
than in 2011 when the property sector was a lot less saturated, China’s balance sheet was
less leveraged, and urbanization was still developing at a fast clip. It is important to note
that 2011 is the year China passed its Lewis Turning Point and Kuznets Turning Point, with
profound implications for the country’s demographics and income inequality.

With the likelihood of the China offshore USD HY/IG spread continuing plumbing new
lows, the CNY will continue to be pressured, as suggested by Figure 2.

Hong Kong is Cheap. But ...

It is not all doom and gloom. We note that amid epic market volatility, broken key levels
and massive put-buying volume, the P/E of the Hang Seng Index has plunged to all-time-
low, when calculating with a bottom-up aggregation method by weighting the EPS of
index constituents with corresponding market capitalization. But the Hang Seng’s top-
down, index level P/E, calculated by dividing total index market value by total index
earnings, is still not at its cheapest (Figure 3).

Figure 3: China sovereign CDS rising to its highest since 2015. HK is cheap; but may not be cheap enough.
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Meanwhile, China’s sovereign CDS spread continues rising to its highest since 2015,
reflecting a general risk-off environment. Although elevated, the CDS spread is still well
below its highs seen in 2008 global financial crisis, 2011 European Sovereign Crisis and
2015 China’s bubble burst. That is, risk is likely to continue rising, but the CDS spread and
Hang Seng P/E have not yet fully priced in the looming contingencies. We were lured by
the Hang Seng’s cheap valuation at the end of March and called a technical rebound then.
But now the risk near term is too great to justify a trading call. We would continue to stay
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put. Traders have been reducing their short-selling positions in HK as the market plunges.
Right now, this measure has fallen to one of its lowest in history that tended to coincide
with market bottoms in 2008, 2016, 2018 and 2020 (Figure 4). Yet put option buying has

been tepid, giving no strong technical indication either way.

Figure 4: Traders have been reducing short-selling positions to one of the lowest in history.
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Figure 5: Chinese junk bond likely plunges further with US 2y; HK sentiment not extremely depressed.
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Conclusion

The relationship between Chinese property and Chinese economy has changed. As
property has turned into a zero-sum game, and the savings pattern changes, the more
Chinese saves, the less will go into property instead of other risk assets.

Hence, we observe an inverse correlation between Chinese property sector performance
and the overall market. Property easing may be a Band-Aid on the slowing economy, but
its longer-term implications on Chinese household savings and leverage, as well as
economic restructuring is far less encouraging.

After recent sell off, Hong Kong has become very cheap. But CDS is likely to rise further,
junk bonds are likely to continue its underperformance, and pressure on the CNY will
persist. Short sellers have been reducing their position to a level that tended to coincide
with market bottoms, but market sentiment has not yet completely collapsed. The global
turmoil is set to continue.

Just because something is on sale doesn’t mean that we have to buy it.

Disclosures and disclaimer at the back forms part of this report and must be read.

A\ GROW

g Invesiment Group



25 September, 2022 ﬂ GROW

- Investment Group

Required Disclosures

This report has been prepared by GROW Asset Management (HK) Limited (“GROW AM”).
GROW AM, its subsidiaries, branches and affiliates are referred to herein as GROW. For
information on the ways in which GROW manages conflicts and maintains independence
of its research product; historical performance information; certain additional disclosures
concerning GROW research recommendations; and terms and conditions for certain third
party data used in research report, please contact GROW. The figures contained in
performance charts refer to the past; past performance is not a reliable indicator of
future results. Additional information will be made available upon request. GROW AM is
licensed by Securities and Futures Commission to conduct Type 9 (asset management)
activities. Analyst Certification: Each research analyst primarily responsible for the
content of this research report, in whole or in part, certifies that with respect to each
security or issuer that the analyst covered in this report: (1) all of the views expressed
accurately reflect his or her personal views about those securities or issuers and were
prepared in an independent manner, and (2) no part of his or her compensation was, is,
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statements associated with the companies discussed in this report, including information
on valuation and risk, please contact GROW.

Global Disclaimer

This document has been prepared by GROW Asset Management (HK) Limited (“GROW
AM”). GROW AM, its subsidiaries, branches and affiliates are referred to herein as GROW.
This Document is provided solely to recipients who are expressly authorized by GROW
to receive it. If you are not so authorized you must immediately destroy the Document.
GROW research is provided to our clients. When you receive GROW research through,
your access and/or use of such research is subject to this Global Disclaimer. When you
receive GROW research via a third party vendor, e-mail or other electronic means, you
agree that use shall be subject to this Global Disclaimer. If you receive GROW research
by any other means, you agree that you shall not copy, revise, amend, create a
derivative work, provide to any third party, or in any way commercially exploit any
GROW research provided, and that you shall not extract data from any research or
estimates provided to you via GROW research or otherwise, without the prior written
consent of GROW.

In certain circumstances (including for example, if you are an academic or a member of
the media) you may receive GROW research and you understand and agree that (i) the
GROW Research is provided to you for information purposes only; (ii) for the purposes of
receiving it you are not intended to be and will not be treated as a “client” of GROW for
any legal or regulatory purpose; (iii) the GROW research must not be relied on or acted
upon for any purpose; and (iv) such content is subject to the relevant disclaimers that
follow. This document is for distribution only as may be permitted by law. It is not
directed to, or intended for distribution to or use by, any person or entity who is a citizen
or resident of or located in any locality, state, country or other jurisdiction where such
distribution, publication, availability or use would be contrary to law or regulation or
would subject GROW to any registration or licensing requirement within such jurisdiction.
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This document is a general communication and is educational in nature; it is not an
advertisement nor is it a solicitation or an offer to buy or sell any financial instruments or
to participate in any particular trading strategy. Nothing in this document constitutes a
representation that any investment strategy or recommendation is suitable or
appropriate to an investor’s individual circumstances or otherwise constitutes a personal
recommendation. By providing this document, none of GROW or its representatives has
any responsibility or authority to provide or have provided investment advice in a
fiduciary capacity or otherwise. Investments involve risks, and investors should exercise
prudence and their own judgment in making their investment decisions. None of GROW
or its representatives is suggesting that the recipient or any other person take a specific
course of action or any action at all. By receiving this document, the recipient
acknowledges and agrees with the intended purpose described above and further
disclaims any expectation or belief that the information constitutes investment advice to
the recipient or otherwise purports to meet the investment objectives of the recipient.
Past performance is not necessarily indicative of future results. Neither GROW nor any of
its directors, employees or agents accepts any liability for any loss (including investment
loss) or damage arising out of the use of all or any of the Information. Prior to making any
investment or financial decisions, any recipient of this document or the information
should take steps to understand the risk and return of the investment and seek
individualized advice from his or her personal financial, legal, tax and other professional
advisors that takes into account all the particular facts and circumstances of his or her
investment objectives. Any prices stated in this document are for information purposes
only and do not represent valuations for individual securities or other financial
instruments. Different assumptions by GROW or any other source may yield substantially
different results. No representation or warranty, either expressed or implied, is provided
in relation to the accuracy, completeness or reliability of the information contained in
any materials to which this document relates (the "Information"). The Information is not
intended to be a complete statement or summary of the securities, markets or
developments referred to in the document. GROW does not undertake to update or keep
current the Information. Any opinions expressed in this document may change without
notice and may differ or be contrary to opinions expressed by other business areas or
groups, personnel or other representative of GROW. Any statements contained in this
report attributed to a third party represent GROW's interpretation of the data,
information and/or opinions provided by that third party either publicly or through a
subscription service, and such use and interpretation have not been reviewed by the third
party. In no circumstances may this document or any of the Information (including any
forecast, value, index or other calculated amount ("Values")) be used for any of the
following purposes: (i) valuation or accounting purposes; (ii) to determine the amounts
due or payable, the price or the value of any financial instrument or financial contract; or
(iii) to measure the performance of any financial instrument including, without limitation,
for the purpose of tracking the return or performance of any Value or of defining the
asset allocation of portfolio or of computing performance fees. By receiving this
document and the Information you will be deemed to represent and warrant to GROW
that you will not use this document or any of the Information for any of the above
purposes or otherwise rely upon this document or any of the Information. GROW has
policies and procedures, which include, without limitation, independence policies and
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permanent information barriers, that are intended, and upon which GROW relies, to
manage potential conflicts of interest and control the flow of information within divisions
of GROW and among its subsidiaries, branches and affiliates. For further information on
the ways in which GROW manages conflicts and maintains independence of its research
products, historical performance information and certain additional disclosures
concerning GROW research recommendations, please contact GROW. Research will
initiate, update and cease coverage solely at the discretion of GROW, which will also have
sole discretion on the timing and frequency of any published research product. The
analysis contained in this document is based on numerous assumptions. Different
assumptions could result in materially different results.

GROW specifically prohibits the redistribution of this document in whole or in part
without the written permission of GROW and in any event GROW accepts no liability
whatsoever for any redistribution of this document or its contents or the actions of third
parties in this respect. Images may depict objects or elements that are protected by third
party copyright, trademarks and other intellectual property rights. The key symbol and
GROW are among the registered and unregistered trademarks of GROW. All rights
reserved.
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