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China Sector Analysis: Real Estate

Real Estate in China is a dynamic sector that has been simultaneously viewed as a pivotal driver of
economic growth and potential source of systemic risk. The sector is particularly young, as private
ownership of land and housing clashed with China’s political values prior to Deng Xiaoping’s reform and
opening-up in the 1980’s. Today, home ownership is viewed as a key vehicle of wealth creation and a status
symbol in China, with Real Estate estimated to account for 23% of household consumption as of 2019.*
Local governments are also highly dependent on the sale of land to finance their budgets. All-in-all the Real
Estate sector contributes significantly to China’s GDP. Yet high leverage and the threat of intensifying
regulations keeps this sector trading at among the lowest valuations in the world. As China seeks to reign in
leverage among property developers with the Three Red Lines policy and mulls implementing a property
tax, understanding Real Estate is crucial to understanding discussions on the broader Chinese economy.

As the next installment in our ongoing series on the 11 major economic sectors of China, this piece will
explore the Real Estate sector, tracked by the Global X MSCI China Real Estate ETF (CHIR).
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Key Stats

Valuations for the MSCI China Real Estate 10/50 Index are exceptionally cheap, especially when compared
to the US Real Estate sector. The forward price to earnings ratio for the MSCI China Real Estate 10/50
Index is 4.4 compared to 24.5 for the Real Estate Select Sector Index in the US.

REAL ESTATE SECTOR CHINA VS U.S.
Source: Bloomberg, ETF Research Center, as of Sep 7, 2021.

MSCI China Real Estate Real Estate Select
10/50 Index Sector Index
Market Cap (Millions USD) 479,455 1,041,090

Price to Earnings 4.8 275
Forward Price to Earnings 4.4 245
Price to Book 0.7 43
Forward Price to Book 0.7 4.0
Price to Sales 05 9.2
Forward Price to Sales 0.4 8.3
1-Year Sales Growth 326 36
Earnings Growth 2.9 2.00
Enterprise Value to Sales 1.6 121

Dividend Yield 7.9% 2.5%

Background on Real Estate in China

Market reforms that began in 1978 gradually moved the Real Estate sector away from a centrally planned
system that distributed housing through work units known as danwei.? A constitutional amendment in 1988
created a legal framework for land transactions to occur.® By the 1990’s, many of the dominant players
today began to spring up; Longfor Group, China Resources Land, and China Country Garden were all
founded in the 1990’s. The reforms of 1998 brought the welfare housing model to an end, which finally
allowed the private urban housing market to take off.* Households that purchased property during this early
period benefitted greatly as the value of their property appreciated.
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AVERAGE REAL ESTATE SALE PRICE (RMB/SQUARE METER)

Source: China National Bureau of Statistics.
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Despite the rapid emergence of a private Real Estate sector, all land in China is owned by the state. Legally
speaking, when land is purchased or sold in China, what is really being exchanged is the right to use the
land as opposed to actual ownership of the land. Land is classified as residential, industrial or commercial,
with the usage rights for each lasting 70 years, 30 years and 40 years, respectively.® Local governments
depend heavily on revenue from land sales as a source of financing. A major task for regulators in recent
years has been reigning in local government financing vehicles (LGFVs), which have allowed local
governments to accumulate off-balance sheet debt collateralized by land.®

Real Estate has contributed greatly to China’s economic miracle. As of 2019, sales revenue from
commercial real estate reached 15.9tn RMB, which comes out to roughly 10% of China’s GDP.” However,
going forward, the government is wary of relying too heavily on Real Estate for growth. Investors should
keep in mind the risks and regulatory trends discussed later in this piece.

Real Estate Sub-Industries

SUB-INDUSTRY WEIGHTS IN CHIR
Source: Bloomberg, as of Sep 7, 2021
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Diversified Real Estate Activities: The companies in this sub-industry offer a mix of services including
development, operation and management. This sub-industry makes up about 10.4% of holdings in CHIR.

INDUSTRY LEADERS: Wharf Holdings, Shanghai Lujiazui, Shenzhen Investment

Real Estate Development: Roughly 82% of holdings in CHIR fall into the category of real estate
development. Chinese property developers became massive by riding the concurrent waves of urbanization
and poverty alleviation. The speed at which urbanization moved resulted in a phenomenon of ‘ghost cities,’
in which developers would pre-emptively build up entire residential communities that would remain mostly
unoccupied for years. Despite garnering negative attention throughout the 2010’s, many of these ‘ghost
cities’ later filled up with occupants. The land acquisition costs needed to keep up with urbanization
contributed to the buildup of leverage among property developers. The reduction of that leverage will be an
important trend going forward, as developers work to bring three key balance sheet metrics (liability to asset
ratio, net gearing ratio and cash to short-term debt ratios) below certain levels into compliance with the
Three Red Lines policy drafted in 2020.

REAL ESTATE DEVELOPER EXPENDITURE ON PLOT PURCHASES

Source: China National Bureau of Statistics.
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Costs of land acquisition have contributed to leverage buildup among real estate developers.
INDUSTRY LEADERS: China Resources Land, China Overseas, Longfor Group

Real Estate Operating Companies: With only 2.6% of holdings in CHIR, real estate operating companies
are those that specialize in leasing and managing properties. All three of the holdings in this sub-industry
have parent companies in the Real Estate Development sub-industry as well.

INDUSTRY LEADERS: Shimao Services, Poly Property Services, China Resources MIXc

Real Estate Services: Companies in this sub-industry act as agents or provide services such as property
appraisal. These companies make up 5.2% of holdings in CHIR. Furthermore, Sunac Services is a
subsidiary of Sunac, while China Overseas Property is a subsidiary of China Overseas.

INDUSTRY LEADERS: Ke Holdings, China Overseas Property, Sunac Services
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MSCI CHINA REAL ESTATE ETF (CHIR) — TOP 5 HOLDINGS

Market Cap

Name/Ticker (USD)

Description

China Resources Land is a state-owned real estate development company
that deals in development property and investment property as its main lines
of business, and also has operations in finance, materials and consumer
products. China Resources Land specializes in the development of cities and
China Resources Land 24.9bn its investment properties notably include its MIXc series of shopping malls
in major cities around the country. As of the end of FY2020, 87.5% of China
Resources Land’s revenue comes from its development properties for sale,
compared to 6.5% from property investment and management, and 5.4% from

construction and decoration services.?

China Overseas Land and Investment is a real estate development
company and subsidiary of China State Construction Engineering Corporation.
. It specializes in the construction and operation of real estate properties.
China Overseas 25.2bn ) ) ) )
Although China Overseas is pushing to expand abroad into Europe and North
America, as of the end of FY2020, 99.8% of its revenue comes from Mainland

China and Hong Kong.9

Longfor Group is a real estate development company that specializes in

property development and rental housing. As of 2020, Longfor has 1,000
Longfor Group 28.5bn property developments with roughly 270bn RMB in reported sales.”® 92.6% of

its revenue came from property development, 4.1% from property investment

and 3.2% from property management as of the end of FY2020.

Country Garden is a real estate development company that ranked 139 on the

Fortune Global 500 list in 2021." The company experienced meteotic growth
Country Garden 23.9bn as it moved from rank 467 in 2017 to 139 in 2021 on the same list. In recent

years Country Garden has been making moves into the robotics space, with

80 robot restaurants in the Greater Bay Area as of Apr 2021.7

Established in 2003, Sunac is a real estate development company that also
has lines of business in tourism and family entertainment. However, these
. ) other lines of business are still small. As of FY2020, 94.9% of its revenue is
Sunac China Haldings 11.5bn ) 1
from property development and investment.” Some of Sunac’s recent
projects include the Sunac International Vacation Spot in Guilin and the Sunac

Culture-Tourism City in Jinan, both opened in 2021.

For Top 10 Holdings for the fund please click here. Holdings are subject to change. Current and
future holdings are subiject to risk.
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Tailwinds Supporting the Growth of Chinese Real Estate

Urbanization and Economic Growth: With China’s rapid economic development, much of the rural
population migrated from the countryside to burgeoning urban centers. Between 1980 and 2020, the urban
population increased from 19.4% to 63.9%, which increased demand for housing in those areas.'* One of
the unique aspects of the Chinese housing market has been the influence of the Hukou system. Since the
1950’s, Chinese citizens are given residential registration documents called Hukous that categorize them
either as rural or urban residents. The Hukou system placed barriers in front of rural residents that wished to
migrate to urban areas, but the system has been gradually liberalizing as China’s economic and social
realities change. At the National People’s Congress in 2021, the government announced its plans to relax
residency requirements based on city population.'® These reforms are part of government efforts to sustain
urbanization.

Lack of Alternative Assets: Financial markets in China are still underdeveloped and capital controls limit
overseas investments. Faced with a lack of attractive alternative assets, Chinese investors naturally flock
towards Real Estate. The volatility of Chinese equity markets reinforces that tendency. As a result, valuation
of housing assets in China exceeded that of stocks by roughly 8 times in 2017.1¢ Of course, as financial
markets in China mature, it is likely that this tailwind will decrease over time.

MARKET VALUE OF ASSET CLASS (IN TRILLIONS), 2019

Source: Goldman Sachs.
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Cultural Factors: Homeownership is an important part of establishing a family in many countries, but it is
especially true in China. Whereas young people in the United States often consider purchasing a home after
marriage, young men in China face pressure to have a home and car prior to marriage. Interestingly
enough, this trend does not seem to be fading away as the new generation rises. To the contrary, young
people seem more inclined to believe that homeownership is necessary prior to marriage. A 2021 survey
revealed that only 40% of Chinese people aged 21 to 25 believe that it is acceptable to get married without a
purchased home, compared to 65% of Chinese people aged 36 to 40 years.'” The broader Chinese
population overwhelmingly prefers homeownership over renting, with the homeownership rate in China
reaching 83% compared to 58%, 61% and 54% in the US, Japan and Canada, respectively.
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RENTING OR OWNING ACCOMODATION BY COUNTRY

Source: Statistia Global Consumer Survey.
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Headwinds and Challenges in Chinese Real Estate

Systemic Risk: As much as Real Estate has contributed to growth, regulators view the sector as a potential
source of risk. Housing prices have increased at an alarming pace with prices in Tier 1 cities growing six-fold
between 2002 and 2020.18 Meanwhile, price-to-income ratios in the cities of Shenzhen, Beijing, Shanghai
and Guangzhou are all at least three times higher than that of New York.!® As the Real Estate sector
developed, it became increasingly common for households to speculatively buy multiple homes, which
eventually culminated in Chairman Xi Jinping declaring that “houses are for living, not speculation” at the
19t Party Congress.

Efforts to clamp down on rising housing prices have been complicated by unhealthy behaviors of
households. In some instances local governments attempted passing restrictions on the number of
properties a household can purchase, only to find couples engaging in sham divorces as a workaround.?
There is also a tendency for homeowners to protest fiercely against falling prices, which adds pressure to
property developers and distorts market forces. Underpinning these behaviors is the assumption that there
is an implicit guarantee by the government to not let housing prices fall.

Regulatory Tightening: Regulators are clear-eyed about the damage that can be done to the economy and
are taking action. The Three Red Lines policy was devised in 2020 to deleverage the balance sheets of
property developers.?! Real Estate companies have until mid-2023 to come into compliance with these
requirements, so the effects of the policy will gradually set in over the course of the next two years.
Policymakers are also mulling the introduction of a property tax, but this will depend heavily on whether it
can be implemented in a way that does not prompt an overreaction.

Conclusion

China’s Real Estate sector is the unique product of a country experiencing unprecedented growth and
rapidly changing societal needs. A major theme of Chinese Real Estate is the tug of war between regulators
who wish to contain systemic risk and local governments or companies that have an incentive to see higher
growth numbers. Suffice it to say, if these regulations are successful in curbing systemic risk, then any
short-term headwinds should be made up for by long-term stability. If Chinese Real Estate successfully
averts a major disaster, CHIR’s shockingly cheap valuations could work to the advantage of investors. In
this scenario, CHIR'’s dividend yield of 5.81% and earnings yield of 23% (as of Sep 6, 2021) would be
particularly rewarding.
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Click the fund name above for SEC 30-day yield and standard performance. The
performance data quoted represents past performance and does not guarantee future
results. The investment return and principal value of an investment will fluctuate so that
an investor's shares, when sold or redeemed, may be worth more or less than their
original cost and current performance may be lower or higher than the performance
quoted.

Definitions
The MSCI China Real Estate 10/50 Index is designed to capture the large- and mid-

capitalization segments of securities included in the MSCI China Index that are classified in the
Real Estate Sector as per the Global Industry Classification Standard (GICS).
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prospectus

Global X Management Company LLC serves as an advisor to Global X Funds. The Funds are distributed by SEI Investments Distribution Co.
(SIDCO), which is not affiliated with Global X Management Company LLC. Global X Funds are not sponsored, endorsed, issued, sold or

promoted by MSCI nor does MSCI make any representations regarding the advisability of investing in the Global X Funds. Neither SIDCO nor
Global X is affiliated with MSCI.
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