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What happened 
Markets opened sharply lower this week as details emerged around the potential debt default 
by Evergrande, China’s second-largest property developer. Evergrande’s crushing debt load 
is well documented, but last week’s company-issued warning of a potential default amidst a 
down cycle in Chinese real estate has moved this from a long-term concern to a short-term 
catalyst. The Hang Seng Index in Hong Kong, where Evergrande is listed, dropped more than 
3% overnight, and Evergrande shares were down about 10%.  

This news comes as investors were already on edge after markets have seen a few 
weeks of losses following seven straight months of gains. Markets are also in a 
seasonally-weak period, and the ongoing carousel of concerns continues: ranging from 
COVID concerns, the political wrangling in Washington, including the spending bill and the 
debt ceiling, potentially higher taxes, to the Federal Reserve’s (Fed) taper. These are all 
reasons why we have been expecting a sloppy September. Evergrande adds to the mix 
and is providing investors a gut check. 

Our take 
As we discussed in our September Market Navigator, we expected to see at least one gut 
check before year end, and that would likely be caused by something that wasn’t front and 
center as we began the month. Evergrande appears to be that headline.  

This is an event that will lead to market turbulence. Ultimately, we don’t see this as a 
systemic risk or changing the market’s primary uptrend. The unwinding of Evergrande 
will be sloppy and cause disruptions, but we expect the Chinese government will manage 
this default to avoid a hard-landing, and foreign investors will be asked to accept a haircut 
and maturity extension on their bond holdings. 

As global markets sell off, some encouraging signs have been the relatively minor drop in the 
10-year U.S. treasury yield, high yield credit remaining relatively firm, and the price of gold 
staying relatively flat. This is further evidence that the market does not see the Evergrande 
event as a systemic risk. 
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A closer look at Evergrande 
The Chinese government has been put in a position to decide between increasing moral 
hazard and potentially letting the fallout of Evergrande’s debt default ripple through the 
financial system.  

The significance of a potential Evergrande default lies in the fact that it would have a 
significant effect on the Chinese financial system (the world’s top four banks are Chinese 
in terms of total assets), with potential—thus far unknown—knock-on effects to the 
world’s financial system.  

Ultimately, we expect the Chinese government to step in, restructure the company, and 
force international investors to accept 10-20 cents on the dollar (a haircut of 80% to 
90%) with extended maturities. This would likely push up the yields of other Chinese bonds, 
as most investors assumed these bonds were solid and that the Chinese government would 
step in to rescue investors, hence the moral hazard. 

The central bank, People’s Bank of China, can cut short-term rates and bring additional 
liquidity to the system. In the worst-case scenario, it can directly inject liquidity into the banks 
to keep them running at current levels. During the pandemic, China was the only major 
economy to not use massive monetary stimulus. Thus it has plenty of room to add liquidity.  

This whole event has the potential to push down property prices in China—and that is 
what the Chinese authorities would like to see. One of the communist party’s biggest 
“Common Prosperity” stories is the high cost of living due to high property prices. The 
Chinese government could decide to punish speculators that have been buying multiple 
properties. However, they have to be careful because if they punish speculators too much, it 
could spark a property crisis.  

No matter what happens, this will cool Chinese demand for commodities which is good 
for the developed markets. There are months of pent-up demand waiting to be fulfilled, and 
inventory levels are at historically low levels. A cooling in China’s economy should keep prices 
depressed for developed markets consumers. This keeps inflation in check and consumption 
at healthy levels.  

 

Perspective on the exposure to Evergrande 
The gut check is real, but there are additional considerations that provide context:  

• Our view on EM corporate bonds has been and remains negative. Nevertheless, in 
the corporate EM bond ETF, Evergrande makes up only about 0.05%.  

• Using Exchange Traded Funds (ETFs) as proxies, Real Estate represents 21% of 
the Hong Kong market, so that’s partly why we see that overall market down 
more than 3%.  

• However, Hong Kong represents less than 3% of the country exposure within the 
international developed markets (IDM). In other words, Hong Kong real estate 
represents about 0.6% of the IDM index.  

• Real Estate is 2% of the EM index, and Evergrande is 0.01% of the EM index. 
Of course, this is just direct exposure. There can be an impact to other companies and the 
economy from knock-on effects as well as the impact to investor sentiment (which we are 
seeing today). 

 



 

Bottom line 
Given the ongoing carousel of concerns, we have been expecting a choppier near-term 
period. The Evergrande situation adds one more component for investors to navigate and will 
likely take some time for the market to digest. However, this does not change our underlying 
view that the primary market trend remains higher and the U.S economy remains on solid 
footing.  

Periodic setbacks are always uncomfortable because they come with bad news and 
uncertainty. However, they are also the admission price to the market. Recall, the S&P 500 
has only had two other years since 1980 where it did not see at least one intra-year pullback 
of more than 5% (the deepest pullback prior to today was just 4% this year).  

The events in China reinforce our significant U.S. equity overweight position as well 
moving EM to a further underweight last month. We expect investors to continue to 
gravitate toward what we see as the big blue chip country with higher quality companies.  

We don’t see this as derailing the U.S economy, in which we expect above-trend growth 
into next year. The U.S. consumer represents more than 2/3rds of the U.S. economy and this 
should not have a direct impact.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

Disclosures 

Advisory managed account programs entail risks, including possible loss of principal and may not be suitable for all investors. Please speak 
to your advisor to request a firm brochure which includes program details, including risks, fees and expenses. 

Truist Wealth is a marketing name used by Truist Financial Corporation. Services offered by the following affiliates of Truist Financial Corporation: 
Banking products and services, including loans and deposit accounts, are provided by SunTrust Bank and Branch Banking and Trust Company, both 
now Truist Bank, Member FDIC. Trust and investment management services are provided by SunTrust Bank and Branch Banking and Trust Company, 
both now Truist Bank, and SunTrust Delaware Trust Company. Securities, brokerage accounts and /or insurance (including annuities) are offered by 
Truist Investment Services, Inc., and P.J. Robb Variable Corp., which are each SEC registered broker-dealers, members FINRA, SIPC, and a licensed 
insurance agency where applicable.  Life insurance products are offered through Truist Life Insurance Services, a division of Crump Life Insurance 
Services, Inc., AR license #100103477, a wholly owned subsidiary of Truist Insurance Holdings, Inc.  Investment advisory services are offered by Truist 
Advisory Services, Inc., GFO Advisory Services, LLC, Sterling Capital Management, LLC, and Precept Advisory Group, LLC, each SEC registered 
investment advisers. Sterling Capital Funds are advised by Sterling Capital Management, LLC.    

While this information is believed to be accurate, Truist Financial Corporation, including its affiliates, does not guarantee the accuracy, completeness or 
timeliness of, or otherwise endorse these analyses or market data. Revise  

The opinions and information contained herein have been obtained or derived from sources believed to be reliable, but Truist Financial Corporation 
makes no representation or guarantee as to their timeliness, accuracy or completeness or for their fitness for any particular purpose. The information 
contained herein does not purport to be a complete analysis of any security, company, or industry involved. This material is not to be construed as an 
offer to sell or a solicitation of an offer to buy any security. 

Opinions and information expressed herein are subject to change without notice. TIS and/or its affiliates, including your Advisor, may have issued 
materials that are inconsistent with or may reach different conclusions than those represented in this commentary, and all opinions and information are 
believed to be reflective of judgments and opinions as of the date that material was originally published. TIS is under no obligation to ensure that other 
materials are brought to the attention of any recipient of this commentary. 

Comments regarding tax implications are informational only. Truist and its representatives do not provide tax or legal advice. You should consult your 
individual tax or legal professional before taking any action that may have tax or legal consequences. 

Investments involve risk and an investor may incur either profits or losses. Past performance should not be taken as an indication or guarantee of future 
performance. 

TIS/TAS shall accept no liability for any loss arising from the use of this material, nor shall TIS/TAS treat any recipient of this material as a customer or 
client simply by virtue of the receipt of this material. 

The information herein is for persons residing in the United States of America only and is not intended for any person in any other jurisdiction. Investors 
may be prohibited in certain states from purchasing some over-the-counter securities mentioned herein. 

The information contained in this material is produced and copyrighted by Truist Financial Corporation and any unauthorized use, duplication, 
redistribution or disclosure is prohibited by law. 

TIS/TAS’s officers, employees, agents and/or affiliates may have positions in securities, options, rights, or warrants mentioned or discussed in this 
material. 

Asset classes are represented by the following indexes. An investment cannot be made directly into an index. 

S&P 500 Index is comprised of 500 widely-held securities considered to be representative of the stock market in general.  
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