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Abstract: This paper seeks to comprehensively investigate the extent to which the Three Red
Lines Policy has affected the real estate industry. The Three Red Lines policy are financial
regulatory guidelines in China introduced in August 2020To figure out the impact of the
Three Red Lines Policy, this paper studies the intentions of the policy, a case study on the
comparative stock price changes of Vanke and Evergrande and predicting the future stock
changes of Vanke through python, and an analysis of how property companies change. The
findings suggest that the policy has cooled down the overheated property market, and because
it limits the debts to the real estate sector, it has also changed the development trends of the
industry. The Three Red Lines Policy would have a profound impact on the future
development of the real estate industry.
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1. Introduction

Real estate industry is an important component of the Chinese economy, and the three red lines policy
published in August 2020 has a significant influence on the industry. This article will discuss why
China published such a policy and what impact it has.

The three red lines policy is a limit to the ability of real estate companies to raise money. The main
content is for any real estate company, its asset-liability ratio should not exceed 70%, its net debt ratio
should not exceed 100% and its cash short-term debt ratio should not less than 1. If all three red lines
are touched, no new interest-bearing liabilities are allowed. If two lines are touched, the annual
growth rate of debt must not exceed 5%. If only one line is touched, the annual growth rate of debt
must not exceed 10% and if none of the three lines has been met, and the annual growth rate of debt
can be allowed to 15%.

2. Literature Review

The booming real estate economy has brought decades of rapid development in China, but under the
growth a series of problems shown up, such as high house price and weakness in real economy.
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Policymakers has tried several approaches to deal with it but brought little effect. A stronger and
systematically method is needed. The three red lines policy that published in August 2020 in China
undoubtly had a huge impact on the real estate industry. A large growing body of literature has
focused on the corresponding effects. For example, some papers have suggested that, in the
perspective of investment and financing, the new policy leads to tightened financing channels, etc.
And we want to talk about some effects on this whole real estate industry such as the future
development. According to the "Prefabrication Construction in Residential Building of Vanke Real
Estate Company China", the development history of Vanke's prefabrication was reviewed, and the
construction technology and design mode of Vanke in the new project were introduced and evaluated.
In the end, it is concluded that compared with the traditional methods, the technical effects adopted
in the new projects are all remarkable, and there is still a lot of room for development. However, this
new technology also has disadvantages. For example, in terms of transportation, some objects may
collide during transportation, which may increase the difficulty of installation and the safety of houses.

3. Discussion

This policy has several purposes. The main goal is to cool down the overheated property market and
control the house price. The skyrocketing house price is not a new problem in China. The house prices
of central areas of Beijing, Shanghai and Shenzhen are estimated to be 150,000, 143,000 and 141,000
yuan per square meter respectively, exceeding New York (106,000), London (102,000) and second
only to Hong Kong (214,000) [1]. And the house price to income ratios in the core area of Beijing,
Shanghai, Guangzhou and Shenzhen are 67, 56, 37 and 52 respectively, higher than New York's 11,
London's 14 and Tokyo's 11. Although the loan interest rates in China are much higher than most of
other major economies, with 1 year LPR of 3.7% and 5 years or more LPR of 4.45% in Jun 2022 [2]
and most big city has different restrictions on house purchase, this measures proved failed to control
house price. And artificially set the upper bound of the price of house was actually meaningless
because it is easy to broken by various edge balls. This forced the policymakers to try another way to
reach their goal.

Another purpose is to reduce the scale of the real estate industry and free up money for real
economy. The real estate sector has grown to unprecedented proportions in China, with the market
value of US$62.6 trillion in 2020, significantly larger than the US$33.6 trillion of the US, the US$10.8
trillion of Japan and the US$31.5 trillion of the UK, France and Germany combined. In terms of the
ratio of housing market value to GDP, China is 414% in 2020 [3]. When such a huge market is
nearing the top, the policymakers should plan for other alternative growth points, which requires
resources to be directed to reduce the real estate sector's use of society's overall resources. Secondly,
considering a market of such size, the focus is also on how to divert the large annual surpluses. The
return of all the money to the real estate market will inevitably result in a constant mutual push-up
effect of land prices, house prices and earnings. This mutual push will certainly create a "vicious
circle" and some bad signals have already appeared. Act is still not late now to prevent serious
consequences.

The final target is to prevent finance crisis and control systematic risk. Nowadays the "high
leverage" development model is still being used by many real estate enterprises. For real estate
enterprises, high leverage development can achieve booming development; Also, if the debt is large
enough, it is safe enough (creditors dare not press for payment). Last two years have already seen
many real estate enterprises meeting a funding or liquid crisis. From the director’s perspective, as the
financial attributes of the real estate industry have been strengthened in recent years, the operational
problems of large real estate enterprises have affected the safety and stability of the financial system.
If one large real estate enterprise bankrupted, it may affect a group of banks, creating piles of debt
default and even triggering a domino effect. Disaster like the sub-prime crisis in united states has
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happened before, and now it seems to be necessary to reduce the likelihood of risks by controlling
overall debt ratios.

In Second part, we conducted a case study on Vanke real estate company in China and discuss
each of the three aspects of how Vanke has risen, the impact of the “three red lines” on the company's
stock, and forecasts for future development.

Firstly, for company how to rise, in our opinion there are 2 points: Government policy: four trillion
plan and decisions of company leaders. Due to the financial crisis, China's exports rapidly declined
from high double-digit growth at the beginning of the year to negative growth in the second half of
2008. And in the first quarter of 2009, industrial production fell, exports turned double-digit negative,
energy generation experienced zero growth, a huge number of small and medium-sized export
businesses closed, and there was a wave of unemployment in coastal areas. In response the financial
crisis, the government launched the “Four trillion” plan, a large amount of investment poured into
infrastructure construction, one of these measures is to accelerate the construction of secure housing
projects. Support for housing construction has been stepped up to expand the renovation of dangerous
houses in rural areas. Thus, real estate ushered in a wave if string growth. The Figure 1 shows the
house price growth index in China [4] and we can see that between 2008 and 2014, house prices were
basically in a rapid upward phase.

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

B House Prices: YoY: Monthly: ytd: China

Figure 1: House Price Growth Index in China

At first, the chairman of Vanke was only in the business of reselling corn. He found this
opportunity through government policies and used the profits from selling corn to start a real estate
business. However, the China house prices began to decline slightly after 2014, at that time, the
chairman of Vanke believed that the “golden age” of China real estate had passed, so he began to
focus on risk control strategies and let Vanke lose the position of real estate boss [5].

Secondly, during the price decrease period, such as Evergrande group has begun to use the pre-
sale method to continue to expand the company scale. The "three red lines" policy has had a
significant impact on real estate companies.

China Evergrande Group
usD

A

Figure 2: China Evergrande Group Stock Changes Yearly.
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As required by the policy, Evergrande was put onto the “red file” and had a cash flow crisis,
bankruptcy crisis due to the restrictions imposed by the government on loans. As result, from the
chart above, the company stock price fell significantly in October 2020 [6].

China Vanke Ord Shs A
(?NY

Figure 3: China Vanke Stock Changes Yearly.

For changes in Vanke’s shares, which entered the green file due to its previous development
direction, which did not violate the "three red lines"[7]. We could know that the Vanke stock price
did not fall after the policy released and even slightly. For the stock decline further down, our opinion
is due to the government planning the real estate, which will not make the real estate as highly
profitable as before, people are not very positive about the prospects of such companies.

2202.HK
—__mavg

| ] —— forecast

Figure 4: China Vanke Stock (2202.HK)) Prediction.

Finally, we would like to analyse the Vanke stock data [7] in python to make two predictions about
its future development, the mavg is move average, which helps to reduce the "noise" in the price chart
by smoothing out the price data through constant updating of the average price. In addition, the
moving average may act as "resistance", representing the downward and upward trend of the stock,
from which its future trend can be expected.

Based on the forecasts in the chart above, it is clear that Vanke will rise slightly and then probably
stabilise for a while. In our views, Chinese economic development has shifted from high-speed
growth to a stage of high-quality development, and the real estate industry also needs to change from
scale and speed to quality and efficiency. with development becoming more and more like consumer
durable and operation like a service industry. Enterprises can no longer rely on hoarding raw materials
and land appreciation to make money, nor can they rely on leveraging to make money. 2. The current
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sluggish growth of China’s property development business has become an industry trend. However,
Vanke as a large company has related businesses in other areas. For example, according to the 2021
annual report released by Vanke, Wanwei Logistics achieved operating revenue of RMB 3.16 billion,
an increase of 68.9% year-on-year, of which RMB 2.06 billion was generated from high-standard
warehouses [8].

Therefore, Vanke may maintain its “green file” in real estate while actively developing business
in other areas to ensure the safety of capital liquidity.

The implementation of the three red lines policy would not only prevent and control the risk in the
real estate industry, but also would change the existing industrial structure and development trend.
There is no doubt that the three red lines policy would have a profound impact on the future
development of the real estate industry.

We know that the three red lines policy are financial regulatory guidelines in China introduced in
August 2020. So we can first take a look at the data for August 2020 and start with a comparison. In
August 2020, the average purchase price of land across the country was approximately 8,687 CNY
per square metre and many cities saw an increase of over 10% in the purchase price of land. This is
contrary to the national objective of regulating property prices, and real estate companies are over-
leveraged. According to information from the National Bureau of Statistics, the liability-to-asset ratio
of the real estate industry was approximately 73.6% in 2020, which is far exceeding the reasonable
range of 40% to 60% [9].

National land transaction amount and planned building area from 2015 to 2021

2015 2016 2017 2018 2019 2020 2021

Planned buildina areal billion sauare meter) 2
—— o o 1446 1313 15.82 1995 2058 23.42 17.65
Transaction amount (trillion CNY) 2.05 2.73 4.13 4.67 5.56 5:67 607

Figure 5: National land transaction amount and planned building area from 2015 to 2021.

The above diagram [10] is the National land transaction amount and planned building area from
2015 to 2021. The new regulation was proposed in August 2020 and we can see some changes that
took place when the new regulations were implemented in 2021. For the first time in almost five years,
we can see a decline in both transaction value and square metres. And actually, it decreased a lot.
Some people may think about covid: does the pandemic result in this decline? But it was still on the
rise even in 2020, when the pandemic was at its worst.

In addition, there are three main impacts on the industry. First of all, The implementation of the
"three red lines" will result in a fundamental change in the industry's development trend, and the
growth of property companies will slow down. Before the implementation of three red lines policy,
the development of real estate enterprises was debt-driven: the larger the scale, the more money they
could borrow and the more they could borrow, the faster they could develop; after the implementation
of three red lines policy, the industry shifted to profit-driven because the enterprises can not borrow
money as before. At the same time, the expansion of the scale of enterprises relies more on the
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improvement of their operating capacity, and the restricted leverage limits the scale of their future
development.

Secondly, it decreases debt to standard. There are three ways to decrease debt: to accelerate sales,
reduce land acquisition and other investments, and convert debt relationships to shareholder
relationships.

Thirdly, it changes both the sales method and business model. Before the three red lines policy,
the more land you buy, the more leverage you can increase. Therefore, the focus of the development
of real estate enterprises is to buy more land. After the three red lines policy, they need to care about
the liability-to-asset ratio and also the cash-to-short-term debt ratio. Therefore, real estate enterprises
would buy as much land as they could sell in the future. Also, because they could not buy any land
they want, so they need to judge which land deserves more investment, and which land would be
more profitable. So they were more focused on resources such as land and fund before, but now they
need to pay more attention to the professional competencies such as research, analysis and judgement
skills.

National House price
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Figure 6: National house price from 2010 to 2022.

For the house price, according to the above diagram [11], there was an obvious decline after June
2021. Although it was not that significant, it was the only decline in the last 10 years. There are some
representative phenomena emerged. First of all, the four top-tier cities (Beijing, Shanghai, Guangzhou
and Shenzhen) have not been affected. The house prices in Guangzhou and Shenzhen even increased
slightly. Then the house prices are falling in most cities. A sample of 70 large and medium-sized
cities are collected by the National Bureau of Statistics, which is also a sample of cities across the
country, showed that house prices are still falling in most cities, and the number of the cities that have
falling house prices are still increasing. The last but not least, house prices in 33 cities are back to at
least 3~4 years ago. For example, Mudanjiang, Haerbin....

It has been almost two years since the introduction of the "Three Red Lines" policy, but under the
pressure of various regulatory policies, the focus of housing companies has changed significantly. It's
not difficult to understand that "safety" and "profit" have been the subject of many performance
sessions. The former is an inevitable requirement under supervision, while the latter is a realistic need
for the development of real estate enterprises. How to balance the relationship between the two not
only tests the adjustment space of real estate enterprises, but also relates to the development potential
of the company.

The state of Vanke shows that the entire industry is unspeakably optimistic. In August 2021,
Vanke's net profit attributable to its parent was 11.05 billion yuan, a year-on-year decrease of 11.7%.
It was the first time in nearly 19 years that interim net profit declined. In the past six months, most
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listed real estate companies have achieved "downshifts" in accordance with the "three red lines"
standard, but they have also paid some costs, such as increasing income but not increasing profits.
And even so, during the debt repayment cycle, the risk of the entire industry has not really decreased,
and the industry has rarely talked about scale.

In terms of sales, Vanke achieved contracted sales of 354.43 billion yuan, a year-on-year increase
of 10.6%. The operating income was 167.11 billion yuan, a year-on-year increase of 14.2%. Under
the circumstance that the property market is regulated step by step, the weak scale growth is a
common feature of the industry, and the decline in gross profit margin has also become the norm. In
the first half of 2021, the gross profit margin of Vanke Real Estate and related businesses was 18.0%,
down 6.02 percentage points from the same period in 2020.

4. Conclusion

Most of the diversified businesses of real estate companies belong to "heavy investment and less
return”, which not only easily puts pressure on the capital chain, but also affects the profit rate and
return on assets. However, when traditional businesses are affected, diversification and
transformation are essential.

The policy has objectively prompted housing companies to increase their sales efforts and make
up for the lack of cash flow through sales receipts. However, the expenditure of enterprises on land
acquisition and investment has inevitably been affected. The 21st Century Business Herald found that
compared with the end of last year, most real estate companies achieved a "downgrade" in the middle
of the year, and the proportion of "green" and "yellow" housing companies also increased.

But overall risk to the industry hasn't really declined. The above-mentioned real estate company
said that this year and next are still the debt repayment cycle of real estate, and the financial pressure
will continue to exist. At the same time, high-pressure policies will make more and more real estate
companies face pressure on the capital chain, and debt defaults and industry mergers and acquisitions
may continue to occur frequently. What is certain is that the industry judging standard with scale as
the main yardstick is no longer applicable.
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