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Abstract: Evergrande Real Estate Group Co., Ltd. was once a leading enterprise in China's
real estate industry and one of the Fortune 500 companies. However, in the past few years,
Evergrande fell into a huge debt crisis and was on the brink of bankruptcy. Although with the
joint efforts of the leaders and employees of Evergrande Group, all core assets of Evergrande
Group have been preserved, which allowing the company to continue normal operations. But
the debt issue remains the biggest problem for Evergrande Group. This study conducted a
survey and analysis based on the performance of Evergrande over the past 30 years,
attempting to identify the reasons for Evergrande's two trillion yuan debt crisis. Based on the
theories of economists and entrepreneurs' experiences, a solution to Evergrande's debt crisis
can be integrated. This study will conduct a detailed analysis of the three main causes of
Evergrande's debt crisis, including high leverage profit model, diversified development, and
excessive dividends. The author will collect resources through online search, book browsing,
and interviews with professionals, and then present them in the form of papers.

Keywords: China Evergrande Group, 2 trillion RMB debt, high leverage profit model,
diversified development, high dividend

1.  Introduction
1.1. History of Evergrande Development

China Evergrande Group (hereinafter referred to as "Evergrande"), founded by Jiayin Xu in 1996 in
Guangzhou, is one of the world's top 500 enterprise groups integrating real estate, finance, health,
tourism and sports. With total assets of trillion yuan, annual sales scale of more than 400 billion yuan,
80000 employees, 1.3 million jobs and 500 real estate projects in more than 180 cities across the
country. Evergrande has been the world's first real estate enterprise for four consecutive years.
Evergrande has eight major industries under its umbrella, such as Evergrande Real Estate, Evergrande
New Energy Vehicles and so on.

With the cessation of the housing allocation system more than a decade ago and the
implementation of the commercial housing policy, Evergrande first used the strategy of “small area,
low price, and low cost” to seize the opportunity, and then quickly established itself in the real estate
market with the strategies of “three highs and one low” and “fast in and fast out”. The three highs
refer to high debt, high leverage, and high turnover. Low refers to low cost. Fast in and fast out refer
to low land prices, fast construction, fast opening, and late payment [1]. Trough these strategies,
Evergrande has stood out from more than 2,000 real estate enterprises in Guangzhou, become one of

© 2023 The Authors. This is an open access article distributed under the terms of the Creative Commons Attribution License 4.0
(https://creativecommons.org/licenses/by/4.0/).

83



Proceedings of the 7th International Conference on Economic Management and Green Development
DOI: 10.54254/2754-1169/34/20231679

the top 10 real estate enterprises in Guangzhou, then become one of the top three real estate enterprises
in China, and finally become the first real estate enterprise in the world. During this period,
Evergrande not only held an absolute leading position in the real estate industry, but also achieved
diversified layouts in other fields, becoming a multinational enterprise that integrates six business
sectors: real estate, finance, health, culture, tourism, and sports [2].

1.2. The Current Situation of Evergrande

Today, Evergrande has a debt of 1.97 trillion yuan and is facing bankruptcy. Because Evergrande's
scale is too large and involves too many individuals and groups, its decline will bring serious
economic problems [3]. From the perspective of microeconomics, the decline of Evergrande has
resulted in unemployment of workers and loss of money for suppliers and buyers. From a macro
perspective, it will have a severe impact on China's financial system and may lead to a slowdown in
economic growth.

2. Evergrande's Debt Problem

There are three main reasons for Evergrande's high debt problem: high leverage profit model, blind
diversified expansion, and high dividend salaries for senior executives of the company.

2.1. High Leverage Profit Model

Evergrande's high leverage profit model has led to increasing pressure on its loan repayment,
ultimately leading to a debt crisis due to the rupture of its funding chain. The reason why Evergrande
has been able to grow into a global leading real estate enterprise in just over 20 years is that
Evergrande has been aggressively expanding through leverage. Evergrande maintains cash flow
operations by borrowing new and repaying old, and banks and investors are also willing to hand over
funds to leading real estate companies like Evergrande. If the regulatory environment does not change,
Evergrande's funding game can be maintained continuously. But there’s no forever free lunch in the
world. When Evergrande's business is too large, any slight improper turnover of funds can lead to the
rupture of the capital chain.

The entire business model of Evergrande is closely related to high leverage. In order to maintain
and increase commercial scale, Evergrande mainly uses five layers of leverage. The first level of
leverage is to borrow money from the bank to buy land, then mortgage the land to the bank to borrow
money for the development and construction of the land. After the house is built and sold, Evergrande
repays the money to the bank with interest and principal. The second level of leverage is that during
the construction process, Evergrande will allow construction units and suppliers to advance funds,
and issue merchant tickets to leverage supplier funds. The third layer of leverage is that after the
construction is completed, Evergrande obtains a large amount of pre-sale funds from the buyer in
advance through pre-sale of the house, which is used for working capital, interest repayment for the
bank, and daily turnover. The fourth level of leverage is to use the listed platform to issue stocks and
bonds, for example the 116 billion yuan of perpetual bonds as of 2016, to attract public investment
through high interest rates. The final layer of leverage is the issuance of high return financial products,
leveraging internal employee funds and binding employees [4,5]. These five layers of leverage are
combined, and in the short term, Evergrande almost does not need to spend any capital costs
throughout the entire construction and sales process, but instead uses all external funds, which is later
known as leverage and liabilities. Throughout the entire process, the biggest cost for Evergrande was
the money for buying land, and most of the land was hoarded at low prices more than a decade ago.
When the current prices rise, houses are built and sold to earn a price difference. Evergrande only
talks about the payment method and not the price, usually agreeing on installment payments. In one

84



Proceedings of the 7th International Conference on Economic Management and Green Development
DOI: 10.54254/2754-1169/34/20231679

transaction, the down payment of the land transfer fee, which was originally over 100 million yuan,
was only given to the 5 million yuan borrowed from the bank, equivalent to 20 times the leverage.
By doing so, Evergrande achieved a leverage of ten thousand times with ten thousand yuan, and with
the rapid increase in land and housing prices, profits soared instantly [6].

However, leverage can amplify a company's profits while also increasing its risks. From the Fig.1
[7], it can be seen that since 2010, Evergrande's operating cash flow has been negative, indicating
that Evergrande's business operations cannot bring cash to Evergrande. Evergrande's overall cash
flow is supported by a large amount of financing, covering the net expenses of operating and
investment cash flows. At this point, once external financing encounters policy changes and other
factors that tighten, the risk of fund chain rupture will rapidly increase.

Cash flow changes of Evergrande from 2010 to 2019

Operating Investment Financing

11005 475.08 152813

Percentage of Cash flow(%)

13134 -553.08

12390 47482

2010 2011 2012 2013 2014 2015 2016

Data source: Evergrande Report

Figure 1: Cash flow changes of Evergrande from 2010 to 2016.

In 2016, China first proposed the concept of “housing without speculation”, and at that time, real
estate developers such as Evergrande did not pay special attention. Finally, in 2018, the “Three Red
Lines” were introduced, which refer to the three indicators for regulating the financing of real estate
enterprises. They required the regulation of the growth of interest bearing liabilities of real estate
enterprises and the establishment of three red lines. The first red line is that the asset liability ratio
excluding prepayments shall not exceed 70%. The second red line is that the net debt ratio shall not
exceed 100%. The third red line is that the ratio of cash to short-term debt shall not be less than one
time. Evergrande's high leverage operation mode unexpectedly hits all three red lines.

The first red line, According to Fig. 2. [7,8], Evergrande’s debt ratio excluding accounts received
in advance has been above 70% since 2012, exceeding the requirements of the first red line. The net
debt ratio has exceeded 100% since 2012. The decline in net return in 2013 was due to Evergrande's
issuance of perpetual bonds, which are reflected in equity rather than liabilities on the balance sheet.
Perpetual bonds are not included in the numerator of net debt ratio, but have added the denominator
- consolidated equity. Nevertheless, since 2014, the net debt ratio has risen again, exceeding the
requirements of the second red line. According to Fig.3 [7], Evergrande's cash reserves have been
insufficient to cope with short-term debt since 2012, and the cash to short-term debt ratio of the third
red line during this period has also not met the standard [8,9]. In the end, Evergrande was unable to
increase its interest bearing liabilities due to hitting three red lines, in other words, it could no longer
borrow from banks. However, the majority of Evergrande's funds come from operational liabilities,
which has led to the rupture of Evergrande's funding chain, resulting in many projects not being
delivered on time and ultimately resulting in the current situation.
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Change of Evergrande’ s assets and liability ratios from 2012 to 2021
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Figure 2: Changes in total assets, liabilities, debt ratio and net debt ratio of Evergrande from 2012 to
2021.

Ratio of cash, short-term interest-bearing debt and short-term cash debt of
Evergrande from 2010 to 2016
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Figure 3: Ratio of cash, short-term interest-bearing debt and short-term cash debt of Evergrande from
2010 to 2016.

Return on assets (ROA)=Net profit/Total average assets x 100%

It can be seen from Fig. 4 [7] that since 2011, Evergrande's ROA has been lower than the
borrowing rate, and the Price scissors gap between the two has become larger and larger. If ROA is
lower than the borrowing rate, it means that for every yuan of performance or asset growth, the
income brought by that yuan is lower than its production loan interest.
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Figure 4: Changes in ROA and weighted average borrowing rate of Everande from 2011 to 2017.

In other words, all the money earned by Evergrande is now used to pay interest. In 2016,
Evergrande topped the sales performance table of Chinese real estate enterprises with a sales revenue
of 373.4 billion yuan. As shown in Table 1[7], in the same year, Evergrande's ROA and borrowing
rate Price scissors reached the peak, with a total net profit of 17.6 billion yuan, up 1.6% year on year.
However, the net profit attributable to shareholders of listed companies was only 5.09 billion yuan,
and 10.6 billion yuan was used to repay the interest on perpetual bonds, down 51.3% year on year,
accounting for 29% of the total net profit [10]. It can be seen that the core of Evergrande's problem
is that the interest bearing debt is too high, which affects Evergrande's normal operation and profit

settlement.
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Table 1: Statement of changes in comprehensive equity of Evergrande.

Consolidated statement of changes in equity (Unit: RMB million yuan)
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Table 1: (continued).

Foreign
currency — _ 835 _ 835 _ _ 835
conversion
difference
Total income — — (4,892) 5,091 199 10,646 1,880 12,725

2.2. Diversified Development

After making certain achievements in the real estate industry, Evergrande has embarked on a path of
diversified development in order to continue to increase its market share, increase its visibility,
enhance its brand value and effectiveness. However, due to Evergrande's investment in some
unrelated diversified industries, this indicates that the company is about to enter unfamiliar business
areas, which will lead to the company being unfamiliar with new industries and resulting in
information asymmetry. If a detailed investigation cannot be conducted in this situation, enterprise
managers are likely to be overly optimistic about the profit expectations of the newly established
business based on existing information, making incorrect decisions, and there is a high risk of failure
in investment decisions, which will also diversify the enterprise's resources to a certain extent.

Evergrande first entered the fast-moving consumer goods industry, such as mineral water, grain
and oil, dairy products, and other daily fast-moving consumer goods with a wide audience and diverse
audience, the most famous of which is Evergrande Ice Spring. Evergrande Bingquan is a large-scale
product operation with sufficient financial strength, product strength, and dissemination power.
However, it ultimately resulted in a huge loss of 2.37 billion yuan in one year and a cumulative loss
of 4 billion yuan [8, 11]. There are many reasons for the failure of Evergrande Bingquan, mainly due
to unclear product positioning, lack of brand stories in advertising, high endorsement costs, and an
overly urgent overall operational pace. In addition, Evergrande has also developed industries such as
sports, finance, and automobiles, creating a large and virtual commercial empire. In recent years, the
trend of new energy vehicles has been very strong, and Evergrande Group has also participated in the
queue of car manufacturing in order to have a sip of soup. Due to unfamiliarity with car manufacturing
technology, Evergrande directly purchased the core technology of the entire car manufacturing line
and acquired and cooperated with many automobile companies. After a series of international mergers
and acquisitions and cooperation, Evergrande has gradually completed the entire industrial chain
layout from vehicle research and development and manufacturing, powertrain, power batteries, smart
charging, to automobile sales [12]. However, the actual situation is far from what was expected. A
car goes through many stages from development to launch, and each stage involves a considerable
amount of accumulated technology and experience. After the car is manufactured, there is also
consumer recognition, which involves marketing and brand building, each step of which is extremely
complex and requires manufacturers to be extremely familiar with the entire production chain.
However, Evergrande has faced such a refined operation of the automotive market in a simple and
crude manner, always using the real estate approach to produce cars, thinking that through acquisition
and cooperation, it can bind the industry chain, and as long as cars can be made, they can be sold. In
the end, Evergrande Motors has a market value of HKD 500 billion since 2020, and now faces the
risk of production suspension. Evergrande Automobile has spent over 50 billion yuan in total, but
only produced 9 "model cars".

The only successful example of Evergrande's cross industry success is the Guangzhou Evergrande
football team. When Evergrande operated the football industry, it introduced many professional
talents from the football field to do professional things, introduced many well-known coaches and
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players, and ultimately achieved a record - winning the Chinese Super League five times and the
Asian Championship twice. However, even so, according to a report by the Securities Times, from
2013 to the first half of 2020, Evergrande Football suffered a total loss of over 8.635 billion yuan
[8,13].

Overall, the diversified development and brand extension of Evergrande Group have dispersed the
resources of the enterprise, and a large amount of funds have been consumed due to the exploration
of new business areas. Ultimately, not only did the investment fail due to unfamiliarity with the new
areas, but it also resulted in Evergrande not having the energy to operate its main business and perform
well in the business.

2.3. Excessive Dividend Distribution

It is understood that Hui Ka Yan's annual salary is only 251000 yuan, which is very small for the
person in charge of an enterprise, even less than the annual salary of Huawei employees. But Hui Ka
Yan's dividend reached 50 billion yuan from 2011 to 2021. In addition to Hui Ka Yan, other senior
executives of Evergrande Group are also highly paid. Xia Haijun, the CEO of Evergrande Group, has
an annual salary of 205 million yuan, reaching 1.2 billion yuan after cashing out his bonds in 2021.
The annual salary of other executives is mostly over ten million yuan. Ren Zeping, an economist
hired by Hui Ka Yan, earned 15 million yuan a year [8]. Evergrande's behavior is known as the "Ponzi
scheme”. It uses the money of new investors to pay interest and short-term returns to old investors,
so as to create the illusion of making money, and then cheat more investment. In the end, when the
new investment was insufficient, Evergrande faced a funding chain fracture, which led to the current
problems.

3. Solution

Firstly, Evergrande needs to optimize its capital structure.

The root cause of Evergrande's debt problem is its own capital structure, which means that before
Evergrande implemented its diversified development strategy, the high leverage business strategy
implemented by the enterprise had already buried hidden dangers. The impact of policies and markets
on the real estate industry only brought forward the outbreak of the Evergrande crisis. At this point,
Evergrande needs to adjust its business strategy and change its "borrowing new to repay old" state
[9]. Therefore, Evergrande needs to control the total scale of corporate debt by reducing interest
bearing liabilities, opening up sources and reducing costs, and optimize its capital structure by
adjusting debt maturities and other means, adjusting corporate debt to a reasonable level to cope with
uncertain market environments [14].

Secondly, Evergrande needs to clarify its development direction and strengthen industrial
connections.

Evergrande's concept of diversified development is correct, but it needs to change its expansion
strategy. At present, Evergrande's diversification strategy direction is not very clear, and its layout is
relatively scattered. The unfamiliar business segments have greatly reduced its competitive advantage.
Evergrande should scientifically formulate its development direction, which should rely on the
strategic development direction to clarify the distribution of industrial structure, extend the industrial
chain on existing businesses and products, expand service coverage, strengthen diversified industrial
connections, and reduce investment risks. According to official reports, Evergrande will sell its equity
in Evergrande Automobile and Evergrande Property to cope with the current crisis. This includes the
sale of a portion of Hengteng Network's equity to recover a total of HKD 7.7 billion, and the sale of
Jiakai City to recover approximately RMB 2.5 billion in funds. In addition, Evergrande Property and
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Evergrande Motors have also reported high-quality capital taking over, allowing Evergrande to obtain
a large amount of cash to solve the problem of the capital chain [15].

Finally, Evergrande needs to reduce the cost of personnel salaries and dividends, and allocate more
funds to its business.

According to the financial reports of Evergrande Group in the past five years, Evergrande mainly
uses a single cash dividend as its main distribution method and maintains a high dividend amount.
This dividend strategy will cause a significant outflow of cash from the company. When the company
needs cash for subsequent development, due to insufficient reserves of its own funds, it will need to
carry out new fundraising activities, which increases fundraising costs and affects the normal
operation of the company.

4. Conclusion

Nowadays, Evergrande has fallen into a serious debt crisis, which has also triggered a series of
butterfly effects. However, we don't need to worry too much. We believe that with the unremitting
efforts of Evergrande Group and the joint efforts of the Chinese government to take corresponding
measures, the entire real estate market will soon be on the right track, the foam will soon burst, and
the house price will gradually return to normal, reaching a real balance between supply and demand.
I also hope that Evergrande can get rid of the debt crisis as soon as possible and prevent more people
from being affected by this crisis.
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