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— Key Insights

housing market.

We view China’s latest housing market support plan as a step in the right direction,
although we think gaps in sizing and design specifications remain.

In our view, further rounds of policy action may be needed to backstop the

We believe additional policy support and ongoing attrition in housing supply may
help the housing market stabilize at a low equilibrium over the next six to 12 months.

C hina recently unveiled a housing
market support plan that differs from
previous efforts as it looks to tackle supply
challenges by reducing inventory, rather
than just focusing on stabilizing demand.
While we view the new plan as a step in
the right direction, we believe there are still
gaps in its sizing and design specifications.
This suggests that the latest program will
likely produce modest results.

Getting on the right track
The authorities are aiming to stabilize

a sector that had previously built up
unsustainable levels of activity but has now

overshot to the downside. Across higher-
and lower-tier cities, housing inventory
measured by months of sales has risen in
the past two years (Figure 1).

Beijing appears committed to achieving
this aim while minimizing spending and
maintaining some financial discipline

over the property developers and local
governments that previously rode on

the property market boom. In effect, the
authorities look keen to shift real resources
out of housing and toward manufacturing,
which means they do not want to reignite
the property market or pump significant
fiscal support into it. It is a tough
balancing act.
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Emerging Markets
Fixed Income

As a result, rescue efforts have
consistently looked underscaled and will
likely remain so. Ultimately, we expect an
iterative process whereby the authorities
are pushed to slowly add resources

to backstop the housing market. This,
combined with ongoing attrition in housing
supply, may see the market stabilize at

a low equilibrium over the next six to

12 months.

Underbuilding and rebalancing in the
market is underway —both housing starts
and sales have dropped, with starts falling
faster than sales (Figure 2).
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Housing inventory on the climb
(Fig. 1) Inventory months by city tier
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China's residential property activity adjusts
(Fig. 2) Housing starts versus sales (12-month rolling basis)
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Source: China National Bureau of Statistics/Haver Analytics, analysis by T. Rowe Price.

A look at the details

The authorities announced several measures that broadly fall into two categories. The measures include:

1. Support housing demand

— Lower downpayment ratios for first and second homes to 15%
and 25%, respectively.

— Cut the reference loan rate from the housing provident fund by
25 basis points.

— Remove the nationwide floor on mortgage rates. (Previously,

only cities with three consecutive months of housing price
declines could suspend the floor.)

2. Clear housing inventory

— Encourage local governments to appoint a local state-owned
enterprise (SOE) to buy out existing inventory for conversion into
affordable or rental housing.

— Offer a RMB 300 billion facility through the People’s Bank of
China (PBOC) to support the inventory purchase. (Banks can tap
the facility at a preferential interest rate of 1.75% to finance 60%
of the loans they disburse for up to five years.)

— Allow local governments to buy back undeveloped land from
property developers to start new affordable housing projects.
(A portion of their annual special bond quota can be used for
this purpose.)

INVEST WITH CONFIDENCE’




A plan with caveats

We expect the latest support plan to
underwhelm, which will likely require
further rounds of policy action. Three
broad reasons underpin our view.

First, officials have tried demand-side
approaches such as mortgage

rate cuts before, which generated
only short-term results that quickly
faded. We believe mortgage rates are
not the key factor curbing demand, so
incremental easing will likely have limited
effect. Rather, a loss of confidence in
developers’ ability to deliver units and low
income growth are the more commonly
cited factors.

Furthermore, banks’ net interest margins
have been under pressure, and they may
be reluctant to lower mortgage rates
further without a corresponding reduction
to their cost of funds. This is particularly so
as mortgages tend to be among their more
profitable businesses.

Also notable is how the nationwide
mortgage rate floor has effectively become
less binding recently. More than half of

the top 70 cities already qualify for an
easing of the floor after experiencing

three consecutive months of housing

price declines.

Second, the RMB 300 billion PBOC
facility appears subscale compared
with the size of the housing market
challenge. Estimates suggest that a
credible inventory clearance plan would
likely cost at least RMB 1 trillion, and
more likely around RMB 2 trillion to
RMB 3 trillion, to be entirely convincing.

We note that the RMB 300 billion facility
folds in an existing program worth

RMB 100 billion. The government has

said that it expects the RMB 300 billion
facility to catalyze RMB 500 billion in new
lending. If fully utilized, the program may
clear an estimated 5% to 10% of inventory,
depending on the housing prices involved.

Third, we see other design
specifications of the program implying
low initial take-up. The government'’s
announcements placed emphasis

on encouraging banks and local
governments to participate, rather than
setting inventory clearance as a clear

key performance indicator. However,

the economic incentives for local
governments and SOEs look uncompelling
given the low to zero margins between
rental yields (around 1.5% to 2.0% by
estimates) and the 1.75% PBOC facility
rate. On the sellers’ side, developers will
likely balk at crystallizing losses at the
deep discounts that are likely needed to
facilitate the transactions.

We also expect banks to remain
conservative in lending to buyers or
projects as they will still be responsible
for any losses. To date, this has been a
material factor behind their reluctance

to provide new lending. Despite the
authorities’ multiple efforts to encourage
banks to lend to developers, loans to them
have fallen, along with other sources of
funding (Figure 3).

In our view, the land buyback program
may similarly see limited usage. Local
governments historically relied on land
sales as a significant source of financing
and have struggled with the drying up of
these revenues in recent years (Figure 4).
They appear challenged in mobilizing the
resources to buy back land at par value.

Surveying the macroeconomic
implications

We believe property prices will remain
under downward pressure for now.

When the issues around the program'’s
sizing, design, and inventory purchase
prices are resolved, property prices may
begin to stabilize. Home prices finding

a floor—even at deep discounts—can
potentially mark an important phase in the
housing market slump and help consumer
confidence to gradually recover from
currently depressed levels.

Developers under funding stress

(Fig. 3) Funding from home sales, self-raised sources, prepayments, and domestic loans (three-month percentage of gross

domestic product (GDP))
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Local government finances constrained
(Fig. 4) Local government funds—land revenue
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China’s shrinking housing market
(Fig. 5) Total and residential real estate investment (three-month percentage of gross domestic product)
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We also expect China’s housing sector to In addition, we foresee a continued a plan that successfully underwrites the
become permanently smaller. Investment reduction in construction demand. Using completion of properties and resolves
in residential real estate as a percentage inventory to meet affordable housing the inventory overhang should be bullish
of gross domestic product has fallen goals should mean less pressure on local for risk assets and negative for Chinese
sharply in recent times (Figure 5). That governments to build new affordable government bonds. Disappointing
said, it remains higher than average housing from scratch. Accordingly, the execution should mean the opposite.
levels in developed markets, and we think construction industry will likely shrink as a In our view, the current situation may
China is still building a large volume of relative share of the economy, which points  be an intermediate outcome, with an
homes when it is likely to see declining to lower demand for commodities and underwhelming plan offset by a signaling
demographic demand over the long term. building materials from this sector effect indicating that more rescue efforts
We believe the market may need three in China. may be on the table. The expectation of
to six years of underbuilding to return further policy support will likely contain
to balance. What are the potential implications for the downside for risk assets and limit any
various asset classes? Hypothetically, sell-off in Chinese government bonds.
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Looking ahead

The program’s immediate ambition looks
to be a reduction in housing inventory,
potentially from around 30 months of
sales on average to a historic norm in

the mid-teens. Even then, we think this is
probably only some way toward full market
stabilization, as housing previously bought
for investment purposes also returns to
the market. We believe Beijing will need to
inject incremental resources and tweak the
program’s design specifications until it can
sufficiently reduce inventory.

More broadly, clearing inventory does not
fully resolve the challenge of uncompleted
homes. We think the most significant
government action that may restore
market confidence is to underwrite all
unbuilt homes. With local governments
cash-constrained, leveraging the central
government and the PBOC'’s balance
sheets would likely be required to get to a
credible financing amount.

In general, we think the plan still leaves
much to the discretion of various parties
to make use of the facilities on offer.

For households, the government appears
focused on enticing them to deploy their
savings to start purchasing homes. We
view the relaxation on second home
purchases as a soft signal that buying for
investment will be acceptable again. For
now, it is unclear if households would be
convinced, or if they would want to see the
government pumping more support into
the sector before taking action.
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