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The Sales Differentiation among Real Estate Developers under

Deleveraging and Its Impact on Financial Risk

WAN Xiaoli, ZHANG Bingtao, ZHANG Donghao
(Southwestern University of Finance and Economics, 611130)
Summary: High leverage may trigger an economic crisis. Deleveraging is an inevitable choice for China to
achieve high-quality economic development. Large- and medium-sized real estate developers had aggressively
expanded through debt financing since 2016, building up much financial risk. In order to prevent them from
causing systemic risk crises, the Chinese government issued the Fund Monitoring and Financing Management
Rules for Key Real Estate Enterprises ( commonly known as the “Three Red Lines” ). It demands developers to
reduce leverage and raise liquidity. Besides, under these rules, developers are divided into four categories
(red, orange, yellow and green) based on their degree of compliance with regulatory requirements, and a
growth ceiling of interest-bearing debt is set for each category of developers. However, the policy seems to have
had the opposite effect. The sales of new homes in China have slumped continuously for six months since the
third quarter of 2021 ; 26 of China’s top 100 developers had fallen into financial distress by the end of 2021,
and in a structural manner. Specifically, most of these financially struggling developers are private companies
categorized as red and orange. In comparison, the state-owned developers classified as red or orange have not
fallen into financial distress.

Since the policy is aimed to reduce developer’s financial risk, why did some developers, not others, fall
into financial distress under this policy? Why are the private developers in financial difficulties? As developers
can improve their financial situation by accelerating sales when debt financing is limited, the sales volume of
developers is key to their balance sheet after the policy was introduced. Therefore, we plan to examine the

impact of the “three red lines” on the sales of developers, which helps to understand the reasons for the
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financial differentiation among developers from the perspective of operation.

Firstly, using data of China’s top 100 developers from Q3 2019 to Q4 2021, we studied the impact of the
policy on developers’” sales using the DID method. The result shows that the introduction of the “three red
lines” has significantly increased the sales of state-owned developers, but decreased those of private ones. The
cross-regional operation of developers makes it difficult to measure the housing demand factor for each
developer, eroding the reliability of the above results. However, the data at the housing project level is
convenient to control the impact of housing demand factors with the help of the econometrics method.
Therefore, we revisited the above question using the data of 1044 newly built housing projects of these
developers from Q3 2019 to Q3 2021 and reached the same conclusion. Besides, the cooperative development of
a housing project can also ensure that the enforcement of the “three red lines” has a positive impact on the
project’s sales. Secondly, we explored the reasons for the sales decline of privately-owed developers. The
results show that the implementation of the “three red lines” has reduced their debt financing and saleable
inventory and the shrinking saleable inventory explains much of sales decline. Therefore, the policy has affected
developers’ sales mainly through financing restrictions. Besides, serving as a risk identification signal, the
category of a developer can suppress housing demand when homebuyers are aware of the financial risk associated
with the category. Finally, we quantitatively analyzed the role of sales activities in the formation of developers’
financial risk. The results indicate that the implementation of the “three red lines” has raised privately-owed
developers’ financial risk by suppressing their sales to a large extent.

The paper’s academic contributions are summarized as follows. (1) This paper explains the financial
distress of some developers from the perspective of operations and answers the question of how to safely
deleverage developers. (2) Eggertsson and Krugman (2012) firstly proposed the issue of the “deleveraging
crisis” and demonstrated that the fire sale of assets during deleveraging would trigger new financial risks. This
paper illustrates that deleveraging would trigger new financial risks by suppressing sales, which enriches the
mechanism of “deleveraging crisis” from the perspective of operations. (3) This paper is the first to study the
impact of China’s deleveraging policies on the operational condition of developers, enriching the research on the
influence of industrial policies on developers.
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