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What's Ahead for China?

China has been one of the strongest-performing markets over
the past year. As of mid-June, China H-shares were up 36% and
China A-shares were up 152%, far outpacing broad global equity
market returns of just under 3%. During the eight-month period
from October 2014 to June 2015, China’s Shanghai Composite
Index more than doubled while the economy was slowing and
monetary policy was being tightened.

China’s nascent equity markets are unique among major emerging markets economies, and
so far their drivers remain largely unexplainable by either macroeconomic or company fundamentals. Previous rallies, such as in 2000 and 2007, also had very little to do with macro
and company fundamentals. What, if anything, has changed over the past year or so to
justify, or at least explain, what has been going on recently? Since the global financial crisis
and China’s massive credit and investment stimulus in response, concerns about China’s
economy centered largely on the following question: Can the government restrain credit
formation and fixed asset investment growth?
This is the same equity market that remained unchanged from the preceding five years,
during which nominal GDP growth doubled and new credit was being injected into
the economy at an annual rate in excess of 20%. In the face of even more credit used to
generate lower marginal growth, the government continued to speak to what it knows:
more infrastructure spending to stimulate growth. It looked like China was heading for
a financial crisis and economic collapse, and about 12 to 18 months ago, Chinese equity
markets were pricing in this outcome. Over the past year, concerns related to economic
growth and the government’s ability to facilitate a rebalancing of the economy toward
consumption have dissipated. Services sectors have been playing a greater role in the
transition to a slower but more balanced growth profile that is well underway. As a result,
the risks to the economy have been mitigated to the point that a financial crisis is no
longer the only possible outcome.

Yesterday’s Economic Growth Engines Are Slowing
Figure 1 shows that total fixed asset investment growth and residential building have both
slowed dramatically, the latter even more precipitously.

Fig. 1: Fixed Asset Investment, YoY % Change
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Growth of fixed asset investment halved from a 20%-plus annual pace to about 11% in May
2015. Growth associated with residential building declined from a 23% annual rate in early
2013 to barely 3.5% today. House prices are down 6% year-over-year and only a handful of big
cities, such as Shenzhen and Shanghai, are experiencing year-over-year positive price trends.
The total amount of new credit being injected into the Chinese economy peaked in April
2013 and has been declining steadily ever since (figure 2). This also demonstrates that the
massive deceleration in aggregate new credit formation and investment has had a relatively
mild impact on overall growth so far.
Fig. 2: Social Financing, TRN RMB, AR, 12-m ma
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11% in May 2015.”
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Since 2013, nominal GDP has slowed by about 2% while real GDP growth decelerated
by less than 1%, from about 7.8% to just under 7% in the first quarter of 2015. Reflecting
the transitioning economy, traditional indicators of China’s growth such as industrial
production, steel, cement volume growth, and electricity usage are all slowing dramatically,
while consumers are doing remarkably well.
Real wages grew by more than 7% in 2014, indicating that consumption is well supported.
Higher incomes, coupled with the proliferation of e-commerce, have taken many of the
brick-and-mortar retailers by surprise, an indication that Chinese consumers are doing
well. While many traditional retailers are complaining of a tough demand environment, this
seems to be more the result of e-commerce competition rather than an overall decline in
the pace of retail sales growth.
Moving forward, the more relevant high-frequency indicators for the Chinese economy
may be online retail sales, money spent on travel and tourism, and movie box office receipts.
The question of whether and how China can grow while rebalancing its economy away from
infrastructure and property-led growth supported by a massive credit boom is no longer an
academic exercise. Of course, the unfolding slowdown is not over and the transition to more
balanced growth is fraught with challenges, but this transition is no longer a pipe dream.

New Government Leadership
The Chinese government is managing this economic transition quite adroitly. Emerging
signs of credible economic rebalancing have boosted the government’s credibility at home
and abroad. At the start of 2013, the consensus view was that China’s government had
only one solution to every problem: building more railways and airports. This perception
seemed reasonable based on the experience of at least a decade. Barely 18 months on,
the new Chinese government has formed a global infrastructure bank despite loud U.S.
opposition, launched a regional infrastructure development plan, restrained investment
at state-owned enterprises, and neutered the power base in the oil and gas sector just as
oil prices fell by nearly half. It has achieved these accomplishments while managing a
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gradual decline in the property and credit markets and slowing the economy just enough to
facilitate a rebalancing. Chinese leaders are mere mortals, and mistakes have been and will
continue to be made, but the scope and pace of progress are unmistakable.
Significant reform efforts fall under the auspices of China’s bid, under the leadership of Xi
Jinping, to become a global superpower. The two crucial elements to this drive are the “New
Silk Road” of Chinese-built trade routes through central and southeast Asia (figure 3) and
the effort to turn China into a financial power. Although unveiled quite recently, the Silk
Road plan has been in the works for at least two years. The first wave of key projects, worth
about 1 trillion renminbi, is scheduled to commence construction this year.

Fig. 3: The New Silk Road: Integrating Asia, Europe, and Africa

“Moving forward,
the more relevant
high-frequency
indicators for the
Chinese economy
may be online retail
sales, money spent
on travel and tourism, and movie box
office receipts.”
“The Chinese
government is
managing this
economic transition
quite adroitly.”

Source: Gavekal.

Today, China is the world’s largest trading nation and the third-biggest economy behind the
United States and the euro area. Its international role has until recently been quite modest,
but is now changing rapidly, and the process of renminbi internationalization is accelerating. Today, 35% of China’s total trade, which is equivalent to about US$600 billion annually,
is settled in renminbi, up from zero in 2008. The drive toward internationalization and
inclusion into the IMF’s Special Drawing Rights (SDR) basket as early as November 2015
means that interest rate liberalization and a reduction in capital controls are imminent. It
also means that the renminbi is likely to be one of the world’s most stable currencies.
The risks associated with rapid financial liberalization and the ensuing exuberance in the
equity markets are not new. The process has tripped up all of the Asian “tiger” economies,
yet none have had China’s size and economic clout, and none could hope to establish their
currency to rival that of the U.S. dollar. While China’s economic reforms and financial
liberalization are fraught with challenges, they have the potential to transform the global
economic and geopolitical landscape.

China Risks and Opportunities
Of course, growth in China is not distributed equally and some provinces and their
residents will suffer more than others. Growth in some of China’s northern provinces has
all but collapsed over the last year, which is bearing down on employment and investment
opportunities. This is a material risk, affecting hundreds of millions of people. There is the
risk that property price declines will accelerate if people sit on the sidelines and wait for
deeper corrections.
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Understanding the government’s objective is crucial when investing in China. For example,
there has been a focus on correcting corruption, and we expect that to continue. While this
remains a risk for some of the casinos in Macau and some of the higher-profile luxury goods
companies, there are opportunities for more discreet high-end luxury brands. There are
also risks to global, U.S., and European technology companies. The Chinese government
is focused on developing its own software and hardware sector, with domestic companies
owning and developing the technology. There are new policies coming out of Beijing every
day promoting local software, whether it is bank, security, or other software. If there is a
viable local product, the large state-owned enterprises are now purchasing that software.
While this is a headwind for the global companies operating in China at the moment, it is an
opportunity for many Chinese technology companies.
In terms of political risk, the ongoing reform and economic restructuring are billed in
China as a nationalistic strategy that underpins the restoration of China’s greatness to its
proper place in the global economy and in the geopolitical view of the world—“sacrificing
a bit today for greatness tomorrow.” Much of the government’s political and geopolitical
legitimacy rests on its ability to deliver rapid growth and opportunities for wealth creation.
Examples include the dismantling of the significant legal and bureaucratic barriers to
setting up business, and opportunities for growth, with private capital allowed in more and
more industries.

“Understanding
the government’s
objective is crucial
when investing
in China.”
“In aggregate,
that makes China
the second-largest
market in the
world after the
United States.”

An article in the South China Morning Post* detailed reforms in the legal sectors, something
that foreign investors are very keen on. The article discussed two reforms, the first
regarding establishing an appellate court, freeing the central Supreme Court to interpret
laws. The second was jury-based hearings, similar to what exists in the United States. The
fact that both of these systems are now already in operation in select southern provinces
bodes indicates that Chinese leaders are serious about legal reform. These reforms are
necessary for existing and prospective drivers of economic growth, where large data and
new-economy-type models increasingly rely on robust intellectual property rights and
protections in addition to private property protection.
*South China Morning Post “Pilot Programme Aims to Improve Quality of China’s Top Judges and
Prosecutors” June 16, 2014.

Overview of the China Equity Markets
Framing the China equity markets in a global context can be surprising. The absolute size
and breadth of the market, along with the trading volumes in the market, are underappreciated by many investors. The market capitalization of China is now roughly US$10
trillion within the domestic mainland exchanges, Shanghai and Shenzhen. The Hong Kong
exchange adds another US$5 trillion. In aggregate, that makes China the second-largest
market in the world after the United States (figure 4).
Fig. 4: Market Capitalization
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The trading volumes on the domestic mainland Chinese exchanges are now more than New
York, London, and Tokyo combined (figure 5). In terms of average daily trading volume,
China is by far the most active market in the world. The Chinese market is large, deep,
and broad; 2,000 companies have a market cap greater than US$1 billion. In comparison,
Europe ex-U.K. and London combined have less than 500 companies with a market cap of
greater than US$1 billion.
Fig. 5: Trading Volume
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Three of the 10 largest companies in the world are now Chinese. Petro China is now the
largest energy company, ICBC is the largest bank, and China Mobile is now the largest
telecom. In contrast to stagnation in the number of listed companies on other global
exchanges, the number of listed companies in China has doubled over the past decade and
the market cap has increased tenfold. It is a rapidly growing market with the expectation for
further growth acceleration as Beijing recently allowed IPOs to resume within the mainland;
there are roughly 500 impending IPOs for 2015, with a backlog of about 600 IPOs in 2016.
Foreign ownership of the Chinese mainland market remains minimal at this early stage of
market development. Foreigners own less than 5% of the China market, which is a fraction
of the levels in Taiwan, Korea, or other Asian exchanges (figure 6). The Chinese market
is under-owned by foreigners and retail investors, including Chinese domestic investors.
However, the Chinese government continues to rapidly open its equity markets and
increase access.
Fig. 6: Foreign Ownership Levels
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The QFII and RQFII programs have rapidly expanded. These programs are designed to give
foreign investors access to the local markets on a limited basis. The Chinese government
doubled the quota for the QFII program 12 to 18 months ago. It recently announced the
Shanghai–Hong Kong Connect, which enables foreign investors to buy mainland shares on
the Hong Kong exchange. This activity has garnered the attention of global index providers
FTSE and MSCI. China’s GDP and market cap weight, as a percent of the global totals, is
roughly 15%. Yet because China A-shares are not included in the indices, China’s weight in
the MSCI AC World Index is only about 2% (figure 7). China therefore remains significantly
under-represented in the global indices. Both FTSE and MSCI have recently announced plans
regarding China A-share inclusion in their emerging markets indices, acknowledging this
misrepresentation.
FTSE has stated that it will create provisional indices that include the China A-shares at
an initial 5% weight, with A-shares eventually constituting 25% of its emerging markets
indices. A week following FTSE’s announcement, MSCI stated that A-shares will not be
joining its indices in 2016, but could be an option in 2017, provided that China continues
to increase market access and address other issues related to foreign ownership. Initially,
China A-shares would account for roughly 1% of MSCI’s emerging markets indices and
gradually increase to about 20%. That would make China roughly 45% of MSCI’s overall
emerging markets index including U.S.-listed ADRs and China equities listed in Hong Kong
(figure 8).

“China therefore
remains significantly
under-represented in
the global indices.”
“It is not unreasonable
to assume that in
10 years A-shares will
be the largest market
in the emerging
markets indices.”

Fig. 8: MSCI EM Index Potential Full Inclusion (100%*)
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We expect funds will continue to move into the Chinese domestic market as investors increasingly look to diversify their China exposure and it becomes clear that A-shares will be
included in indices over the coming years.
While the index providers have given market participants time to prepare, the size of the
A-share market presents a challenge for global investors. The transition will be gradual,
with A-shares initially representing a minimal percentage of the indices. Then, similar to
Korea and Taiwan, over five to seven years, the weightings will gradually increase as access
to the market improves. It is not unreasonable to assume that in 10 years A-shares will be
the largest market in the emerging markets indices.
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Drivers of the Chinese Domestic Market
Housing still accounts for a vast majority of Chinese investment and Chinese wealth (figure 9).
Fig. 9: Housing Assets as % of Total Household Balance Sheets
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This appears to be something that the government would like to change, although real
estate has historically been a prime driver of investment in the Chinese economy. As
the government transitions away from fixed asset investment and real estate and moves
toward a more consumption-driven economy, there are significant implications for the
composition of household balance sheets and growth in consumer-related companies.
Chinese households have less than 10% of their liquid assets invested in the equity market
and nearly 75% in cash (figure 10).
Fig. 10: Composition of Household Financial Balance Sheets
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Given that the economy is rebalancing, it is reasonable to expect Chinese households to
move money out of real estate and cash. We would expect this to hold true for pension funds
and insurance funds, since they also have very small equity market allocations that should
gradually move higher.
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China Sector Themes
We continue to see a transition away from the traditional growth drivers of steel, cement,
fixed asset investment, and real estate in China. Conversely, there has been significantly
higher growth and strong demand for e-commerce–related companies. Reflecting these
growth trends, William Blair has focused less on heavy machinery, building materials,
building, cement, and other fixed asset investment related sectors. We are currently more
positive on consumption, including the consumer staples, consumers discretionary,
healthcare, and IT sectors.
At the National People’s Congress in March 2015, the Chinese government released its
strategic plan for industries to develop over the next decade (figure 11).
Fig. 11: Ten Priority Fields for Development
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The priority industries shown are those that the government intends to promote and
support to drive growth over the next generation. It is interesting to note the absence of
machinery, heavy equipment, or other traditional, well-known Chinese industries that
were primary areas of investment over the past decade. The strategic plan confirms that
the government is pushing the economy in a new direction. Energy conservation is an
important example. Amid increasing pollution and deteriorating air quality, the leadership
has altered its priorities and begun to incentivize environmental stewardship. For example,
the government is evaluating officials on more than GDP growth, now including qualityof-life metrics such as emissions levels and various types of pollution standards. The
government has implemented policies and subsidies, and it is evaluating its officials on
these changes, leading to strong demand and rapid growth for solar power, wind power, and
water treatment facilities.
Another potential area for growth amid China’s economic transition is healthcare. This is
a sector that the government is supporting and is important to the general population in
terms of improving quality of life. This is a key tenet of the government’s platform, and it
is something it can improve on quickly. With an aging population and increasing income
and wealth, people are much more aware of health issues today than they were in the past.
Western diets are far more prevalent now, increasing instances of illnesses such as diabetes.
Health insurance is also becoming more common in China. About 70% of healthcare
services are paid for out-of-pocket. People spend an average of $300 per year on healthcare,
which is a fraction of the developed world, but is also low compared with Russia, Korea, and
Brazil, where costs are between $1,500 and $2,000. This is still a fragmented industry with
few private companies. In the private sector, we believe there are opportunities in hospitals,
eye clinics, dental clinics, medical equipment, diagnostic testing, and pharma companies.
These firms do not necessarily capture the interest of the more retail-driven market, but
they are growing, high-quality companies.
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Valuations
Following the strong rally in the Chinese market, investors are understandably concerned
about equity valuations. Looking at valuations in the H-share market (figure 12, top), we
can see that China was at very depressed levels for a few years and has since experienced
a strong recovery. Valuations for the H-share market on average are still relatively
reasonable, at roughly 10x earnings. While valuations in Hong Kong–listed companies
have recovered to their historical average levels, they are still at a discount relative to other
emerging markets and global indices (figure 12, bottom).

“Following the strong
rally in the Chinese
market, investors
are understandably
concerned about
equity valuations.”

Fig. 12: MSCI ACWI IMI: China - 6/30/2005 to 5/31/2015
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However, when observing the A-share market, we see valuations that are more extended.
The broad A-share market (figure 13) valuations are roughly 17x, which is slightly above the
long-term average of 15x. This looks more reasonable when considering the broad A-share
market’s prior peaks, especially in 2007, when valuations peaked at 35x.

“When observing the
A-share market, we
see valuations that
are more extended.”

Fig. 13: 12-Month Forward P/E Multiple
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Although the headline valuations may not appear overly extended, sector-level valuations
tell a different story, with increasingly stretched multiples in areas such as software,
healthcare, media, telecoms, and hardware (figure 14).
Fig. 14: 12-Month Forward P/E Multiple - Sector Level
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Many of these end-markets have the government’s support, and valuations have become
extended at multiple standard deviations above their long-term averages. Conversely,
traditional sectors such as banks and property are no longer growing and are being deemphasized in the economy, with P/E multiples of 7.6x.
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It is also informative to look at valuations on an equal-weighted basis (figure 15, top),
given the impact of less expensive large-cap banks, telecom, and energy companies on
the market-cap-weighted indices. The SSE50 consists of the 50 largest companies, where
the equal-weighted P/E multiple is a lofty 50x. The ChiNext, which is China’s version of
NASDAQ, has a P/E multiple above 150x. The A-shares index P/E multiple is above 100x,
indicating extended valuations in the small-/midcap segment of the market. Furthermore,
about 1,700 of the 2,300 listed companies in China have a P/E multiple greater than 50x
(figure 15, bottom).

“About 1,700 of
the 2,300 listed
companies in China
have a P/E multiple
greater than 50x.”

Fig. 15
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There has also been an increasing focus on the valuation disparity between A-share and
H-shares, particularly with respect to dual-listed companies. Securities in the A-share
market trade, on average, at a 50% premium to the H-share market, and that disparity is
expected to continue. There were expectations that the Hong Kong–Shanghai Connect
would close the valuation gap, but we have not seen that yet. There are still significant
technical barriers to closing and arbitraging that gap in terms of investors’ ability to access
the Connect. Some investors are trying to continue to arbitrage that opportunity, but the
Chinese domestic investor market is over 50% retail-oriented, and they have not been
interested in the large banks, utilities, steel, and cement companies listed in Hong Kong.
The lack of investor interest has allowed the valuation gap to persist, and it has actually
widened recently.

“The strong rally
in China has led
to extended
valuations that
have coincided with
additional market
dynamics warranting
investor caution in
the near term.”

The strong rally in China has led to extended valuations that have coincided with additional
market dynamics warranting investor caution in the near term, including a significant
increase in new brokerage account openings and margin debt usage (figure 16).
Fig. 16: Margin Debt as % of Estimated Free Float
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While there is currently a disconnect between A-share and H-share valuations, figure 17
shows that over the past 10 years the markets have been highly correlated at 0.82.
Fig. 17: A and H-Shares are Highly Correlated
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Summary
We believe that the strong Chinese equity market rally, extended valuations, and
speculative activity warrant investor caution in the near term. For the longer term,
we remain positive on the outlook for Chinese growth, policy initiatives/reforms, and
economic rebalancing. From the perspective of active portfolio management, China is a
large, under-researched market that has great long-term appeal given the prevalence of
small, undiscovered companies that are favorably exposed to the improving environment
for consumption and services. Ongoing financial market reforms have been acknowledged
by global index providers, with significant implications for asset allocations and flows in
the coming years as benchmarks begin to more accurately reflect China’s growing global
footprint. We believe all of these factors will increase China’s relevance for global investors
and demand increased attention going forward.
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