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 Maintain Overweight (OW) on opportunities and positive prospects brought forth by 

reforms and opening up policies.  
 Expect a moderate rebound in 2H2015 as impacts from the rate cuts and targeted 

stimulus measures start to kick in. 
 Chinese stock markets remain in bullish mood as investors continue to bet on further 

easing from policymakers. Liquidity will drive markets rather than fundamentals. 
 The main risk is the disparity between sluggish growth and buoyant financial markets. 

Other risks remain: the property downturn, factory overcapacity, high levels of local 
debt, slowing growth in exports, domestic investment and consumption and hence 
sluggish credit growth. 

 H-Shares appear to be more attractive than A-Shares in terms of valuation as well as 
fundamentals. 

 
Executive Summary 
 Economic integration between mainland China, Hong Kong and Taiwan can create 

synergies. More opening-up initiatives may push the region to a whole new platform. 
 We expect the government to speed up infrastructure investment with enhanced 

support from policy banks.  
 The central bank is likely to cut the benchmark interest rate or RRR, or both, again this 

year to spur credit growth. 
 Chinese stocks have become more expensive over the year, but there should be 

plenty of opportunities to enter the market. 
 SHCOMP’s current valuation (P/E at 25x) has crossed its 10-year average P/E of 19x. 

Forward P/E would average to 19.5x based on a 23% consensus forecast earnings 
growth (with downside bias as the reform policies may weigh on corporate 
earnings, productivity and growth in near term).  

 The jump in Chinese equity market is feeding concerns that easier credit policies 
are driving up share prices and fuelling speculation, drawing money away from real 
economic activity and further complicating policymaking.  

 While Chinese regulators enforce risk management control of the stock lending and 
margin financing businesses, we should see more of such quick corrections and 
recoveries in near term. 

 

Investment Actions 
Unit Trusts  
 Fidelity Greater China 
 First State Regional China 
 Schroder Greater China 
ETFs  
 db x-trackers MSCI China TRN Index 1C (LG9.SGX) 
 db x-trackers CSI300 Index ETF 1D (KT4.SGX) 
 ChinaAMC CSI 300 ETF (3188.HK/83188.HK) 
 db x-trackers FTSE China 50 (DR) 1C (HD8.SGX) 
 iShares FTSE A50 China (2823.HK)  
 CSOP FTSE China A50 ETF (2822.HK/82822.HK) 
 iShares China Large-Cap (FXI.US) 
China Infrastructure related ETFs 
 EGShares China Infrastructure ETF (CHXX.US) 
 iShares CSI A-Share Infrastructure (3006.HK) 
Note:  
However, both the infrastructure related ETFs’ AUM size are relatively small, USD 6.57mn 
and HKD 139.29mn, respectively. Hence, the broad China index ETFs are preferred. 
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Weak data and opening up policies continue to fuel equity markets rally  
 Slowing growth is mainly due to: 

 Reforms 
 Cooling housing market  
 Overcapacity 
 Disinflationary pressure 
 High levels of local debt 
 Slowing growth in exports, domestic investment and consumption  
 Sluggish credit growth 
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May data reaffirms our view on the real estate sector bottoming out 
 China's new home prices increased in May as effects of Beijing's loosening 

policies to boost the market kicked in. 
 Real estate investment being one of the key economic drivers, and land sales 

being a major source of revenue for the cash-strapped local governments, has 
prompted authorities to take steps to support the industry 
 Cut interest rate and lowered Required Reserve Ratio (RRR)  

 to boost lending 
 Relaxed home-purchase controls (e.g. lowered minimum down payment 

levels on second homes nationwide, and shortened the ownership period 
during which sellers are liable to a 20% capital gains tax on properties other 
than their main home)  
 to boost transactions, stabilize home prices, revive the ailing property 

market, and provide some relieve to the cash-strapped local 
governments 

 Inventory pressures should keep home prices in check. 
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A moderate in bound in 2H15 
 Services industry (one of the few bright spots in the Chinese economy and has 

always been more resilient than its factory sector) cooled in May but remains in 
expansionary territory. 

 Factory sector activity edged up to a six-month high in May. Twin PMIs (both 
NBS and HSBC manufacturing PMIs) improved due to the recent pro-growth 
policies launched by Chinese authorities by lowering costs of borrowing while 
managing credit risks. 
 The People Bank of China (PBoC) has cut interest rate cuts three times and 

reduced the RRR twice 
 The government has rolled out more supportive fiscal policies: the RMB 1tn 

local government debt swap plan, lower bond issuance requirement for 
corporates and local government financing platforms (the Ministry of 
Finance may set additional quota of RMB 500bn to the debt swap plan) 

 PBoC has also allowed commercial banks to extend maturities on 
construction loans to cash-strapped developers  
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 Retails sales remains resilient and is picking up after rounds of anti-graft probes. 
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 However, export demand continued to shrink on soft global demand, 
prompting companies to shed workers. 
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So, what is left to drive the real economy? Fiscal spending 
 The “Belt and Road” Initiative (BRI) is a key priority of China’s foreign policy. It 

revives the ancient trade routes connecting China, Central Asia and Europe. 
 China is prioritizing development of two supply chains, the New Silk Road and 

the Maritime Silk Road, empowering it to become a transportation hub as well as 
the heart of the initiative.  

 The implementation of the initiative will involve:  
 trade and investment facilitation measures 
 infrastructure development (railways, highways, airports, ports, 

telecommunications, energy pipelines, and logistics hubs) 
 industrial and sub-regional economic cooperation (primarily overseas 

industrial parks and economic corridors) 
 financial cooperation 

 It also will facilitate capital and labor movement between countries, help 
overproduction and overcapacity issues (especially steel and construction 
sectors), and hence stimulate economic growth. 
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Easing monetary policy to spur growth  
 In the next couple of months, we expect the government to speed up 

infrastructure investment with enhanced support from policy banks and cut the 
benchmark interest rate. 

 Betting on further easing from policymakers – more RRR cuts  
 at 18.5% – still relatively high globally 
 persistent deflationary pressure has kept real interest rates stubbornly high 

– real interest rates in China are over 3%, well above real rates in Japan, 
Europe and the United States, where borrowing costs are negative 

 to curb capital outflow, should capital outflow continue at the pace of the 
first quarter 
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Equity Markets: Hong Kong and mainland stock markets remain in bullish mood  
 HK-SH StockConnect continues to propel the stock markets. HK-Shenzhen Stock 

Connect (expected to be out by end of the year) and the possibility of similar 
links between Taiwan and the Shanghai and Hong Kong bourses have supported 
the upward trajectory, and we expect this trend to continue for the Greater 
China stock markets. 
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 The highly anticipated Mainland-Hong Kong Mutual Recognition of Funds (MRF) 
regime between Hong Kong and mainland China will become operational in July 
with an initial quota of RMB 300bn for each side. 
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Mainland-Hong Kong Mutual Recognition of Funds (MRF) initiative 
 A “major breakthrough” – the first to allow offshore funds to be distributed 

directly to mainland investors 
 Connecting Hong Kong and China’s fund markets  
 Allow eligible HK-domiciled funds to be sold to retail investors in China, 

and vice versa 
 Qualifying funds 

 Only general equity funds, bond funds, mixed funds, unlisted index funds 
and physical index-tracking exchange traded funds  

 That filters down to 100 funds from HK (total assets value of RMB 
300bn) and 850 funds from mainland China (total assets value of RMB 
2tn)  

 Of the 100 eligible HK funds – 57% are equity funds, 22% are bond 
vehicles and the rest are balanced funds. By geography, 23% invest in 
global markets, 31% in the Asia-Pacific region and 22% purely in Hong 
Kong 

 Expected to kick start in July with an initial quota of RMB 300bn for each side  
 Unlike the qualified foreign institutional investor (QFII) and renminbi-

qualified foreign institutional investor (RQFII) schemes, managers will 
not be required to apply for quotas for specific funds 

 The quota will be allocated on a first-come-first-served basis, i.e. 
managers that can sell more funds will get access to larger quotas 

 The actual sales volume would be much bigger than RMB 300bn as the 
subscription and redemption values will be offset 

 Eligible HK funds must be sold through a recognized fund distributor in China  
 Considering expanding the MRF scheme if it proves successful. 

 
 Odds of China A-Shares’ inclusion in a key emerging markets benchmark index 

 On 9th June, index provider MSCI is expected to announce their decision on 
whether to include China A-Shares into its key emerging markets benchmark 
index from May 2016.  

 If A-shares are included in the index, their weighting would be about 5% of 
the free-float market-capitalization weight of A shares, or equivalent to 0.6% 
of the MSCI Emerging Markets index. 

 Rival index provider FTSE Russell has also signaled that it will adopt a 
staggered approach by launching two transitional indexes that include China 
A-Shares, before bringing them into its emerging markets benchmark in the 
next two to three years.  
 One index will track all stocks and the other index to track large- and 

mid-cap stocks.  
 The initial weighting in the FTSE EMs China A Inclusion Indexes will be 

around 5% and is planned to be increased to 32% over time. 
 Despite the active opening up policies China being deployed, paving way to 

liberalize interest rate as well as exchange rate, we conclude that A-Shares 
may not be included in the index this June. Here’s why: 
 The real economy has yet to reflect the reforms; and 
 The equity market landscape is unstable. Inclusion amidst a huge stock 

market rally – which some perceived as a bubble – would aggravate the 
situation. 

 However, the good news is, MSCI has indicated that it will be flexible on its 
review schedule instead of staying with its official June-to-June schedule for 
market classification review. 
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 With the authorities closely monitoring developments, reforms and stimulus 
measures should continue to offer more investment opportunities and drawing 
in demand for Chinese equities. 
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