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China – economy’s evolution creates new opportunities for investors 
 
Key points 

 China‟s economic slowdown is simply a move to a more sustainable level and we don‟t expect a 

hard landing 

 Domestic demand is increasing, fuelled by wage hikes, urbanisation and a widening of retail 

networks 

 The shift from an export-led to a domestic demand-led economy is a more balanced model 

 Property price rises are not a cause for concern as household debt remains low, employment rates 

high and demand outstrips supply  

 We are optimistic about China‟s long term economic outlook given looser monetary policy, financial 

sector reforms and compelling equity valuations 

 Stock picking will be essential to maximise returns; we favour companies which have proprietary 

technology, are exposed to domestic consumption, have strong franchises or generate strong cash 

flows. 

Domestic demand set to increase 

Investors have recently questioned whether China‟s rapid economic progress of the past two decades 

can continue. Economic growth is undoubtedly slowing but we believe it is simply moving to a more 

sustainable level as China makes the transition from an investment and export-led economy to a more 

balanced model in which domestic demand is the key driver of growth. At present, consumption 

accounts for just 30% of GDP in China, whereas in developed countries, such as the US and the UK, it 

accounts for between 60% and 70% of economic activity. 

Figure 1: Domestic consumption has huge growth potential 

Consumption structurally low as % of GDP … 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: BNP Paribas as at 31 March 2012 
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Sharp increases in pay, along with urbanisation and the widening of retail networks, are helping to fuel 

consumption growth. These wage hikes are affecting China‟s competitiveness in terms of basic 

manufacturing. However, in higher value-added areas, productivity gains and increases in economies 

of scale are offsetting the impact of the pay rises, and China needs to move up the technology ladder if 

its economy is to advance. Many other emerging economies, including Singapore, Korea, Malaysia and 

even Hong Kong, have experienced a similar evolution over the years. 

In terms of recent developments, we have a positive view of the interest rate cut in June – the first 

since 2008 – because it demonstrates that policy makers have responded proactively to the economic 

slowdown.  More interesting is Beijing‟s simultaneous decision to widen the band by which lending and 

deposit rates can be set.  For many years, China has suffered from a mismatch between loan supply 

and demand, with banks eschewing loans to higher risk areas such as SMEs, preferring to lend to 

cash-healthy, state-owned enterprises that do not need these loans. As a result of interest rate 

deregulation, risks can be more accurately priced by banks, and credit should flow to areas where it is 

most needed.  This illustrates the willingness of policy makers to address underlying structural 

imbalances. Consequently, we remain sanguine on China‟s longer term growth potential. 

In terms of short-term prospects, we believe that the outlook for the second half of the year is 

brightening. Following a marked slowing in investment spending, the Chinese authorities are slowly 

shifting to a more accommodative policy stance, as evidenced by a pick-up in loan growth.  Strong 

consumer demand will also continue to underpin the transition to an economy driven by domestic 

demand.  

 

Property market no cause for concern 

Surging property prices in China have also troubled a few analysts, some of whom have even made a 

comparison with the housing craze in the US that precipitated the global financial crisis. However, we 

believe that there are critical differences between the situation in China now and in America in the last 

decade. Critically, the US boom was driven by overlending with many people receiving mortgages even 

though they could not afford to repay them. Rising unemployment left further swathes of the population 

unable to finance their housing debts. Neither of these factors is present in China, where labour 

shortages are powering the aforementioned hikes in wages, and where most people either pay cash for 

their new homes or put up very large deposits. Indeed, only a relatively small proportion of Chinese 

have mortgages. 

Moreover, asset prices in emerging economies almost always run ahead of fundamentals as people 

anticipate a dramatically-improved outlook for their lives. This optimism is usually expressed in their 

willingness to pay more for assets than they are really worth. In addition, despite an element of over-

building and speculation in the high-end sector in cities such as Shanghai and Beijing, there is still 

huge untapped demand in the mass-market segment across China. Indeed, more than 300 million 

Chinese are expected to migrate to cities by 2030. The numbers of people involved in this movement is 

a bigger number than the entire population of the USA. In fact, not enough homes are being built to 

meet demand for mass-market, affordable housing. In addition, the authorities have already taken 

significant steps to cool the housing market. Indeed, the impact of these measures partly explains why 

the economy is now slowing. 
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Figure 2: Consumer debt is not an issue 

Household debt as % of GDP 

 

 

 

 

 

 

 

 

 

 

Source: BNP Paribas as at 31 December 2011. South Korea as at 30 September 2011 and India 31 December 2010. 

 

Eurozone crisis unlikely to have a significant impact on China 

The eurozone crisis is also unlikely to precipitate a hard landing or dramatically impact upon earnings 

growth in China.  For while the eurozone is the country‟s largest trading partner, China‟s trade with the 

developed world (as a proportion of its total trade) has been decreasing. At the same time, trade with 

the fast-developing economies of Asia, Latin America and Africa is increasingly significantly. Indeed, 

intra-Asian trade is the biggest growth area as exports and imports from the likes of Singapore, 

Malaysia and Indonesia expand rapidly. It is also important to note that trade is not the only driver of 

the economy. Domestic demand, as we have seen, is of growing importance. 

We believe the main threat from the eurozone crisis is that it will dampen risk appetite. Indeed, our 

biggest concern is that if the situation in the eurozone deteriorates drastically, a massive sell-off in 

global equities may ensue. This is what happened in 2008 following the collapse of Lehmans when 

emerging markets such as China were particularly badly affected by a flight to so-called safe haven 

assets. 

Yet ironically, China and other emerging economies in Asia are arguably built on much more solid 

foundations than many of the developed economies. Europe, for example, is home to heavily-indebted 

governments, highly-leveraged companies, and debt-laden consumers. By contrast, Asia is 

characterised by governments, companies and consumers with very healthy balance sheets.  

 

Attractive valuations and strong earnings, but good stock picking essential to maximise returns 
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Overall therefore, we believe that while growth is slowing, China will not experience a hard landing. We 

are optimistic about the long-term economic outlook given the positive impact of a looser monetary 

policy and financial sector reforms, which should boost lending to the most productive sectors of the 

economy. Moreover, following a prolonged period of underperformance versus global markets, Chinese 

equities are trading at compelling valuations. We believe that there are a number of sectors and 

companies in Greater China with strong earnings growth and reasonable valuations.  

Stock picking, however, is likely to prove critical if investors are to profit fully from the market‟s 

potential. Over the next few years, China will experience more structural changes as the economy 

matures and these developments will unleash much more of the country‟s potential. However, some 

sectors will suffer as this process unwinds and thus investors need to focus on individual companies. 

We anticipate a volatile environment over the next three to five years but investors who can weather 

the storms and place the right bets will be more than adequately rewarded for their patience.  

 

Stocks that we favour 

Unsurprisingly, we favour businesses exposed to domestic consumption, partly because of the long-

term trends outlined above and also because Beijing is likely to adopt more stimulus measures to kick-

start growth, which will boost consumption in the shorter term. In the current environment, we also like 

companies that generate strong cash flows, as well as those with their own franchises and that have 

proprietary technology or are moving up the value chain. 

Examples include the PC maker Lenovo, which has been gaining market share from the world‟s top PC 

maker Hewlett-Packard. Belle International, the leading women‟s shoe retailer, is another favoured 

holding. This very well-run company benefits from good inventory management and strong bargaining 

power with its suppliers. It has multiple brands, an excellent franchise and healthy cashflow-generating 

abilities.  

We also like some of the Chinese internet companies such as Baidu and Tencent. The valuations of 

Chinese internet players have declined sharply, while earnings continue to grow at a fairly rapid pace. 

As China‟s largest internet portal and instant messaging provider, Tencent, with its stable cash flow, is 

almost like a telecoms proxy, while the country‟s dominant search engine Baidu is benefiting from 

increasing advertising spending. Meanwhile, Hong Kong-listed AAC Technologies, which makes 

acoustic components for smartphones, has been a huge beneficiary of soaring sales of Apple iPhones 

and Google Android phones. It has profited from miniaturisation and advances in consumer 

technologies. 

Gigi Chan is fund manager of the Threadneedle China Opportunities Fund 
23 July 2012 
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