
 – China shows continued 
commitment to reforms 
and economic rebalancing 
through comprehensive 
reform roadmap

 – Roadmap marks start 
of road to long-term 
sustainable growth but 
policy implementation and 
execution will be key 

 – Reforms and economic 
rebalancing to unlock 
value in Chinese equities; 
polarised valuations mean 
stock selection is crucial.

One year on, China’s current leaders have come quite some 
way since taking office in the autumn of 2012. Inheriting  
an economy that has exhausted most of the dividends from 
earlier reforms and its WTO entry during President Jiang’s 
term over a decade ago and increasingly facing a wide range 
of structural challenges, President Xi and Premier Li wasted 
little time in acknowledging there are issues that needed to  
be tackled. 
From shadow banking and reining in the economy’s putative addiction to credit to spur 
growth, to a potential demographic cliff as a result of its one-child policy, China needs  
to make changes if it is to continue on its impressive growth trajectory of recent decades.

Long road ahead after the Third Plenum

The lead-up to the 18th Communist Party’s Third Plenum in November spurred further 
optimism as this landmark gathering, the third Party meeting for each generation of 
China’s new leaders, has been associated with historic reforms in the past – from Deng 
Xiaoping’s market-opening reforms of 1978 to the dismantling of millions of inefficient, 
unproductive state-owned enterprises (SOEs) following the plenum of Jiang Zemin’s 
government in 1993.

At this Plenum, President Xi and Premier Li kept up the momentum set earlier in the  
year in their drive for extensive and deep reforms. A comprehensive roadmap totalling  
60 points was announced following the conclusion of the Plenum. It addressed a  
wide-range of reforms covering areas from financial and legal systems, healthcare  
and urbanisation, to resource allocation and environmental protection. 

The document’s key emphasis on allowing the ‘market mechanism to play a critical role 
in determining resource allocation’ as well as the inclusion of SOE reforms, typically a 
sensitive area involving vested interests, further reinforces the leadership’s commitment  
to reduce the state’s role in the economy and address immediate issues of overcapacity.

Goal of sustainable growth means implementation is key

As China continues to tick the right boxes along the way, investors should remain 
conscious that economic re-balancing and reforms are long drawn-out processes.  
Short-term pain is likely to be felt when growth slows as the economy and companies 
make adjustments, with earnings and margins as a result coming under pressure.

The reform process and its longer term success really rest on eventual policy details 
and implementation. Following the initial market euphoria, whether this momentum 
can be sustained into the longer term depends on the country’s leadership. Can they 
commit to staying on course with the reform plan, particularly in the face of growth and 
unemployment headwinds, or will the market’s optimism dissipate over the coming 
months? These are developments that will require careful monitoring in 2014 and beyond. 
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Meanwhile, nearer term worries loom over China’s shadow banking system and the 
bursting of its credit bubble. We, however, still find reason to believe that a systemic 
collapse of its financial system is avoidable. China’s total local government debt exposure 
can be expected to be lower than the market’s estimate of RMB 20 trillion, putting the 
country’s total public sector debt-to-GDP at below 60%. China’s significant foreign 
reserves, low external debt, current account surplus and its closed capital account  
mean it is relatively well-positioned to manage a gradual deflation of its debt bubble  
while avoiding a crisis. 

Unlocking long-term value in Chinese equities

What does all this mean for investors looking at China? We would like to remind investors 
that economic growth does not always translate to stock market returns. Even as China’s 
growth rate slows near term to around 7-7.5% as it seeks to re-balance its growth  
model from investment-driven to consumer-led, structurally, the backdrop for a variety  
of industries looks promising for long-term investors. 

The investment case for domestic consumption and services sectors remain very  
much intact as urbanisation continues apace, supported further by new tax policies. 
Opportunities in insurance, internet and technology are also driven by the increasing 
demand for goods and services, while clean energy-related industries, education  
and healthcare will receive further government support. 

However, these are now well-owned segments of the market and have outperformed 
recently. We are increasingly coming around to a contrarian view going into 2014 to  
re-examine segments of the market that have fallen out of favour and valuations are 
looking attractive. We agree that private sector companies are likely beneficiaries over 
most incumbents and SOEs, whose margins and market positions look increasingly  
likely to come under pressure as more competition is allowed in. Despite this, industry 
consolidation, where there are over-capacity issues, may potentially benefit select 
incumbents and drive better returns. 

For long-term investors, this post-plenum reform momentum could, if well-executed,  
drive a structural re-rating in Chinese equities as equity risk premiums come down over 
time. China’s successful economic rebalancing and long-term quality growth will offer 
attractive investment opportunities. Interim policy and reform implementation may be 
additional near term catalysts to unlock some value in China equities. 

Currently, China’s equity valuations are polarised as well-owned sectors and themes 
including internet and consumption are already trading at expensive valuations, even  
as the broader Chinese market trades at a discount to the region. Stock selection and 
adherence to our valuation discipline are key. Furthermore, identifying quality businesses 
with strong balance sheets and sound management are imperative in seeking long-term 
winners in a market and economy as diverse, dynamic and influential as China’s.
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