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A
ccording to the Chinese
zodiac, 2015 is the year of the
sheep. In Chinese equity
markets a herd mentality has
broken out. Investors have

pushed the asset class towards pre-
financial crisis highs, and there is little
sign of the momentum abating.
However, indiscriminate allocations to

China could be troublesome for investors.
Closer inspection of both economic
developments and the intricacies of the
market suggests investors should take a
considered approach.
The Shanghai Composite index is up 30

per cent in 2015. The size of the rally is
notable in itself, but even more intriguing
given the economic backdrop. Although
China reported 7 per cent gross domestic
product growth for the first quarter, the
economy is slowing.
The run-rate of the economy is only 5.3

percent, annualising the first quarter’s
seasonally adjusted figure. Alongside the
headline GDP number, every other signi -
 ficant economic release was weaker, from
disappointing retail sales to lower than
expected industrial production.
Chinese policy makers are not standing

idly by, and easing measures are probably
a big factor behind the stock market
gains. Indeed last week the central bank
cut the banking reserve requirement by
100 basis points, the largest single
reduction since 2008. But the slowdown
in growth is ingrained, and no material
change in this trajectory is likely in the

rest of the year.
This is a challenging backdrop for

investors, made more complicated by the
composition of Chinese exchange traded
funds. These are usually benchmarked
against the FTSE or MSCI indices, which
are dominated by banks, telecoms and
energy names — three slow-growing “old-
economy” sectors that have deteriorating
fundamentals.
The banks, which make up more than

40 per cent of the MSCI China index, are
going through difficult times. After 10
years of double-digit growth, earnings at
the five largest grew only 6.5 per cent in
2014. Fourth-quarter profit growth was
actually negative.
Given the structural slow-down of the

economy, and further financial liberalisa-

tion that is likely to compress interest
margins, the outlook is hardly more
encouraging. And non-performing loan
ratios are rising at their fastest rate yet.
Unlike their peers in the US and Europe,
the telecom groups, despite various
reforms and the introduction of 4G, will
not enjoy significant earnings growth
from a pick-up in data coverage.
As a result of poor data coverage in the

past, consumers are used to having WiFi
wherever they go. Given that valuations
are hardly cheap to begin with, at about
15 times 2016 earnings, the outlook is far
from compelling.
As for the energy sector, the constit -

uents are dominated by oil names. The
challenges faced by these companies have
been well flagged since the collapse in the
oil price during the past year. The MSCI
China earnings growth forecast for 2015
is 6 percent.
But if we look beyond these large index

components, there are exciting invest -
ment opportunities throughout the
Chinese market. Perhaps the most
appealing area is the internet and
technology space. China is full of
energetic companies with highly inno -
vative services and products. These sell
into the world’s largest population, which
is increasingly eager to adopt the latest
technologies. This is a powerful combin -
ation, and companies in this space are
consistently delivering 20-30 percent
earnings growth.
While the ultimate impact of financial

reform is unclear, the path for environ -
mental reform is more trans parent and
presents an interesting investment
prospect. The government is com mitted
to a series of water conservation projects,
zero growth for coal consumption in key
areas, and cutting carbon dioxide
emissions. This provides a strong tailwind
for alternative energy companies, rather
than the “old economy” names that
dominate the indices.
Finally, there are many opportunities

unique to Shanghai- and Shenzhen-listed
A-shares, which most foreign investors
cannot buy. The most exciting areas
include robotics, technology and defence.
Some investors cite rich valuations as a
reason to avoid A-shares, but many of
these companies are high growth and
under-researched.
As Chinese equities continue to rise, it

is tempting for investors to join the herd
indiscriminately. Given the country’s
complexity, this would be a mistake.
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