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EXECUTIVE SUMMARY

The plunge in Chinese equities since mid-June, and the extraordinary measures taken
by the government to arrest that decline, have raised doubts about the country’s
financial stability and the strength of China’s real economy. In both cases, we expect
the stock market correction to have a limited impact, reflecting the modest role that
equities play in the portfolios of Chinese households. However, Beijing continues to
wrestle with the policy dilemma of maintaining an acceptable economic growth rate
while slowing credit growth and bringing leverage ratios down. Although equity
valuations have moved back toward rational levels—at least for the larger, less
speculative companies we find interesting—our approach remains cautious, especially
in the renminbi-denominated A shares market.

AN ENGINEERED EQUITY BOOM GOES TOO FAR

Over the past nine months, Chinese authorities have repeatedly shifted their approach to
China’s domestic equity markets, first encouraging investors to buy stocks, then trying to
rein in speculative excesses, then deploying an increasingly drastic set of measures to
keep a disorderly retreat from turning into a full-fledged bear market.

As of July 20, markets appeared to have stabilized, with the Shanghai Composite
Index down 23% from its June peak but still in positive territory for the year to date.
However, the damage to market confidence—foreign investor confidence, in
particular—while difficult to assess, may prove substantial.

For Beijing, encouraging an equity boom promised a number of benefits:

e The A share exchanges had been largely stagnant since the last major
bull/bear cycle in 2007-2008, at a time when Beijing was hoping to encourage
the development of domestic capital markets.

e« A more dynamic A shares market would encourage reform of state-owned
enterprises by making it easier for them to raise equity capital, and would help
heavily indebted private companies reduce leverage.

¢ Rising equity values would diversify household wealth portfolios, which are
heavily concentrated in property and bank deposits (Figure 1, page 2).



The steady rise in the Shanghai market seen in the second
half of 2014 accelerated after the People’s Bank of China
(PBOC) began cutting interest rates last November. Bullish
op-eds in state-controlled media also encouraged
investment. But policy success quickly evolved into
speculative excess. Bank margin lending soared, as did
leveraged positions in China’s shadow banking network.

By the beginning of March, the bubble had entered its final
phase, with the Shanghai Composite Index soaring more
than 40% over the next eight weeks. Government efforts to
restrict lending and rein in the boom became more urgent,

Figure 1: Chinese Household Wealth
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THE REGULATORS STEP IN

The three-week free-fall that followed the June top Sources: CBC, Wind, UBS estimates
exposed both the structural weaknesses in the A shares

market and the counterproductive effects of China’s regulatory response.

Hundreds of companies took advantage of a provision that allowed them to suspend trading—a short-term
measure designed to manage the release of company news, but used to freeze prices as liquidity vanished from
the market. By the end of the first week of July, nearly half the listings on the Shanghai and Shenzhen
exchanges—more than U.S. $ 2 trillion in market capitalization—had stopped trading.

The government’s reaction has been equally dramatic. In early July, China’s police ministry announced an
investigation of “malicious” short selling, while China’s Securities Regulatory Commission imposed a six-month ban
on insider sales by major shareholders, corporate executives, and directors. Margin requirements, tightened in the
spring, have been loosened again, and real estate—even residential properties—can now be used as collateral.

With markets, as of this writing, apparently stabilizing, the number of suspensions has fallen by roughly half, and
the Shanghai and Shenzhen exchanges should be trading normally by the end of July. The longer-term damage
to the markets, however, is unclear. Foreign investor confidence in A shares has clearly been shaken, as the
implications are obvious—impaired price discovery, unreliable liquidity, heightened political risk.

Whether, and how, Beijing can restore confidence is also unclear. MSCI’s decision not to include A shares in the
MSCI Emerging Markets Index, taken at the very top of the bubble, was less significant for its direct impact on
portfolio allocations than as a signal that China’s domestic equity markets still are not up to global standards—a
judgment driven home by the events of the past month, in our view.

Meanwhile, there is a risk the stabilization measures taken to date have created a false equilibrium. While
reported valuation multiples have come down (Figure 2, page 3), they remain at or near historical extremes—
especially for smaller, speculative names. Stale pricing on suspended shares feeds a suspicion that multiples in
the frothier sectors still have further to fall.

LIMITED WEALTH EFFECTS
We believe that the equity bubble and bust should have a relatively modest direct impact on China’s real economy:
e As noted above, equities account for a relatively small share of Chinese household wealth—and that share

(as well as most of the leveraged speculation that drove the bubble) is concentrated among high-net-worth
and ultra-high-net-worth investors.
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¢ The wealth created by the bubble, Figure 2: China A Shares Average Forward 12-
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slowing credit growth to something more in
line with nominal economic growth. With fixed investment and manufacturing growth still decelerating, any
squeeze to corporate debt ratios or profitability caused by lower share prices would be highly unwelcome.

OUR MARKET POSITION

While Chinese equity valuations are still elevated, especially for smaller and more speculative A share names,
multiples for many of our favored companies have returned to levels that we believe offer attractive value on a 12-
month (or longer) view. In this environment, we recognize there are often opportunities for long-term investors like
T. Rowe Price to take advantage of mispricing caused by overselling.

Accordingly, our portfolio teams will continue to look for select opportunities both in the H and A share markets—
although any moves into the latter will likely be slow and careful. We will also monitor macroeconomic
developments to see whether China’s leadership can successfully manage the delicate balance between
economic growth and financial deleveraging.
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