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China’s Long-Term Opportunity

Remains Compelling

Beyond near-term trade tensions, positive fundamentals

underpin China’s long-term outlook.

KEY INSIGHTS

= The growth case for China is well established: Its share of global GDP remains

substantial while the economy continues to outpace most of the world,
underpinned by strong domestic demand.

= Trade tensions between China and the U.S. represent a headwind in the near
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term. While a protracted trade war is not in either country’s long-term interests, a

quick resolution also appears unlikely.

= Meanwhile, the positive long-term investment thesis for China remains
unchanged. The fundamentals underpinning China’s domestic equity and credit

markets remain compelling.
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or some five decades, economic
— growth in China has handily

outpaced global growth. Rapid
productivity growth, rising wealth, and
robust domestic demand have all
fueled the China economic “miracle.”
More recently, however, slowing growth;
rising debt; and, latterly, trade-related
uncertainty have dominated the
narrative. Just as China is opening up
its domestic equity and bond markets,
creating vast new opportunities for
foreign investors, some are beginning
to question China’s investment potential.
However, we believe the long-term
investment case remains compelling.
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China’s Economy Remains a

Asian Opportunities Equity Strategy

Powerful Engine

China has been such a strong driver of
global growth for so long, it is not hard to
see why its slowing economy is worrying
for many investors. Crucially, however, as
China’s weight within the global economy
has increased in recent decades, so too
has its overall contribution to global growth.
China now contributes roughly 1% of total
global growth, which is currently 3% to
3.5%. So even though China’s aggregate
growth rate has slowed to around 6% to
6.5% per annum, it continues to provide
a substantial contribution to global gross
domestic product (GDP) growth.
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China’s approximate
contribution to total
global GDP growth.

Meanwhile, as China has become fully
integrated into the global goods and
trading system, income levels have largely
converged to the global average, with
China now essentially a middle-income
country. Yet, there is still some way to

go before it catches up to the world’s
wealthiest nations. So despite being the
world’s second-largest economy, there

is still a great deal of relative wealth
improvement potential. To put this in
context, if China’s relative wealth was to
converge with U.S. levels, for example, its
economy would balloon to roughly four to
five times the size of that of the U.S.

However, making this jump is easier said
than done, and China must overcome
various structural challenges if it is to reach
that next plateau of relative wealth equality.

The Shift to Sustainable Growth
el From around 2006, the Chinese
government began trying to rebalance
the economy, moving away from a
predominantly export-driven model,
toward a more domestic-based model—a
move that was accelerated by the global
financial crisis. This shift is aimed at
engineering more sustainable, long-term
growth. Further slowing in the rate of

growth is likely as this transition continues.

The Accumulation of Debt

As part of the economic transition
process, the Chinese government has
embarked upon a vast program of
domestic investment to replace the
decline in export demand, which has
been largely funded by debt. As a result,
China’s debt-to-GDP ratio has soared to
around 250%, raising questions about
sustainability and potential risks.
Authorities have recently moved to arrest
the ballooning level of debt and have at
least succeeded in stalling the pace of
growth without inducing any serious
financial market dislocation. There is still

more to do, but progress has been made.

Shifting Demographics China’s

changing demographics also pose
a structural headwind. The country’s
working age population (15-64 years)
started falling around 2012, while the

dependency ratio (number of people
over 65, compared with number of 15-to
64-year-olds) started to rise. The decline
in the working age population is still
relatively moderate but is expected to
accelerate over the coming decades.

E Commitment to Reform
Questions have been raised about
how committed President Xi Jinping is to
reforming China’s economy, versus
aligning more closely to a statist model.
The consolidation of state-owned
enterprises (SOEs), for example, seems to
support the latter view. Given that SOEs
tend to be less efficient and deliver lower
relative rates of return, their growing
prominence within the economy
represents a potential drag on growth.
Conversely, China’s focus on innovation
and developing new technology are
policies that should ultimately support a
longer-term shift from a middle-to a
high-income country.

China’s Bond Connect System Is
a Major Development

A major development in global bond
markets recently has been the opening
up of China’s domestic bond market
to foreign investors. Historically, it was
very difficult for fixed income investors
to access China’s bond market due

to strict capital controls and quotas.
However, the creation of the Bond
Connect system in 2017 has allowed
foreign investors to invest seamlessly in
the onshore bond market, and paved
the way for China’s inclusion in the
Bloomberg Barclays Global Aggregate
Bond Index in April 2019. China will
ultimately make up a 6% weighting in
the index at full inclusion, completed
over a 20-month period.

Meanwhile, in September 2019, J.P.
Morgan announced plans to include
China in its emerging market local bond
index, capping its weighting at 10%
(phased in over a 10-month period).

The total size of China’s onshore bond
market is closer to USD 13 trillion—an
amount roughly equivalent to all
euro-denominated securities—if it were to
be fully represented in the index.
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What’s Driving China’s Investment Markets?
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Deleveraging
policies and
increased
regulation in

recent years have
also imposed

new discipline

and forced
poorer-quality firms
out of the market...

— Sheldon Chan
Portfolio Manager, T. Rowe Price
Asia Credit Strategy

"Source: J.P. Morgan as of August 31, 2019.

The Credit
Market View

Sheldon Chan
Portfolio Manager,
T. Rowe Price Asia Credit Strategy

The Rise and Rise of Asia Credit

There has been tremendous growth

in the Asia credit asset class over the
past decade. Since 2010, the universe
has been growing at a rate of 15%

a year, and today there is more than
USD 1 trillion in outstanding debt
stock.” What’s more, we think that this
double-digit growth can be comfortably
sustained moving forward. U.S. dollar
bonds remain a very small part of the
overall funding mix for Asian corporates
and, so, could continue to increase

as companies look to diversify their
sources of capital.

The market offers a broad and diversified
credit profile, and appetite for new
issuance should remain strong. The
high savings rate in China and other key
markets creates a powerful structural
demand from within the region for
income-generating investments, with local
investors accounting for around 88% of
corporate debt ownership in Asia.?

2 Qutstanding debt in Asia ex Japan, J.P. Morgan, as of October 31, 2018.

Fundamentals Are Improving

Despite headline uncertainties tied

to U.S.-China trade tensions and the
impact on global growth, the Asia
region still boasts the fastest economic
and demographic growth, globally.
China’s economic influence has been
well documented, and we expect it will
remain so. Policymakers are working to
reduce reliance on export-led growth,
increase foreign currency reserves, and
improve the transparency of the markets.

Country fundamentals across the region
have improved steadily over the past
decade, with all the major countries
graduating to investment-grade status.
Deleveraging policies and increased
regulation in recent years have also
imposed new discipline and forced
poorer-quality firms out of the market—all
of which augurs well for the longer-term
stability and growth of the asset class.

Financial Health Remains Key

The most important attribute for credit
investors is the health of the balance
sheet—a feature strongly demonstrated
by many Asia corporates. Looking

at Chinese internet companies, for
example, a number of these businesses
boast healthy, net cash, balance
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sheets. The strong financial position of
these companies makes their bonds
potentially attractive while, in contrast,
the equity stock might look less so given
the volatility in earnings seen in these
businesses over the past year.

An Attractive Risk/Return Profile

Asia credit has demonstrated an
attractive track record of risk-adjusted
returns over an extended period. With
an average credit rating profile of
BBB+ and 30% of the J.P. Morgan Asia
Credit Diversified Index benchmark
coming from developed countries, it

is noteworthy that Asia credit has
generated stronger long-term returns
versus U.S. investment-grade credit, but
with a similar level of volatility.

Currently, we prefer Asia
investment-grade bonds, as well as
maintaining a higher quality bias for our
Asia high yield exposure. A prolonged
U.S.-China trade war and the threat

of broad-based economic slowdown
would likely see high yield credit
spreads remain at elevated levels. That
said, we do see selective opportunities
in China high yield real estate and
consumer sectors, but also stress

the need for bottom-up, fundamental
analysis to pick the winners.

The Equity
Market View

Eric Moffett

Portfolio Manager, T. Rowe Price Asian
Opportunities Equity Strategy

China’s Domestic Equity Market—
Large, Diverse, and Inefficient

From an equity market perspective, there
is no doubt that the China A-shares
market represents an exciting long-term
opportunity. The domestic market
remains highly inefficient, dominated

by retail investors, and still significantly
underpenetrated by foreign investors.
Foreign ownership of China A-shares, for
example, remains around just 3% while,
in comparison, other Asian markets, like
Taiwan and South Korea, are around
40% foreign owned (Fig. 1).

Over the last five years, global investors
in China have largely targeted the
growth-oriented names, particularly

in the higher-profile technology/
internet-related areas. However, interest
is starting to broaden beyond the tech
sector alone, with consumer-oriented
areas, for example, attracting increasing
investment. As foreign investor interest

(Fig. 1) Foreign Ownership of China A-shares Remains

Extremely Low

Foreign ownership of world stock markets

As of March 31, 2019
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Sources: Haver Analytics, Goldman Sachs, BofAML.
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Household
income in China
continues to rise,
particularly across
the working class,
growing at around
10%, annually.

— Eric Moffett
Portfolio Manager, T. Rowe Price
Asian Opportunities Equity Strategy

and investment continues to grow, this
will not only underpin long-term returns,
but also drive improvement in market
regulation and transparency.

GDP Growth Matters, but This
Growth Matters More

While all the world’s focus is on China’s
slowing rate of GDP growth, a more
important growth metric for many
domestic companies is the growth in
household wealth. Household income
in China continues to rise, particularly
across the working class, growing

at around 10%, annually (Fig. 2).
There are two key reasons for this:
demographics and policy. Regarding
the former, with China’s working age
population in decline, workers are
seeing a degree of pricing power,
leading to upward pressure on wages.

On the policy side, the government
has prioritized delivering meaningful
wage increases for workers each year
for the past decade. In doing so, the
government is effectively underwriting
the boom in Chinese consumption—
across a demographic of hundreds of
millions of people.

In this way, the story of the Chinese

consumer remains one of the most

exciting in the world and, potentially,
has decades still to run. More and

more Chinese households are buying
products that are prominent in the
western world such as cars, electronics,
cosmetics, and health insurance, as well
as spending increasing amounts on food,
holidays, and entertainment. “Product
premiumization” is also a big theme, as
Chinese consumers are increasingly
demanding higher-quality products.

Moving Up the Value Chain

China is also moving up the value chain,
progressively moving away from its
history of low-cost export production.
Rising wages mean that China has
become less competitive as a cheap
source of labor and so is progressively
moving out of some of the lower-skilled
manufacturing industries. Similarly,
China is also investing significantly in
research and development (R&D) in
areas like mobile payment processing,
artificial intelligence, robotics, and 5G
technology. No longer content to simply
copy the technology of others at a
cheaper price, the Chinese government
has made innovation a core component
of its future economic strategy. And the
investment is paying off with Chinese
companies starting to take market
share from some of the leading global
companies. In cutting-edge areas like
facial and speech recognition, China is
already the recognized leader.

(Fig. 2) For Many Chinese Companies, Household Wealth

Matters Most
Household disposable income—urban
As of December 31, 2018
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Near-Term Headwinds Must
Be Negotiated

That said, the breakdown in trade
relations between China and the U.S. is
a clear headwind in the near term, and
a quick-fix solution does not appear
likely anytime soon. However, amid this
uncertain backdrop, valuations in China
have fallen significantly over the past
year to crisis-like levels. And while some
companies undoubtedly warranted
being derated, many good-quality
companies have also been sold off
alongside the bad. Rarely have we seen
local investor sentiment as negative as it
is today, and while this creates near-term
market uncertainty, it also presents
opportunities to buy good companies at
heavily discounted prices.

In Conclusion

The growth case for China is well
established: Its global share of GDP
remains substantial, while its economy
continues to grow at a faster rate than
most anywhere else in the world. These
trends are underpinned by solid growth
in the middle class, robust domestic
demand, and the region’s growing
influence on the world political stage.

The ongoing U.S./China trade dispute is
a source of near-term uncertainty. While
it is not in either country’s long-term
interests to see a protracted trade war
develop, a solution does not seem close.
That said, with an election year looming
in the U.S., President Donald Trump will
be mindful of any policies that could
materially impact growth in the runup to
November 2020.

Meanwhile, Chinese authorities also
have stimulative levers available to
them, as they feel necessary. Indeed,

it looks like the economy has slowed

to the point where we are now seeing
authorities return to some of these
stimulative policies. And the positive
effects are already being felt in some of
the manufacturing industries.

The positive long-term investment thesis
for China remains unchanged, in our
view. The fundamentals underpinning
the domestic financial markets remain
compelling, and foreign investors have
only just scratched the surface of what is
China’s large and diverse opportunity set.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.
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