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The Strategist
1 step forward, 2 steps backward
Drastic measures to restore market stability. Over the
weekend, the government announced drastic measures in an
effort to stabilize the A-share market after the Shanghai A-index
plunged almost 30% in three weeks.
Levels of margin financing remain high. We expect the
measures, including a fund to buy big caps, to improve market
sentiment in the short term. However, while margin financing
has declined, the chart below shows it still accounts for 10% of
A-share free-float market cap. In our earlier report (The circle
game: a wealth effect by retail, for retail) we already
highlighted the risk of margin financing. The unwinding of
unregulated margin financing could hurt the performance of
small caps. This could also drag down the big caps because
people could be forced to sell down their holdings to meet
margin calls or redemptions. So the risk is on the ChiNext index.
Why drastic measures? China’s economic data remains
uninspiring and overcapacity means capex remains muted. Also,
external growth remains weak. Fiscal spending has started to
pick up slightly this year but it remains at low levels. The issue
is that a strong A-share market could increase retail sales growth
and help corporate deleveraging. An A-share collapse therefore
risks continued economic weakness.
Implications. As the market is very oversold, we expect the
newly announced measures to help the market rebound. Over
the past month, materials, industrials, healthcare and consumer
discretionary are the most oversold. Given brokerages will not
sell their holdings as long as the Shanghai A-index is below the
4,500 level, so does it mean above 4,500 is a cap on the upside?
Therefore we recommend investors to sell their holdings in this
rebound.
The key question now is not only how to lower the levels of
margin financing and market volatility but also government
credibility, the future of financial reform, moral hazard and the
speed of capital market opening. These measures could also
impact the timing of the CNY’s inclusion into the SDR basket and
China A-shares being included in the MSCI equity benchmarks.
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Drastic measures to restore market stability
After the A-share market plunged almost 30% in three weeks, the Chinese
government announced the following measures over the weekend to
restore market stability:
1) Suspending IPOs;
2) The 21 largest securities brokerages will form a CNY120b fund by
11:00 am on Monday (6 July, 2015) to help stabilize the stock
market. The fund will invest in ETFs of big-cap stocks;
3) The listed securities companies among the 21 brokerages will also
actively buy back their shares; and
4) The brokerages will not sell their holdings as long as the Shanghai
Composite index is below 4,500 points.
In addition, the CSRC also said it will revise QFII and RQFII rules to attract
overseas funds. The China Securities Finance Corp, which manages the
nation’s short selling and margin trading, also increased capital from
CNY24b to CNY100b to maintain financial market stability and to expand
its business. The government has also relaxed brokers’ margin
requirements. The Central Huijin Investment, a unit of China’s sovereign
wealth fund, also confirmed it has been buying ETFs since 29 June.

Are these measures enough?
In our earlier report (The circle game: a wealth effect by retail, for retail,
April 16, 2015), we highlighted the risks in A-shares because of increasing
margin financing. The following charts show that outstanding margin in
China has fallen recently but is still at very high levels. Up to 2 July, the
amount of outstanding margin financing was CNY1,980b and it still
accounted for 10% of the A-share market’s free-float market cap.

Figure 1: Amount of outstanding margin in A-share markets

Figure 2: % of outstanding margin trading in A-share markets
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However, the above data does not include the amount of OTC margin
financing (or unregulated margin financing). As their leverage ratios are
higher than the regulated margin financing and are focused on small-cap
stocks, we see the key risk is on the ChiNext index.
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Figure 3: China ChiNext price index
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During the global financial crisis in 2008, because of liquidity issues, the
correction in small-cap stocks forced fund managers to unwind their
holdings in big-cap stocks due to redemptions. Therefore, the
aforementioned measures could support the big-cap stocks for a while.
However, we need to be aware that the valuation for ChiNext is at 83x
FY15 PER and the market still has a lot of leverage to unwind.

No growth in export and capex
China’s economic data remains uninspiring and overcapacity means capex
is set to be muted. The following charts show both external growth and
capex remain weak.

Figure 4: Export growth YoY%
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Fiscal expenditure is also weak
Fiscal spending in year-on-year terms also peaked out in 2012. The
government has tried to increase spending in 2015 but it remains weak.
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Figure 6: China fiscal expenditure YoY (%)
China fiscal expenditure YoY (%)
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Equity rally and the wealth effect
A strong A-share market could increase retail sales growth (The circle
game: a wealth effect by retail, for retail, April 16, 2015). We have seen
some improvement in the property market in the past few months.
However, participants in the stock and property markets are likely to be
the same group of people. A negative shock for stocks could therefore
translate to negative activities in the property market.

Figure 7: China retail sales & Shanghai A-share
China retail sales YoY (3mth moving avg)
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Steeper yield curve without money supply increase?
In our previous report (The Beijing put? A little market sell-off and a rate
cut already? June 29, 2015), we argued that to see a sustainable recovery,
we would need to see money supply increase. So the clock is ticking.
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Figure 8: China money supply and bond yield curve
China Govt Bond Yield Curve (10yr-3mth)
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Implications:
As the market is already quite oversold, we expect a rebound. The coming
ETF buying will focus on big-cap stocks and the following table shows
materials, industrials, healthcare and consumer discretionary are the most
oversold sectors.
Given brokerages will not sell their holdings as long as the Shanghai Aindex is below the 4,500 level, so does it mean above 4,500 is a cap on the
upside? Therefore we recommend investors to sell their holdings in this
rebound.
Figure 9: Equity performance by MSCI China sector – absolute and relative
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APPENDIX I: TERMS FOR PROVISION OF REPORT, DISCLAIMERS AND DISCLOSURES
DISCLAIMERS
This research report is prepared for general circulation and for information purposes only and under no circumstances should it be considered or intended as
an offer to sell or a solicitation of an offer to buy the securities referred to herein. Investors should note that values of such securities, if any, may fluctuate
and that each security’s price or value may rise or fall. Opinions or recommendations contained herein are in form of technical ratings and fundamental
ratings. Technical ratings may differ from fundamental ratings as technical valuations apply different methodologies and are purely based on price and
volume-related information extracted from the relevant jurisdiction’s stock exchange in the equity analysis. Accordingly, investors’ returns may be less than
the original sum invested. Past performance is not necessarily a guide to future performance. This report is not intended to provide personal investment
advice and does not take into account the specific investment objectives, the financial situation and the particular needs of persons who may receive or read
this report. Investors should therefore seek financial, legal and other advice regarding the appropriateness of investing in any securities or the investment
strategies discussed or recommended in this report.
The information contained herein has been obtained from sources believed to be reliable but such sources have not been independently verified by Maybank
Investment Bank Berhad, its subsidiary and affiliates (collectively, “MKE”) and consequently no representation is made as to the accuracy or completeness of
this report by MKE and it should not be relied upon as such. Accordingly, MKE and its officers, directors, associates, connected parties and/or employees
(collectively, “Representatives”) shall not be liable for any direct, indirect or consequential losses or damages that may arise from the use or reliance of this
report. Any information, opinions or recommendations contained herein are subject to change at any time, without prior notice.
This report may contain forward looking statements which are often but not always identified by the use of words such as “anticipate”, “believe”, “estimate”,
“intend”, “plan”, “expect”, “forecast”, “predict” and “project” and statements that an event or result “may”, “will”, “can”, “should”, “could” or “might”
occur or be achieved and other similar expressions. Such forward looking statements are based on assumptions made and information currently available to us
and are subject to certain risks and uncertainties that could cause the actual results to differ materially from those expressed in any forward looking
statements. Readers are cautioned not to place undue relevance on these forward-looking statements. MKE expressly disclaims any obligation to update or
revise any such forward looking statements to reflect new information, events or circumstances after the date of this publication or to reflect the occurrence
of unanticipated events.
MKE and its officers, directors and employees, including persons involved in the preparation or issuance of this report, may, to the extent permitted by law,
from time to time participate or invest in financing transactions with the issuer(s) of the securities mentioned in this report, perform services for or solicit
business from such issuers, and/or have a position or holding, or other material interest, or effect transactions, in such securities or options thereon, or other
investments related thereto. In addition, it may make markets in the securities mentioned in the material presented in this report. MKE may, to the extent
permitted by law, act upon or use the information presented herein, or the research or analysis on which they are based, before the material is published.
One or more directors, officers and/or employees of MKE may be a director of the issuers of the securities mentioned in this report.
This report is prepared for the use of MKE’s clients and may not be reproduced, altered in any way, transmitted to, copied or distributed to any other party in
whole or in part in any form or manner without the prior express written consent of MKE and MKE and its Representatives accepts no liability whatsoever for
the actions of third parties in this respect.
This report is not directed to or intended for distribution to or use by any person or entity who is a citizen or resident of or located in any locality, state,
country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation. This report is for distribution only
under such circumstances as may be permitted by applicable law. The securities described herein may not be eligible for sale in all jurisdictions or to certain
categories of investors. Without prejudice to the foregoing, the reader is to note that additional disclaimers, warnings or qualifications may apply based on
geographical location of the person or entity receiving this report.
Malaysia
Opinions or recommendations contained herein are in the form of technical ratings and fundamental ratings. Technical ratings may differ from fundamental
ratings as technical valuations apply different methodologies and are purely based on price and volume-related information extracted from Bursa Malaysia
Securities Berhad in the equity analysis.
Singapore
This report has been produced as of the date hereof and the information herein may be subject to change. Maybank Kim Eng Research Pte. Ltd. (“Maybank
KERPL”) in Singapore has no obligation to update such information for any recipient. For distribution in Singapore, recipients of this report are to contact
Maybank KERPL in Singapore in respect of any matters arising from, or in connection with, this report. If the recipient of this report is not an accredited
investor, expert investor or institutional investor (as defined under Section 4A of the Singapore Securities and Futures Act), Maybank KERPL shall be legally
liable for the contents of this report, with such liability being limited to the extent (if any) as permitted by law.
Thailand
The disclosure of the survey result of the Thai Institute of Directors Association (“IOD”) regarding corporate governance is made pursuant to the policy of the
Office of the Securities and Exchange Commission. The survey of the IOD is based on the information of a company listed on the Stock Exchange of Thailand
and the market for Alternative Investment disclosed to the public and able to be accessed by a general public investor. The result, therefore, is from the
perspective of a third party. It is not an evaluation of operation and is not based on inside information. The survey result is as of the date appearing in the
Corporate Governance Report of Thai Listed Companies. As a result, the survey may be changed after that date. Maybank Kim Eng Securities (Thailand) Public
Company Limited (“MBKET”) does not confirm nor certify the accuracy of such survey result.
Except as specifically permitted, no part of this presentation may be reproduced or distributed in any manner without the prior written permission of MBKET.
MBKET accepts no liability whatsoever for the actions of third parties in this respect.
US
This research report prepared by MKE is distributed in the United States (“US”) to Major US Institutional Investors (as defined in Rule 15a-6 under the
Securities Exchange Act of 1934, as amended) only by Maybank Kim Eng Securities USA Inc (“Maybank KESUSA”), a broker-dealer registered in the US
(registered under Section 15 of the Securities Exchange Act of 1934, as amended). All responsibility for the distribution of this report by Maybank KESUSA in
the US shall be borne by Maybank KESUSA. All resulting transactions by a US person or entity should be effected through a registered broker-dealer in the US.
This report is not directed at you if MKE is prohibited or restricted by any legislation or regulation in any jurisdiction from making it available to you. You
should satisfy yourself before reading it that Maybank KESUSA is permitted to provide research material concerning investments to you under relevant
legislation and regulations.
UK
This document is being distributed by Maybank Kim Eng Securities (London) Ltd (“Maybank KESL”) which is authorized and regulated, by the Financial Services
Authority and is for Informational Purposes only. This document is not intended for distribution to anyone defined as a Retail Client under the Financial
Services and Markets Act 2000 within the UK. Any inclusion of a third party link is for the recipients convenience only, and that the firm does not take any
responsibility for its comments or accuracy, and that access to such links is at the individuals own risk. Nothing in this report should be considered as
constituting legal, accounting or tax advice, and that for accurate guidance recipients should consult with their own independent tax advisers.
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DISCLOSURES
Legal Entities Disclosures
Malaysia: This report is issued and distributed in Malaysia by Maybank Investment Bank Berhad (15938-H) which is a Participating Organization of Bursa
Malaysia Berhad and a holder of Capital Markets and Services License issued by the Securities Commission in Malaysia. Singapore: This material is issued and
distributed in Singapore by Maybank KERPL (Co. Reg No 197201256N) which is regulated by the Monetary Authority of Singapore. Indonesia: PT Kim Eng
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