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iFAST Research Update:  
Higher Country Risk Premium, Downgrading 
China & HK to 2.0 Star “Unattractive" 

 

In this article, we explain our rationale why we are downgrading China and 
Hong Kong to 2.0 Stars “Unattractive”. We will also introduce the markets 
and sectors with larger investment value at present. 

 

• For many foreign investors, the outbreak of COVID-19 in 2020 marked the turning point. China has 
maintained a strict zero-COVID policy in battling against the virus, evidencing that economic development is 
not the government's top priority during the epidemic. 

• Investors have noticed a shift in the business-oriented environment, beginning with the suspension of the 
record-breaking IPO of Ant Group in November 2020, followed by the crackdown on the private tutoring 
industry and tech flagships in July 2021, and finally the “Three Red Lines” policy on the property sector. 

• In the 20th National Congress report, one of the directions is to “regulate the wealth accumulation”, and 
encourage more “public-private partnerships. This is a major shift since the concept of "let some get wealthy 
first" initiated by Deng Xiaoping, the former leader. 

• This rivalry has escalated since the Sino-US trade war in 2018 and it flares up further in recent times. This 
seismic geopolitical shift will also reshape global supply chains, as rising tensions have stoked distrust that 
is changing views on China’s reliability as a trade partner and supplier, causing countries to reassess their 
economic dependence on China. 

• We decide to downgrade our fair P/E ratio for China and Hong Kong stocks from 14.5X to 10.0X and from 
12.0X to 9.0X respectively to reflect to a significant increase in the country risk premium. 

• Based on these assumptions, the upside potential for China and Hong Kong stocks is now only a meagre 
3.1% and 2.5% respectively over the next two years. 

• Given the sharp panic sell-off recently, we do not rule out an oversold rebound in Hong Kong and China 
stocks. Yet we still decide to downgrade Chinese and Hong Kong equities from 4.5 Stars to 2.0 Stars “Not 
Attractive”, given the structural shifts both within and outside China. 

 
We have been bullish on China and Hong Kong markets in recent years. Our optimism in the long-term prospects of 
the two markets held steady despite the market turmoil triggered by the Reformation of the RMB exchange rate 
regime in 2015, trading curbs in 2016, the Sino-US trade war in 2018, and the Covid-19 outbreak in 2020. However, 
the structural shifts in the past two years, both within and outside China, have compelled us to review our stance. 
Investors have noticed a shift in the business-oriented environment on the Mainland since China's reform and 
opening up, beginning with the suspension of the record-breaking IPO of Ant Group in November 2020, followed by 
the crackdown on the private tutoring industry and tech flagships in July 2021 to regulate industry development, and 
finally the “Three Red Lines” policy to rein in the highly indebted property-development sector. 
 
As the curtains fell on the 20th National Congress of the Chinese Communist Party, President Xi Jinping’s mandate 
has been extended for an unprecedented third term. But what surprised foreign investors was the party’s powerful 
seven-member Politburo Standing Committee, which was considered as lacking in experts capable of managing the 
complicated economic issues in the Mainland. Investors felt that the “development is the absolute principle” may 
change in light of the new Politburo Standing Committee and the emphasis on “security” while less mention of 
“economy” in the Report to the 20th CPC National Congress. 
 
China and Hong Kong markets are trading at historical lows due to the sharp drops recently. Nevertheless, given the 
structural shifts both within and outside China, we have downgraded Chinese equities from 4.5 Stars to 2.0 Stars 
“Not Attractive”. We explain our rationale in this article in terms of the big downgrade and introduce the markets and 
sectors with larger investment value at present. 
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China’s New Development Pattern has Changed 
 
Previously, our conviction in Chinese equities in the long run mainly stemmed from the fact that the Chinese economy 
has recovered from the aftermath of the four trillion yuan stimulus measures of the financial tsunami (overcapacity, 
deleveraging), regained momentum, and found a new economic development model. As China transitions from being 
the world's factory and manufacturing-led economy to a high-tech, digital economy and private internet giant-led 
development model, we were positive about this economic trend and the investment opportunities it brought. Sadly, 
this pattern has been altered. 
 
For many foreign investors, the outbreak of Covid-19 in 2020 marked the turning point. China has maintained a strict 
zero-Covid policy in battling against the virus. Despite the significant negative economic effects brought on by the 
policy, no compromise was seen from the government side. The lockdown regulations are getting increasingly 
rigorous, evidencing that economic development is not the government's top priority during the epidemic. 
 
Some foreign media originally predicted that the central government might gradually relax the zero-zero policy after 
the 20th CPC National Congress, but the official media soon came out to deny it. In the lead-up to the National 
Congress, the People’s Daily, a state-run newspaper, endorsed the zero-COVID policy as a sustainable strategy that 
stabilises the economy and protects lives. In fact, lockdowns are still frequently heard across many places in 
Mainland after the conference. With no end in sight, China’s economy will likely take more hits. The government has 
tried to soften the economic blow by rolling out more aggressive stimulus, but the economic data proved these 
efforts to be limited as a package of outgoing Premier Li Keqiang’s call for "exhausting" the measures in May. So 
long as zero-COVID remains entrenched, the uncertain economic outlook will dampen both business and consumer 
confidence. 
 

Regulatory Crackdown Kills the Ambition of Entrepreneur  
 
As mentioned above, the structural shifts in China's economy may start in October 2020. Jack Ma, the founder of 
Alibaba, gave a speech about his vision of banking system reform in Shanghai before Ant Group’s IPO. Soon after 
his comments were made, the largest offering by any company to date was suspended, and the State Administration 
for Market Regulation (SAMR) investigated Alibaba and imposed huge administrative penalties under China’s anti-
monopoly law. Even government officials were assigned to the management of the companies, which was 
considered a move opposite to the market economy and counterproductive to the business field. 
 
The founders of many Mainland Internet behemoths have "retired" from the sector. Jack Ma, Pony Ma, and Richard 
Liu (JD.com) have already done so, while Wang Xing (Meituan), Zhang Yiming (ByteDance), and Huang Zheng 
(Pinduoduo) have all decided to leave the industry in 2021, when their companies were at their height of success. 
The founders of these Internet behemoths may still be somewhat active in company management, as many 
commentators have suggested, but their quiet retreat also reflects the shifting economic environment in the 
Mainland, which has curbed entrepreneurs' ambitions. 
 
As a result of strict rectification requirements imposed on a number of Mainland businesses in July 2021, the market 
value of listed companies in the impacted industries, notably in the education and tutoring sector, crashed. In order 
to combat monopolies, the SAMR then started looking into internet juggernauts on a variety of fronts, including big 
data, monopolies, unfair competition, income redistribution, and labor rights. These decisions have changed the 
firms' initial business models, restricting their growth, raising one-off expenses, and weakening shareholders' rights 
through income redistribution. The main Mainland Internet players have generally suffered a setback. 

 
Shift to Top-Down State-Controlled Economy 
China’s embrace of a free market economy and private enterprise has led to decades of high economic growth. That 
is changing. In the 20th National Congress report, one of the directions is to implement the spirit of "common 
prosperity ", “regulate the wealth accumulation”, and encourage more “public-private partnerships. This is a major 
shift  since the concept of "let some get wealthy first" initiated by Deng Xiaoping, the former leader, which moves 
away from market economy to a top-down, stated-owned economy that requires enterprises to conform to national 
goals. 
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At the centre of this state-controlled model are state-owned enterprises (SOEs). While SOEs have often been 
criticised for their lack of efficiency, the central government sees the state sector differently. SOEs are the backbone 
of the national economy, providing public services, stabilising the economy during periods of volatility, and 
supporting the government’s various strategic objectives. As such, it is unsurprising that SOEs are dominant in key 
industries and have been at the forefront of the government’s drive to develop key technologies, such as 
semiconductors. 
 
Over the years, the Chinese government has placed an even greater emphasis over the years on mergers between 
state-owned firms, with some state-owned mega-firms being established recently. In the work report at the National 
Congress, President Xi emphasised the importance of ensuring that “state-owned capital and enterprises get 
stronger, do better and grow bigger.” 
 
The increasing role of SOEs, however, means that the private sector has less room to prosper. In fact, the stat media 
has long held disdain for the private sector, which they see as driven by unrestrained greed and has strayed far from 
party values. This is why China has been reasserting state control over the private sector, taking board seats and 
setting up party committees in private companies that give the government an increasing say over corporate 
strategy. Clearly, the government intends to carve out a greater role for the Communist Party in the private sector, 
allowing them to mobilise private sector resources to achieve national objectives. 
 
We believe China’s shift to a state-controlled economy has several implications. First, China’s economy will likely 
enter a low-growth period. Second, the long-term profitability of private companies are under pressure. 

 
Geopolitical Tensions with the West Escalating Dangerously 
 
We are entering a new age of geopolitics, with the world becoming increasingly multi-polar and where peace may no 
longer be a sure thing. At the centre of it is rising US-China tensions. On one hand, the US is seeking to contain China, 
whose military and economic power have been increasingly perceived as a threat. On the other, China is increasingly 
desiring a central role in the global world order, commensurate with its economic and military power. 
 
This rivalry has escalated since the Sino-US trade war in 2018 and it flares up further in recent times, with the US 
banning the sale of advanced semiconductor chips to China in order to contain its technology and military ambitions. 
The restrictions will likely expand beyond semiconductors, with Biden’s administration contemplating further bans 
on artificial intelligence and quantum computing software, as well as other emerging technologies that could have 
national security implications. 
 
There is a statement in the 20th National Congress report:  “drastic changes in the international landscape, especially 
external attempts to blackmail, contain, blockade, and exert maximum pressure on China”. As such, China will likely 
steer away from reconciliation with the West and increasingly adopt a harder line against national security, ushering 
in a dangerous new era of hostility and economic tit-for-tat between the US and China. 
 
This seismic geopolitical shift will also reshape global supply chains, as rising tensions have stoked distrust that is 
changing views on China’s reliability as a trade partner and supplier, causing countries to reassess their economic 
dependence on China. Multinational companies – already hamstrung by strict zero-Covid measures – are also 
caught in the crossfire of rising US-China tensions. With China an increasingly challenging place to do business in, it 
is likely that more multinational companies will shift their production facilities away from China in order to spread 
operational risks. Already, big companies like Google, Microsoft, and Apple are slowly moving manufacturing away 
from China. 
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Behind the Downgrade Decision—Factoring in a higher  
country risk premium 
 
The P/E ratio of the MSCI China Index, which represents Chinese stocks, fell to a -1 standard deviation (SD) level of 
9.2X, while the P/E ratio of the Hang Seng Index, which represents Hong Kong stocks, fell to only 8.3X, the lowest 
level since the Asian financial crisis in 1998. Given the sharp panic sell-off recently, we do not rule out an oversold 
rebound in Hong Kong and China stocks. However, we have still decided to downgrade our star rating on both market 
due to the aforementioned structural changes, which warrants to a significant increase in the country risk premium. 
 
Therefore, we have downgraded our fair P/E ratio for China and Hong Kong stocks from 14.5X to 10X and from 12X 
to 9X respectively to reflect this. We have also downgraded the earnings outlook for Chinese and Hong Kong equities 
to factor in the expected hit to earnings as a result of a further slowdown in the economy. Based on these 
assumptions, the upside potential for China and Hong Kong stocks is now only a meagre 3.1% and 2.5% respectively 
over the next two years. As such, we have taken the difficult decision to downgrade Chinese and Hong Kong equities 
from 4.5 Stars to 2.0 Star “Not Attractive”. 
 
Table 1: EPS and upside projection for the MSCI China Index 

MSCI China Index FY21 FY22 FY23 FY24 

PE Ratio (X) 14 9.2 9.8 9.7 

Expected Earnings Growth YoY 3.3% (8.3%) (6.3%) 0.4% 

Earnings Per Share (EPS) 5.67 5.20 4.87 4.89 

Potential Upside from Today (%) 
(based on fair PE Ratio of 10.0X) 

- - - 3.1% 

Source: Bloomberg and iFAST Compilations. 
Data as of 31 October 2022. 

 

Table 2: EPS and upside projection for the Hang Seng Index 

Hang Seng Index FY21 FY22 FY23 FY24 

PE Ratio (X) 1956 1780 1665 1673 

Expected Earnings Growth YoY 5.3% -9.0% -6.5% 0.5% 

Earnings Per Share (EPS) 11.9 8.2 8.8 8.8 

Potential Upside from Today (%) 
(based on fair PE Ratio of 9.0X) 

- - - 2.5% 

Source: Bloomberg and iFAST Compilations. 
Data as of 31 October 2022. 
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While China and Hong Kong are No Longer Attractive,  
We Have Some Alternatives 
 
We no longer see China and Hong Kong as attractive markets to invest in, and suggest investors to underweight both 
markets’ equities in their portfolios. Similarly, Asia ex-Japan and emerging markets, both of which have a high 
geographical concentration in China, have also become less attractive. The long-term investment case for our 
previous favourites, including China tech and offshore bonds issued by Chinese developers, have similarly been 
affected. 
 
Where should investors turn? 
 
With fixed income, our preference is Malaysian bonds. Malaysia-centric bonds remained resilient as they 
outperformed global peers as well as when compared to global equities. Furthermore, we believe the risk-reward for 
Malaysia fixed income is attractive due to abundant domestic liquidity, local bond yields have priced in sufficient rate 
hikes and are trading at attractive levels.  
 
Investors should also consider adding positions in Global short duration bonds as short-term bond yields have moved 
significantly higher as compared to long-term yields, implying that investors can receive alluring yields without having 
to take on greater duration risk. The MAMG Global Income-I Fund - MYR Class is a suitable option.  
Read more: Recommended Fund Q&A Series: MAMG Global Income-I Fund 
 
Within equities, the US and Japan now stand out as more attractive options compared to Chinese equities. 
Furthermore, given our expectations that inflation is likely going to be higher for longer, value stocks and commodity-
linked equities will be amongst the winners. The shift of production away from China will also benefit several 
economies and regions, including ASEAN and Malaysia, which investors can consider for their supplementary 
portfolios. 
 
For investors who still wish to invest in China, it is now more important than ever to align their portfolios with China’s 
priorities: that means investing more in SOEs and companies that operate in favoured industries (e.g. green energy, 
electric vehicles, and advanced manufacturing). Most of these companies are found in the A-shares market, which 
should be relatively more resilient compared to the offshore market where foreign investor confidence remains 
fragile. It is worth noting that the A-share market should continue to enjoy policy support given President Xi’s desire 
to develop a robust onshore capital market to boost tech fundraising. As such, the investment opportunities within 
China are likely found only in the onshore markets. 
 
Table 3: Investment Alternatives after downgrading Chinese equities 

Category Fund Picks / Relevant Funds 

Global Bonds MAMG Global Income-I Fund - MYR Class 

Malaysia Bonds 
KAF Bond Fund 
Nomura i-Income Fund - Class R 

US Equities Manulife Investment U.S. Equity Fund - MYR Class 

Japan Equities Affin Hwang World Series - Japan Growth Fund - MYR 

ASEAN Equities Principal ASEAN Dynamic Fund - MYR 

Malaysia Equities 

KAF Tactical Fund 
Affin Hwang Equity Fund 
Affin Hwang AIIMAN Growth Fund 
PMB Shariah Premier Fund 

Resources Equities Manulife Global Resources Fund 

Source: iFAST Compilations 
 
 

https://www.fsmone.com.my/funds/tools/factsheet?fund=MYAMGSIF
https://www.fsmone.com.my/funds/tools/factsheet?fund=MYKAFBF
https://www.fsmone.com.my/funds/tools/factsheet?fund=MYNMRIIF
https://www.fsmone.com.my/funds/tools/factsheet?fund=MYML008
https://rcms.ifastfinancial.com/rcms/https:/www.fsmone.com.my/funds/tools/factsheet?fund=MYHWSJQMY
https://www.fsmone.com.my/funds/tools/factsheet?fund=MYCIMB017
https://www.fsmone.com.my/funds/tools/factsheet?fund=MYALTG
https://www.fsmone.com.my/funds/tools/factsheet?fund=MYAFEQF
https://www.fsmone.com.my/funds/tools/factsheet?fund=MYHWAMG
https://www.fsmone.com.my/funds/tools/factsheet?fund=MYASM005
https://www.fsmone.com.my/funds/tools/factsheet?fund=MYML002
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Chart 1: Earnings forecast and price performance of the MSCI China Index 

 
 
 
Chart 2: Earnings forecast and price performance of the Hang Seng Index 
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Disclaimer 
  
This article is not to be construed as an offer or solicitation for the subscription, purchase or sale of any fund. No investment 
decision should be taken without first viewing a fund's prospectus, product highlight sheet (PHS), and if necessary, consulting 
with financial or other professional advisers. Any advice herein is made on a general basis and does not take into account the 
specific investment objectives of the specific person or group of persons. Amongst others, investors should consider the fees 
and charges involved. The relevant prospectuses have been registered and lodged with the Securities Commission. Past 
performance and any forecast are not necessarily indicative of the future or likely performance of the fund. The value of units 
and the income from them may fall as well as rise. Where a unit split/distribution is declared, investors are advised that following 
the issue of additional units/distribution, the NAV per unit will be reduced from pre-unit split NAV/cum-distribution NAV to post-
unit split NAV/ex-distribution NAV. Where a unit split is declared, investors should be highlighted of the fact that the value of 
their investment will remain unchanged after the distribution of the additional units. All applications for unit trusts must be 
made on the application form accompanying the prospectus. The prospectuses and PHS can be obtained from 
ifastcapital.com.my. Opinions expressed herein are subject to change without notice. Please read our disclaimer on the website. 
 
Investment involves risks. It is as likely that losses will be incurred rather than profit made as a result of buying and selling 
securities, commodities, foreign exchanges, derivatives or other investments. The price of a security may move up or down, 
and may become valueless. Past performance is not necessarily indicative of future performance. Foreign investments carry 
additional risks not generally associated with investments in the domestic market, including but not limited to adverse changes 
in currency rate, foreign laws and regulations. This document does not and is not intended to identify any or all of the risks that 
may be involved in the securities or investments referred to herein. Investors should read and fully under-stand all the offering 
documents relating to such securities or investments and all the risk disclosure statements and risk warnings therein before 
making any investment decisions. 
 
The securities, commodities, foreign exchanges, derivatives or investments referred to in this document may not be suita-ble 
for all investors. No consideration has been given to any particular investment objectives or experience, financial situa-tion or 
other needs of any recipient. Accordingly, no representation or recommendation is made and no liability is accept-ed with regard 
to the suitability or appropriateness of any of the securities and/or investments referred to herein for any particular person's 
circumstances. Investors should understand the nature and risks of the relevant product and make in-vestment decision(s) 
based on his/her own financial situation, investment objectives and experiences, willingness and abil-ity to bear risks and 
specific needs; and if necessary, should seek independent professional advice before making any in-vestment decision(s). This 
document is not intended to provide any professional advice and should not be relied upon in that regard.  


