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The Greater China Fund

- A Play on Government
Policy Initiatives
W

he recent performance in
Chinese equity markets
reflects the broader shift
in global risk sentiment seen during
the first quarter of 2012, with the
MSCI China Index posting gains
of nearly 10 percent (in US Dollar
terms) for the period. The rally in
Chinese stocks comes as analyst
forecasts for corporate earnings are
revised higher, suggesting a reduced
likelihood of a hard landing for the
country. As the global economy

continues to stabilize and recover,
the prospects for China’s economy
are becoming increasingly optimistic
for the remainder of the year, as
external demand will be seen as a
major benefit for Chinese export
companies.
But these prospects extend over
the longer term as well, as recent
statements from the Chinese Premier
Wen Jiabao have shown that that the
government plans to focus not just
on headline growth figures (which
are expected by most analysts to
remain in the high single digits) but
on the quality and durability of that
growth as well. Wen’s statements
reveal that official growth targets for
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2012 have been revised lower (from
8.0% to 7.5%), indicating that the
government appears to be willing
to accept smaller improvements in
headline GDP if it means that the
country’s economic infrastructure
is built on a foundation that is more
structurally sound.
Changes in Government
Policy
To help achieve these goals for
development, the People’s Bank of
China (PBoC) has enacted policy
measures to facilitate economic
activity and encourage bank lending
to strengthen credit markets. One
of the most well-publicized changes

t

1 May 2012
By Richard Cox, Global
Editor of Global Investor
Spotlight

t

came with the central bank’s decision
at the end of February to reduce the
Reserve Requirement Ratio, as the
PBoC shifted its policy stance from
its previous focus on containing
inflationary pressures, choosing
instead to center its attention on
growth and economic recovery.
Previous comments from Li Yong,
the country’s Vice Finance Minister,
show that China will continue to
implement a fiscal policy that is
mostly proactive for the remainder of
this year with additional adjustments
and reforms still yet to be enacted.
These reforms of China’s fiscal policy
will seek to improve on four central
areas of the economy: reforms in the
country’s taxing structure, increases in
personal income levels, infrastructure
optimization in fiscal expenditures,
and a smoothing of the development
discrepancies that are seen in different
geographical regions.
The eastern coastal areas have
benefited most from the economic
development seen in the last few
decades while the rural western
areas have been largely ignored by
foreign investors. Policy measures
being considered by the PBoC
aim to balance these trends and
encourage the west to transition
from an agrarian economy to one
that is based more heavily on
manufacturing. Investors looking
to capitalize on these momentous
shifts in policy stance will do well
to consider investing in products
like the Greater China Fund as a
means for capitalizing on these new
development programs, as the Fund
is positioned to benefit from the main
factors influencing stock prices in
China for the remainder of this year
and beyond.
Factors Affecting Stock
Performance in 2012
Momentum in this year’s market rally
declined in March as strength waned

in Chinese macroeconomic figures
and investors took the opportunity to
take profit on positions established
earlier in the year. The main question
going forward will be whether
or not the latest drop-off in asset
prices has run its course, and this
will depend heavily on the extent to
which external developments weigh
on export demand. “We remain
positive on Chinese stocks,” says
Agnes Deng, portfolio manager of
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the Greater China Fund. “Although
the government’s decision to reduce
the absolute GDP target slightly
disappointed the market, it should
be remembered that the correlation
between the official target and actual
economic growth delivered has
historically been low.”
Other factors that likely to
influence stock performance in the
medium term could be more internal
in nature, as inflation continues to be
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maintaining conservative positions
as a means for protecting against
unexpected external shocks and
increases in market volatility.

in a position where it is necessary to
raise interest rates, the stock market
in China could see a major reversal
and catch investors that bought
stocks prematurely and at the wrong
levels. But the fund managers at
the Greater China Fund have taken
these factors into consideration and
built a portfolio that is designed to
capitalize on China’s strengths while
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Portfolio Selections
As the Eurozone debt crisis weighs
on confidence in the global banking

t

“

As the Eurozone
debt crisis weighs on
confidence in the global
banking sector, the
Greater China Fund has
used the opportunity as
a means for capitalizing
on weakness in Chinese
banks and insurance
stocks

“
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a major cause of concern for investors
looking to initiate new positions.
China’s problems with consumer
inflation (mostly centered in food
and housing prices) have seen some
significant declines in this last year,
even falling to 3.2% in the Consumer
Price Index (CPI) for the month of
February. CPI data in China, however,
tends to give volatile readings and
this can be seen in this year’s previous
numbers as well, given that January’s
consumer inflation data reached a
2012 high of 4.5 percent. While these
numbers seem elevated relative to
developed economies, inflationary
pressures in China have been reduced
by more than half relative to the
three-year high of 6.5% that was seen
last July.
Consumer inflation remains one
of the biggest arguments for bearish
investors as this limits household
spending capacity and puts the PBoC
in a delicate position where policy
framers are forced to choose between
promoting growth and maintaining
price stability. If the PBoC finds itself

Fund Investment Strategies
Given the precarious nature of
emerging market investments, the
managerial team at the Greater China
Fund has developed a stock screening
process that helps to guard against
the sometimes drastic fluctuations
that are present in Chinese equity
markets: “We entered the year fairly
cautiously positioned in the Fund,
given the high level of volatility that
could still be seen in the financial
markets,” explains Deng. “In this
environment, we have focused on
companies that are convincing in
their ability to deliver sustainable
earnings growth in the coming years,
with strong balance sheets and
robust cash flows.”
Signs of encouragement can be
seen in the fact that the recent rally in
equity markets has been supported
by positive macroeconomic data,
particularly in the manufacturing
sector which is the main engine
driving the Chinese economy.
Specifically, the Purchasing Managers’
Index (PMI) has been one of the
bright points, as the survey has
consistently held above 50 during
the past three months. PMI numbers
above 50 signal expansion, so
this indicates that conditions are
improving in the all-important
manufacturing sector. Industryspecific areas of strength have been
seen in Information Technology,
Healthcare and Industrials, while
Telecommunications and Utility
companies have proven to be the
laggards, producing less positive
returns.
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Key Themes for 2012
Many of the longer term themes in
the Greater China portfolio remain
viable, as the Fund continues to
reflect a positive stance on consumer
stocks and fixed asset investmentrelated companies. Consumer
stocks are in an excellent position
to benefit from government policy
in China aimed at promoting
consumption. Stable consumer
demand and resilient economic
growth are additional features that
are supportive of this stance. Focus
within the Fund is also placed on
fixed asset investment-related
companies, as many of these firms
have heavy exposure to building
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Many of the longer term
themes in the Greater
China portfolio remain
viable, as the Fund
continues to reflect
a positive stance on
consumer stocks and
fixed asset investmentrelated companies

materials needed for railway
construction, making them likely
to benefit from the increases in
infrastructure spending that are
scheduled for the remainder of the
year.

Economic Outlook in China
While the official 2012 GDP forecasts
in China have dropped from 8.0%
to 7.5%, it should be noted that
downward revisions are a relatively
rare occurrence, as this type of
adjustment has not been announced
since 2005. The downward revision
was, however, widely expected by
market analysts but this is not as
discouraging as it might seem at first
glance: “Actual economic growth in
China is only loosely correlated with
the official growth target - it grew
by 9.2% in 2011 for example - and
we still expect to see expansion
of between 8.0% and 8.5% in the
Chinese economy this year,” explains
Agnes Deng. “What the revision
does mean is that the government
is prepared to accept a slightly
lower pace of growth as the price of
achieving a more sustainable balance
between exports and consumer
spending.”
With trends in consumer inflation
seeing sharp reversals in recent
months, policy risks have started to
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moderate in China and the decreased
probability of additional tightening
measures from the PBoC should be
viewed as encouraging to investors
looking for new entries into Chinese
equity markets. As inflationary
pressures become less of an issue
on the macro level, earnings growth
will once again have the opportunity
to thrive and become the principal
driver in regional stock prices. Policy
themes that are increasingly directed
toward domestic consumption will
only add to the potential for stable
demand and healthy economic
growth, creating a supportive
environment for consumer-related
companies.
Even with the supportive broader
environment, however, stock
selection is of primary importance,
and this is one of the main reasons
why individual investors will benefit
from closed-end investment
products and the Greater China Fund
in particular. The Chinese economy
appears to be at a significant turning
point and opportunities for long term
investors can be seen as last year’s
declines become over-extended:
“We maintain our core view that
while we acknowledge that there
are risks, we believe the market is
being too pessimistic,” explains Deng.
“In this regard, we argue China is a
dynamic economy with enormous
potential for transformation.” With
markets reaching what looks to be a
significant bottom in terms of stock
valuation, investors with a proactive
stance will be better-positioned for a
gradual global recovery, as last year’s
risk events begin to fade from the
market’s view. n
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sector, the Greater China Fund has
used the opportunity as a means for
capitalizing on weakness in Chinese
banks and insurance stocks, as share
price valuations start to look more
and more attractive. Property stocks
have been another area of choice, as
markets start to expect a loosening
of policy restrictions in this area of
the economy.
Low share price valuations are
also being seen in commodities
stocks, making companies in the
materials sector more attractive and
this is being supported by increases
in demand expectations for oil and
metals. With gold seeing buying
activity in risk averse environments,
companies with heavy exposure
to the metal will likely serve as a
protective hedge if market instability
starts to build. Because of these
recent trends, the managerial team
at the Greater China Fund has added
a number of jewelry companies
to the portfolio, as these stocks
should benefit from any continued
strength in the price of gold. Other
choices include independent
power producers, which are widely
forecasted to produce improved
earnings this year.
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At the time of publication, the author
holds no position, long or short, in the
Greater China Fund.

