Emerging markets

Investing in China is a
question of stock picking
rather than index picking
 The relationship between China and the West has changed radically
 China faces many challenges and may not overtake the US by 2030
 Finding expert managers is key for investors to make the right choices
In just a decade, Chinese financial markets have gone
from exotic category status to that of must for global
investors. This calls for a much better understanding.
What is the Chinainevitably overtake the US as the dominant power? How
should investors approach Chinese equity markets? Here
are some of the questions we discussed with George
Magnus, former chief economist at UBS and author of Red
, published by
Yale University Press in 2018.
Over the past couple of years, global financial markets
have been swinging to the tune of US-China trade dispute.
confrontation?
the high-profile part of the coverage is about tariffs.
Products that the Americans export to China and obviously
that the Chinese export to the United States. And it
concerns things like soya beans and other agricultural
produce, aircrafts, automobiles, pharmaceuticals, energy

because when Donald Trump was campaigning to be
elected, made a big issue about the US-China trade deficit
and the loss of American manufacturing jobs. But since
2018, we have learned that what's really going on is a reset
of the US-China relationship, in which trade is an important
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r of other topics have been drawn into this
dispute between not just China and the US, but also China
and the EU as well, although things remain a little quieter
as far as the EU is concerned. These topics include aspects
that are closely related to trade, like foreign direct
investment, but also other things, like the activities of

complain about in China, like weak intellectual property
protection, ownership limits on companies, access to
markets and subsidies, or preferential treatment in
procurement and the application of standards. All these
elements speak to a much more existential conflict between

-

interdependence between the US and China that can't be
undone very easily. Even in the unlikely case of a military
conflict, I think many people in the US and in China would

be like it used to be going forward. It'll be more
competitive, perhaps a little bit more edgy and there are
certain things which we will never agree on. But I don't
really want to believe that this is not a relationship that can

The situation you describe looks very different from the
one of the early 2000s, when China joined the WTO. At the
time, there was more mutual understanding and less
confrontational rhetoric. How do you explain this shift? Is it
because China has changed? Or is it because the West has
changed?
it takes two to tango. The change
has happened on both sides. At the time, many western
policymakers thought that if they could bring China into the

rules of the international monetary system established
after the Bretton Woods conference. I think it was very

Then what is the most likely outcome? If this is really about
the existence or the dominance of each block, a trade deal
struggle for supremacy, or at least
the struggle for dominance. And it has become more
sensitive because, although it's not formally part of the US
government's agenda, some members of the
administration talk a lot about a so-called decoupling. They
envisage a world in which the US and China will go their
separate ways when it comes to investment, technology

transparent and more liberal. They thought China would
play by the rules of the international monetary system

changed now. During the 2000s, Western politicians talked
about China as a strategic stakeholder and a partner. China
is now seen as an adversary, even in the EU. This year, for
instance, the EU-China Dialogue, which is a series of annual
bilateral meetings at various levels, referred to China as a

thinks about a more assertive China. Now, the real question
is whether that would have happened without seeing
President Xi Jinping coming to power in 2012. Obviously, it's
a hypothetical question because we don't know what would

time you hear Americans talk about decoupling, you can
hear Chinese nationalists talk about self-reliance, meaning
China doesn't need the US anymore and can go its own way
when it comes to technology transfers in areas like digital
technologies, electric vehicles, artificial intelligence, and so

very particular and repressive form of governance, which is
a throwback to the kind of governance system that China
had before 1978, when Deng Xiaoping came to power. It is
much more ideological, much more autocratic and much

pretty rhetorical. I mean, they may
not be achievable because, contrary to what happened with
the former Soviet Union, there is a strong economic

just more competitive but also more politically threatening.
This obviously has to do with the revelations about the fate
of the Uighur people in Xinjiang, the treatment of Hong
Kong, and the militarization of islands in the South China
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Sea. So, yes, the West has changed, but China has changed

view, Hu and Wen were more interested in wealth
accumulation for themselves and a few families.

something else going on, in your view?

even before he is chosen to be the leader, he talks a lot
ab
very Leninist phrase. He also talks about Party discipline and
Party loyalty, and about the criminality of using the Party for

-part response to your question. In a
extraordinary and rapid economic development was bound
to make the country feel more confident in itself. Up until
the global financial crisis of 2008, China had grown at
double digit rates for about 20 years. It was unprecedented
you reach a certain
level of economic power, the way you see yourself and the
way you see the world around you is going to change as
well. And China now sees itself as being sufficiently big and
important that it wants to see the rules of the world system
change in a way in which it has a much stronger say and
-assertion and self-awareness
became very clear after the global financial crisis. The
Western world is on its knees while China manages to
escape the worst aspects of the crisis and suddenly finds
itself in a position where it is big, relied upon and capable
of articulating a different model of development, which
and
the West was probably inevitable. But the second part of
the answer is that, when Xi Jinping comes to power in 2012,
this is happening at a time of quite intense squabbling
within the Chinese Communist Party (CCP) about China's
direction and decision m

be the largest in the world, this is not necessarily
corroborated by an analysis of the things that have to

What do you mean exactly?
administration led by Hu Jintao and Wen Jiabao. They think
these two have basically presided over a lost decade for
China. They think Hu and Wen allowed corruption to fester
and let the CCP to go into decline, almost decay. In their
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ader of China, Xi
Jinping marks out a totally different governance system,
which is much more ideological and party-centric.
Simultaneously, he launches an anti-corruption campaign
that is still going on and that has imprisoned or punished
over a million p
apparent self-confidence we can discuss whether that's a
sign of strength or weakness was inevitable, given the
growth and size of the Chinese economy. But part of it is
also definitely due to Xi Jinping's construction of what he

during which
the country was overrun by foreigners and that is
considered a historical anomaly. Achieving this means
much more China-centric, which conflicts with our Western
ideas of the way the wor
Many people say China will indeed soon become the kind
of superpower it aspires to and overtake the US. What do
you think?
On one hand, there's a mathematical way. People argue
that, given present trends, China will become the biggest
economy in the world by, say, 2030. But for this to happen,
you need two things: China must carry on growing at a
similar pace as it is now, and it must not experience any
material depreciat
-evident. The
sustainable annual rate of growth of the Chinese economy
for the coming decade is much closer to 3% or 4% than the
current 6% or 7%. Moreover, I think the likelihood of large
dep

will be the largest in the world, this is not necessarily

corroborated by an analysis of the things that have to
be bigger than it is today in absolute terms, but it may not

is to think about whether you can take the past and
extrapolate it into the future. I mean, we know that there
are certain things that China has done very successfully in
the past but cannot do again in the future. So, for example,
they privatized industry, they privatized the housing market
and they joined the WTO. They can't do any of those things

they enrolled most of their children into secondary school.
They shifted hundreds of millions of people out of lowproductivity farming and agricultural activities into higherproductivity urban manufacturing. Many of the things that
explain China's past success will not happen again in the

similar things, like increasing productivity growth or being a
leader in technology. But while China is definitely
succeeding in some areas, in some others, they are also
finding it very difficult to compete, because their
governance system is not necessarily conducive to economic

Still, following a number of market reforms, some of the
main index providers, such as MSCI, FTSE and Bloomberg
Barclays, decided to include Chinese assets with a local
listing in their flagship indices. In 2019, we have seen a
noticeable increase in the weight of Chinese assets in these
indices and further inclusion is likely. At the same time,
MSCI recently warned that it would not include more
Chinese stocks until concerns over access to hedging and
derivatives instruments and other issues are addressed.
Given the challenges we just talked about, what is your
view on this?
with most things when it comes to China, it is
about nuance rather than black or white. I have no doubt
that China is very welcoming of foreign capital. But we
should also remember that this is a one-way street: China is
very welcoming of foreign capital coming into China, but it
is very hostile to the idea of relaxing controls on capital

an open and transparent country simply because it
welcomes foreign capital. In fact, China needs US dollars.
They like the idea of foreign investors putting money to
work in China for very selfish reasons. It has nothing to do
with governance principles. It's very much about national
selfe are certainly
good reasons to put money to work in China, particularly
through the equity market. Think about some the often-

development: spreading new technologies into the boring
bits of the economy. In the West, we tend to think that this
has to be a bottom-up process and you can only succeed if
you have the rule of law, good intellectual property
regulation, a bankruptcy code, that allows entrepreneurs to

-down process. So, I don't
doubt that China will be a growing economy in the future. I
don't doubt that it will have business opportunities that
people will find attractive. But the idea that China will rule
is definitely

certainly good reasons to put money to work in China,

class, for example. So, in a sense, you can see why global
investors are interested, and even kind of excited to be part

no let-up in the transparency and openness of Chinese
companies, when it comes to things like ownership caps in
particular sectors, or the opening up of markets to foreign
competitors in sectors where they were not allowed equal

particular through the US and EU Chambers of Commerce
in China, have been pitching and lobbying to Chinese
authorities for a long time. The idea is to have a more open
and transparent market which creates a more level playing
field instead of depending on the way the wind is blowing
at a certain point in tim
mean, there are lots of laws. But of course, people must
remember that there is no separation of powers, no
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independent courts. So, investors getting into Chinese
financial markets must keep in mind that they are taking

by default invested in China, then you have no kind of say in
any case. But if you invest in China on a discretionary basis, I
think you are taking an information risk and a governance
risk, because you don't have the same kind of recourse you
might have in other countries. So, returns should be higher

You mentioned earlier the risk of a potential adjustment of

depreciation. Although the People's Bank of China
manages the exchange rate closely and within limited
margins of fluctuation, I wouldn't draw much comfort from
that. This may mean that day-to-day currency risk is quite
small, but there is also a risk that at some point we will
wake up on a Monday morning with a 20% lower exchange

iation is not
unique to China by any means. So, I don't necessarily

used to: if you invest outside your country, of course, you
always take on board currency risk. The risk of a significant
currency depreciation is not unique to China by any means.
So, I don't necessarily think that's a powerful disincentive to
invest in China.
To carry on with the currency topic, what do you think of
Beijing's efforts to internationalize the renminbi?
-time skeptic of this. I understand why the
Chinese government has been pushing this in the years
immediately after the financial crisis. But in recent times the
Chinese government has gone quite quiet about this. And I
don't think it's a burning priority for them. And I think they
-type
currency if you allow foreigners to get access to your
currency, and there's only two ways you can do that. One
way is to have a continuous balance of payment deficits.
The other way is to have open capital flows, in and out of
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the country. And Chinese authorities have no interest in
like people to use
the yuan more. So, they are trying. They've reached
agreements with countries like Russia, to settle a certain
proportion of their bilateral trade using the yuan as a
means of payment. They are also involved in multilateral
trade negotiations with some Asia-Pacific countries, whom

considering digital currencies as a way to avoid being
closely aligned with the US dollar system. The Chinese are
very sensitive to the power the dollar gives to the US and
which enables them to take sanctions against certain
countries. If they can find any means to insulate themselves
from a dollar-based finance system, they'll be quite
t's going to be an uphill struggle, to be honest.
Ten years from now, the power of the renminbi may be not
much bigger than the power in the Swiss franc or the

We've been quite critical about China, so far. Still, there
are positive aspects for investors. Which would you
highlight?
will make the value of their assets go up. Most of them care
about politics only up to the point that they need China's
economy to keep growing in the future. And from that
perspective, even though China is not going to stop

downturn? Put differently, are the Chinese stock and bond
markets strongly related to what happens in the underlying
economy? The answer is: no, not really. And they are not
either. So, what may unfold in the economy may not
necessarily apply for Chinese listed comp
faster than the actual economy. Even if the economy goes
through difficult years over the next decade, that doesn't
mean all companies will be dogs. Also, one imagines that,
overall, corporate income and profit growth in China will

right themes and the right sectors. Those sectors may be
less in manufacturing and more in service-producing areas,

particularly if services are opened up to foreign companies.
Those sectors will also be in areas such as electric vehicles,
driverless cars, artificial intelligence and surveillance,

growth of cities will probably be finding good opportunities.
Secondly, we also know that China is aging really quickly. So
care for the elderly products and services will also be very

t of money
and a lot of effort. The issue for investors will be to find the
companies that are going to perform in this environment
and that may be able to perform regardless of the
macroeconomic context. And for that, they will have to be
pretty reliant on their financial services provider or their

What do the protests of the past few months in Hong Kong
tell us about the younger generation in China, in your
view? Are there any risks investors should watch for?
School of Oriental and African Studies in London. Doing so, I
get to talk a lot to Chinese students coming to the UK. And
when I go to Hong Kong and to Mainland China, I also
always try to talk to younger people. And it's interesting
because some of them are a little bit angsty about just

services provider or their asset management company to

again that in emerging
markets whether it's in Argentina, Brazil or Turkey, you
name it even though investors sometimes go through bad
periods, they can still generate very decent returns on a 10
to 15-year horizon. But it is really a question of stock picking

to be in the right companies. Therefore, you have to pick
the asset managers that you're going to entrust your
money to very carefully, because you have to be confident

at Chinese electrical electric vehicle companies. Today,
there are over 400 companies trying to compete in a
market that will only be about two million units maximum
next year. So, there aren't very many profitable companies
at the moment, and what looked like a good idea five years

A bit like what happened with the solar panel industry over

straits, after Beijing decided to reduce feed-in tariffs and
limit subsidies for new solar generation projects. So, you
have to be quite careful about how you allocate your
money and beware of hype and potential policy Udefinitely going to happen. First, there will be further
urbanization. So, companies that are directly linked to the
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They don't like the idea that they may be falling out with
America because actually they quite like America. They may
not like Donald Trump, but they like America. At the same
time, they tend to be very respectful of the CCP in the
urban areas, at least because they have been conditioned
into thinking that their prosperity and their living standards

Were China to tumble into some kind of a recession, say
maybe a meagre 2% GDP growth, that would be a big shock
for them. And if jobs started to become scarcer some
trends are actually pointing in that direction I think that
recent years. I
was in China last June, around the time the 30th
anniversary of the Tiananmen Square protests. One event
where I was supposed to speak in Shanghai was canceled at
the last minute. The police had been there and wanted to
know what was going on. The organizers decided it was

know. Some young people appear to be very optimistic
about the future, others are quite concerned about the
direction the country is travelling. And then there are lots of
regional variations. People in Shanghai don't necessarily
assing,
to say the least, for a government who preaches the
sanctity of Communist Party control and harmonious
development. At the moment, there's the perception that
they cannot control it. So the longer the protest goes on,
the riskier it is for Xi Jinpi
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