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Whose Confidence Is Gold?

China Market Strategy

v' Confidence of various market participants is neutral to contrarianly positive,
against a backdrop of better monetary environment.

v" As the 20" Congress proceeds and uncertainties subside, Chinese market will
likely consolidate and even stumbling higher.

v' The US remains a significant overhang, and will disrupt Chinese markets.

Confidence in China and US trying to recover from lows.

“Confidence is gold”, so we are told. But in today’s world of increasingly intwining
markets with myriads of market participants, whose confidence is really gold? To see,
we survey the underlying sentiment of various market participants.

In our last note “Saving Hong Kong” (published on 2022-10-10), we discussed how the
US market sentiment appeared depressed while the actual equity positioning was still
very high. As such, we concluded that the US market had not yet bottomed and would
likely to continue to disturb the Chinese markets.

The epic volatility in the US market indeed persisted last week, dragging down the Hang
Seng and the A-shares with it. Our call of “a trade for the brave” only eventuated on
Friday. For the week, the Hang Seng was barely break even, while the A-shares fared a
lot better after dipping briefly below 3,000.
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Figure 1: Chinese consumer confidence trying to recover from its worst plunge in history.
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We have discussed the relationship between the Chinese and the US economy at great
length in our previous notes. It is thus not surprising to find close correlation between
Chinese consumer confidence and that of the US, as well as the US stocks.

On Friday, the US market was spooked by better consumer confidence reading and had
a negative reversal. Yet meanwhile, Chinese consumer confidence is trying to recover
from its historic plummet to its all-time low (Figure 1).

As such, although we believe that the US market has not yet bottomed due to looming
recession risks, the Chinese consumer confidence indeed heralded better US confidence
data last week. Unfortunately, the Fed trumps the Chinese and US confidence.

Chinese income confidence also mending

According to the latest PBoC Survey, Chinese urban depositor income confidence is also
rebounding, and splitting from the S&P500. We can see that despite COVID and the
subsequent damages, depositor confidence had never worsened much beyond the
lowest point seen in the 2008 global financial crisis (Figure 2).

The Chinese economy struggles in 2022, and confidence has been shattered many times
over. But confidence has never fallen below its all-time low and is indeed recovering.
Historically, Chinese depositor income confidence had been highly correlated with the
S&P 500, and at important turning points tended to lead.

We would take comfort in the fact that the Chinese urban depositors are trying to come
back. Cautious as we are about the US market, we will continue to look for further
improvement in Chinese depositor income confidence. It is a very slim silver lining in
these dark days.
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Figure 2: China’s income confidence seems rebounding, splitting from the tumbling S&P500.
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Margin traders’ risk appetite picks up.

What about the aggressive traders in the Chinese markets who trade with leverage?
These are supposedly smarter and better-informed market participants. Our data analysis
shows that margin trades, or leveraged bets on the Chinese market, are picking up. The
turnover of margin trades as a percentage of total market turnover is rising (Figure 3).
But the Chinese market is not yet responding.

Figure 3: Risk appetite in the Chinese market rejuvenating, as margin trade turnover picks up.
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Note that this measure is highly correlated with the onshore Chinese market, and tends
to lead by around three months. Last time when we saw such divergence between margin
trades and the onshore market was around mid-2016, when the market tumbled to its
lowest after the stock market bubble burst.

In the current cycle, note that the margin trading activities plummeted to a similar level
as the 2016 low and then starting to bounce back. Of course, there is no guarantee that
these aggressive traders would continue to bet on the market and continue their lead in
the crowd. After all, this is a year when many historical norms have been broken.

But there are subtle changes in the economic fundamentals that make this recovery in
margin traders’ confidence more plausible. That said, given this measure tends to lead by
around three months, the last quarter of 2022 will likely see continued market volatility
and consolidation. Recall that the onshore market finally bottomed out around Feb 2016,
and then spent the rest of that year consolidating and struggling slightly higher.

The balance of margin trade also supports this déja vu. The balance is still falling, hinting
at margin traders are not putting in more money to work, but are probably trading more
frequently instead (Figure 4).
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Figure 4: But margin trade balance outstanding has not yet recovered.
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Offshore CNY traders’ sentiment crushed

Another group of traders that is sensitive to changes in market conditions and economic
fundamentals is the currency traders. As the offshore CNY market is in general less
regulated and thus more efficient, we can read from the implied volatility in the currency
options to gauge traders’ sentiment towards the CNY.

Interestingly, the implied vol in the CNH has surged to a level similar to that in Feb 2016
after the 2015 stock market bubble burst. This observation seems to be consistent with
the above discussions about the margin traders’ sentiment (Figure 5).

Note that this measure is highly correlated with the on and offshore Chinese markets.
Such heightened implied volatility, or depressed sentiment correspondingly, has
historically been a contrarian indicator of the Chinese market — very much like the other
crowd sentiment indicators that we track.

Again, there is no guarantee that volatility would not surge beyond what was witnessed
during the 2015 Chinese bubble market crash. Last week, there were reports about some
extreme VIX trades, with substantial bets of VIX going to 100 and 150. The highest level
VIX had ever traded at so far was 89 in late 2008.

Even so, the timing of rising risk appetite among the margin traders coincides with
depressed sentiment regarding the CNY. Both are auguring well for the market in the near
term. These sentiment readings are also observed in tandem with better monetary stats
and a re-expanding PSL.
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Figure 5: CNH implied vol surging back to the level in Feb 2016. Offshore market sentiment depressed.
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Conclusion

Sentiment of different market participants is on the mend: both Chinese and US
consumer confidence rebounding from lows, as well as that of Chinese urban depositors.

Meanwhile, margin traders’ risk appetite perks up, and they are trading more actively.
This is a prescient group of traders who tend to lead the market. Depressed CNH trader’s
outlook is a contrarian bullish indicator and is supporting margin traders’ positions. All
these sentiment readings are observed against a backdrop of better monetary
environment.

Like 2016 after the stock bubble burst, the Chinese markets will strive to consolidate from
here and struggle for higher grounds. But the US remains a significant overhang.
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Appendix Figure 1: Performance of stock market sectors (annual)
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Asset Class 2022 2021 2020 2019 2018 2017 2016 2015 2014 2013 2012 2011 2010 2009
U.S. S&P 500 GICS Groups Index
S&P 500 GICS Groups Index Sdls%  26l0%  163%  28l9% -6p% 194%  95%  op%  114% | 296% 134%  00% = 128%  235%
Info. Tech. 1%  334% | 4202% 0% | H‘y 36:9% 120%  43%  18D%  269%  131%  13%  91%
Energy 1% 7% || 3%3%  76% -205% -3B%  237% 23e6%  -10l0%  223%  23% 2.8% 179%  113%
Financials 2%8% 325% -ah% | 29p% 7% 200% 204%  3b%  131% | 332%  263% -1§4%  108%  148% |
Health Care A%3%  24p%  114%  187%  41% 200%  4h%  S)% | 233% | 38P% 152%  102% 0%  171%
Consumer Discretionary 9% 237% 32:11% 26.2% -O.E% 21,:2% 4.3% 8.3}% 8.0% 41.0% 219% 4.4% 25:7% 38:8%
Consumer Staples Adle%  15/6%  7.6%  240% 182% 105%  2.6%  38%  129%  227%  75%  105%  107%  112%
Utilities 183%  140%  -2B%  220%  05%  83%  122% -8[]4% 243%  88%  -2b%  148% 0.9% 6.8%
Communication 7% 2055%  222%  300% -1814% -6l0%  1758%  -1b%  -1b%  65%  125%  0.8%  123%  2.6%
Industrials -gs% 194%  9.0% = 268% -150% 185%  164% -4&2% 75% [WB76%l] 12i5%  2b% | 2399%  173%
Material 287%  2500%  184%  219% -184% 214%  144%  1014% 4% 227%  122%  -16%  199%
Real Estate 9% [ a2is% | sbw  24l%  sb%  73%  00%  13% | 260%  -1b%  16D%  7.9%  280%  208%
Chin Shanghai Stock Exchange Sector Index
Info.Tech. 40l8%  -00%  225% | 654% 331% 4b%  269%  600%  365%  468% -141% -%2% 2702%
Energy 326% 296% 1l3%  24% 263% 64%  3b%  -150% 2400%  330%  -4B%  -235% -139%
Financials -131% a47% 3% 296% -134% 234%  7B% ol | 820wl -9b%  209% -1§9% -268%
Health Care 289%  8B% | 574% 24B% 264% 18p% -ll4%  458%  63%  326% 108%  302%  338%
Consumer Discrentionary 245% 1,E“n 558%  152% —238% 75% %% 285%  291%  128%  3.3% -3%3% 4%
Consumer Staples Ad7%  -6b% [Ble% | 475% -193% 438%  1i%  241%  15%  7q%  45%  281%  127%
Utilities 4 d%l% 39?% 38%  3.4% -1&1% 3% 205%  62% | 73h% 1%  34% -gz% -168%
Telecom A06%  92%  -6D%  299% 288% 121% 7% | 5610% 34%%  306% -2ds%  3@s%  4.6%
Industrials -140% 14{3% 255% 137% -23le% s5%  -150%  107% | 68w 3h%  -4b%  -345%  -4b%
Materials 2%0%  159%  227%  290% -30% 278%  76%  -10%  38.9% -zéiZO% 9.1% -331% -3.0%
HK Hang Seng Sector Index
Info.Tech. 407%  343%  69)6% L% 296%  923%  182%  22B3%  89%  700% 365%  -186%  -7.0%
Energy 1414% zoﬁ% 337% % -2B% 114% 148% 3f3%  adsw  adaw  127% 1% % 165%
Financials 230w -6B%  -6b% 7.T% A48%  312% 3% 100%  76%  3.0%  242%  246%  -0.7%
Consumer Goods 33o%  19% 2%  513% -65% -1003% -111%  11p%  104% 243%  93% | 116.6% 6%
Consumer Services 6.9%  -206% 3907%  3.6% -239% 3005%  400%  2202%  2006%  25B%  706% | 621%
Utilities 370%  176% o 0b%  12% 157% 7% 8h%  62%  138%  150%  28%  62%
Telecom 15%  05% | -299% -917% 3% D% -6D%  sp%  115%  -102%  117% 2% 84%
Industrials -4612% -2.§% 3055%  21.8% -239% 390%  7B% 5% 50%  05%  120% -4%7% 380%
Materials 3f0%  94%  300% -o.r% 295% 305%  210% »12{!57% abw  2fox  si% | -424% | 44%
Real Estate -326% -188%  159%  157% -102% 488%  -1B%  -26%  34%  -ob%  429%  285%  45%

Source: Bloomberg, GROW Research
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Figure 2: Performance of stock market sectors (weekly)
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Asset Class 14/10/2022  7/10/2022  30/3/2022 2332022 16/9/2022  9/3/2022  2/9/2022  26/8/202  19/8/2022  12/8/2022 5/8/2022
U.S. S&P 500 GICS Groups Index
$8P 500 GICS Groups Index 155% 151% 291% 465% A77% 3.65% 3.29% 4.00% 121% 3.26% 036%
Info. Tech. 323% 164% 419% 359% 6.12% 3.24% 4.98% 558% A71% 2.44% 1.95%
Energy asss R  1s3% 260% 0.60% 331% 427% 099% 7.14% 6.82%
Financials 020% 1.84% 243% 5.58% 381% 438% 251% 358% A72% 5.45% 0.06%
Health Care 0.80% 130% 138% 338% 238% 435% 179% 432% 057% 1.64% 0.70%
Consumer Discretionary 4.0% 112% 238% 7.02% 4.15% 5.62% 266% 475% -158% 3.24% 117%
Consumer Staples 145% 040% 396% 215% 363% 192% 238% 333% 1.94% 1.20% 010%
Utlities 258% 263%  [88% ] 305% 382% 3.68% -157% 260% 123% 3.06% 038%
Communication 186% 147% 3.03% 5.10% 6.43% 2.85% 237% 482% 3.28% 4.48% 1.16%
Industrials 0.56% 2.94% 2.44% 455% 6.38% 3.39% 359% 345% -105% 3.74% 056%
Materia 189% 2.15% 073% 567% 665% 490% 4.99% 133% 245% 5.14% 1.29%
Real Estate 236% 4.15% 395% 6.44% 6.48% 413% 3.94% 383% -1.94% 410% -135%
China Shanghai Stock Exchange Sector Inde
Info.Tech. 1.14% 0.00% 3.02% 6.60% 3.22% 023% 026% 6.18% 3.00% &_
Energy 070% 0.00% 3.05% 3.22% 677% 6.16% 3.00% 6.85% 2.90% 2.98%
Financials 0.82% 0.00% 217% 067% 2.14% 217% 028% 0.76% 061% 0.86% -1.54%
Health Care 0.00% 4.74% 5.96% 4.98% 0.06% 174% 152% 360% 051% 276%
Consumer Discrentionary 0.69% 0.00% 036% 30% 464% 3.08% 2.93% 039% 065% 0.08% 373%
Consumer Staples 37% 0.00% 3.26% 095% 062% 101% 282% 2.14% 3.08% 0.07% 1.25%
Utilities 6.98% 0.00% 3.42% 0% TSI s 236% 090% 5.04% 293% 2.92%
Telecom 4.3%% 0.00% 202% 0.64% -4.96% 134% 121% 187% 1.50% 156% 032%
Industrials 412% 0.00% 341% 075% 587% 422% 291% 219% 0.03% 158% 3.18%
Material 1.25% 0.00% 456% 0.30% 6.21% 5.72% -4.06% 053% 3.19% 3.23% 0.68%
HK  Hang Seng Sector Index
Info.Tech. [ 276w 211% 7.06% 478% 264% -2.0% 4.65% -143% -1.85% 139%
Energy 336% 422% 572% 041% -150% 159% 247% 1.20% 5.76% 4.16%
Financials 423% 241% 5.64% 2.96% 273% 0.44% 2.54% 0.46% 285% 1.03% 0.59%
Consumer 860% 5.35% 342% 423% 0.80% 053% 5.17% 0.2% 063% 0.08% 097%
Utilties 37% 041% 637% 360% 380% 0.46% 3.18% 245% 2.14% 0.44% -1.93%
Telecome 130% 1.18% 5.02% 0.18% 019% 055% 2.15% 096% 058% 259% 1.20%
Industrials 490% 175% 6.24% 7.16% 4.13% 0.44% 7.45% 130% -150% 135% -109%
Materials 3.40% 410% 7.46% 437% s06% | 631%  -890% 3.74% -4.05% 428% -1.26%
Real Estate 5.10% 187% 7.16% 5.86% 0.82% 415% 278% 0.24% 028% -1.28% -189%
Source: Bloomberg, GROW Research
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