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Outlook 2023:A CyclicaRecovery
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growth for the first time in 29 months and negative retail grovette suggesing
recedingdemand both home and abroad.et cmshore market rebounded strongly
- from a similar levelastseen at the onset of COVID in Mar 2020.

China Market Strategy November 20, 202;

Chinese version:
/| KAyl Qa SdninigriNddiat€eeobdmBayclerunning everyseven years, I N 202FE
has peaked in Feb 2021, and heanslated to slowing accumulation of current nf
account surplus compared with GDP. The export cycle correlates cloghbly
| KAyl Qa &adGd201 YFENJSG 0edtS @Al GKS & b
peaking export cycle argues againstésecular bullmarket suggestedby
consensus

B

Economic cyclaear turning point, but arduous property recovery likelyThe
short cycleasmeasured by the property investment cycle, however, is nearing its
turning point but still needs a catalyst tmitiate a newcycleover the course of
next twelve months

There aremany similaritiesbetween now and early 2014For instance, both
periods saw Fed tightening and Chinese propsityiggling and te authority
eventuallycame to the rescue. There are alanalogs in themarkettrajectories

in both periods.For instancethe Shanghai Composite struggled in the first few
months in 2014.

Meanwhile, the US short economic cyclaésedingfrom its peak,but not yet
appropriately refledngthe recessionaryisks confronting the US econontyiven
the intertwining of theUS and Chese economies, US macro volatility will find its
way to Chinese marketand onto the world via exchange rategommaities,
stocks,and bonds.

3

Shanghai~3-3,500 Hang Seng-16-23,000, with bouts of volatility. Easing into
Cyclicals/Growth over Defensive/Valu®©ur base case is that China will reopen
gradually with zigzagéts property sector will recover slowly with policy support,
and a 2023 US recession. dffly ofthese three ucertaintiesis better than
expected such as faster reopening, swift property recovery or no US recegsion,
will add toour basecase payoff.

China margin cycle is-expanding andbodeswell for the relative performance of
cyclicals and growth over defensive and vallrguitively, if China reopens and
property recoversgyclicaldemand shouldmprove Andgrowth, too.

Of course, the risk is Chirséays a hermit property continues to ail, and a US
recession. Such triple whammies would render a risk scenario similar to what we
have been through in 2022 no needto elaboratefurther. Even sothe epic
volatility in 2022 suggests thate should have seesomeof the lowest pintsin

the Shanghai Composite and the Hang Seng lidigve current cycle

It is time to look forward.
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contrariansel& ® L (ang& % our cadidus stance on Chinese markets issued twelve

months ago.

Since our report three weeks ago, both-amd offshore markets surged to some of their

best gains ever, adding well ovtrillion yuanworth of market cap. Our follovap tweet

2y b2@ M ¢ a |WloRDdlar RuesE PSR i K KSEaS GSOG2yA0 aKATGA adza3ae
reopening is key, and it is coming.

FgurelY / KAyl Q& h&peal@d\KicorertéstciSsely with the stock market return cycle.
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There is much to cheer about. But amid all the market hysteria, one must sit back to gauge

the sustainability of such resurgence. After all, a technical rebound can be strong but

fleeting, but a bull market needs more than a sentiment change to sustain valuation

expansion. Without improving fundamentals that will support sustainable earnings

gowth, Ay @SadGAy3a gAft 2yO0S F3IFLAYy Gdz2Ny Ayd2 F 3IFYS 2F Odzidi
lunch, rather than sharing a growing pie.

To us, China starts gradua#gjustingCOVIDmeasuresat this juncture is not without

NBlF&a2yad / KAyl Q& SE L&D O forithe firs tinde inRazNy SRy S3 L (A

Y2yGKao ¢KIdG Aazs SEGSNYIE RSYFYyRI 2yS LINRYy3I 2F / KAYLl Q&
AUFNIAY3 G2 FlLAftd Ly GKS LI ad Ge2 @SIENEX / KAYylFQa SO02y2Y:
the strengthin Chinese exports that cdounded most economists, despite COMIand

a frail property market. But the table has begunto tuAnd Kk S CSRQa UGAIKGSYyAy3d KI &

started to affect demand for Chinese exports.
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Meanwhile, retail sales growth, a measure of domestic demand, has also slipped into

yS3AFGiABS GSNNRAG2NE Ay hOG20SNY» !'a adzOK:X 06020GK ¢gKSSta 27
stuck in reverse. If exports, consumption and investments would not support the

econany, while government spending would be strained by declining land sales, the

outlook for 2023 would appedileak

To resist such gloom, it is time for China to reopen.

28 Oly 4aK2g4 (GKIG [/ KAyl Qa SEdésNdcledsNnbselji K | FGSN | Readza d SR
O2NNBf ISR 6AGK [/ KAY I (Fgurel. it 81D EbbsrandNdsed ivith NS G dzNy Oeé Of S

/| KAYl Qa OdzZNNByid | 002dzyi olflryOSs Fa ¢Sttt Fa GKS NBtIFGAD
Index and the Shanghai Compositégre2).

¢KS LISEH1a 27T [/ d&e\2g08 end 2085 tha?ydkls wided Chindsaw the two

infamous bubbles in its stock market histofigure2). This is no coincidence, as forex

FdzyRa KIF @S 06SSy |y AYLRNII Yy dandc@remdd®une ¥ / KAY | Q4 R2YSaidAo
accumulation from the exporcyclehaso SO2YS LI NI 2F GKS O2dzy iNEQa Y2y Se adzll
RNA @S / KAY Il QZarlgHienOd s YIFKNIYSHIGR LYELR NG O0e Ot S KFa 2y 0SS F3FAyY
is the argument supporting our cautious and contrarian stance in 2022, and a profound

SELX I yI (A 2dsmaF fonld markek péifofriance this year.

Figure 2: Chinaexpori 0@ Ot S Y20Sa Ay Gl yYyRSY GgAGK OdzNNBy
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l'a ¢S ¢ NP (Shd offskokeyiriarRels sdangd, and consensus started to chant

GUGKS altlsedulag dzt t YSH)] SG¢e ITAYyd 2KAES S aKINBE az2ys$sS 2F (K
l62@S RA&AOdzA&A2ya lo2dzi GKS LISF{AYy3h 2F /KAyl Q& SELR2NI
China stock market return cycle offer contradicting evidence to such claims.

CKIFIG aFARZ [/ KAYLFQa SELRNI OedfS Nzya | oz2dzi SOSNE aSgSy @
YySEG (6St @3S Y2y(iKaod 2 KAt S dedulbbubDdaykat fgss dza Qa Of LAY | o2dzi |
fundamentals, shorteterm cyclical moves can still counter a longerm falling trend.
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Many cycles run concurrently within an economy. The margin cycle is one of them. We

measure the margincycle @ G KS 31K L) 6SG6SSy /tL IyR ttLd 2S5 Oly aKz2sg
margin cycle is closely correlated with the export cycle and leads the global economic

cycle Figure3).

la RIGE aK26s [/ KAYLFI Q& YIFENBAY OelupStreams SELI yRAYy3ID LG A& 0
prices, rather than the rising pricing power in the downstream. Expanding margin gives

incentive to produce, while weak demand for goods will eventually lead to inventory

buildupc if China continues tanswervinghya G A O1 @2 oR SadtindiiGieiG and

domestic demand. Thus, the Chinese economy will soon enter the destocking phase that

will drag on growth.

Meanwhile, the leading indicator for the world economy has declined sharply, but still
not at a level appropriately reflect the challenges tlia¢ world is facingKigure3). As
such,when China starts to destock in the coming months, the world economy will likely
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hdzNJ LINRLINK SGFNBE Y2RSt |fa2 ada3Sada aGKIFIG / KAYlFQ&a LINRLISN
point (Figure 40 ® [/ KAyl Qa LINRPLISNI& OeoftsS Aa Otz2aSte O2NNBf I G°¢

macroeconomic variables antthus can explain the bulk of variance in the Chinese

economy. For instance, the property cycle moves in tandem with rebar, bond yield, stock

YEN] SG AYyRAOS&Z /b, SEOKFIy3IS NIGSs Y2ySeé &dzlll & 3ANRGGKE
so on Appendix1-4).

Theproperty cycle runs every three to four years. If the current cycle started in early 2019,
although punctured by the pandemic in 2020, by now the property cycle should be close
to the beginning of a new cycle, if history is a guieigire4).
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Figure4: China economic cycle nearing a turning point.
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However, just because a cyclenisaringh 1 & GdzNYy Ay 3 LRAYyG R2SayQid y20 ySOSaal N

that the cycle will just turn by itself. As we always say, economic cycle is not an alarm
clock. It approximates how the economy rises and falls throogties Necessary
ingredients, such as credit, must peesent for the property cycle to turn.

2022 has been a horrendous year for Chinese developers. As sales slow, cash flow is not
able to cover all development needs. Some building projects ardimiehed andneed

the financial assistance from the government. Offshore USD developer bonds plunged
70%,due to some higiprofile defaults.
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We estimate that2023 will see oveone trillion yuan orand offshore property bonds

maturing. For the first three quarters of 2022, the top 16 developers generated ~150

billion yuan of EBITDA, a proxy of groesscK ¥t 2 6 ® L¥ ¢S | aadzyS GKFd wnHo alfSa
recover quickly, and gross cashflow of the industry to be ~400 billion yuan, then

developers will find it difficult to repay over one trillion yuan of debt due, without further

assistance from the government.

Fottunately, the government has announced the expansion of credit lines from 160 billion
yuan to 250 billion yuan. Previously, this line of credit excludes developers. Further, there
is guidance for the commercial banks to lend to developers. And the limitthe
proportion of bank loan exposure to developers have beased While the extent of
assistance that developers will need in 2023 depends on thevergmf property sales,

this flurry of government easing measures hints at finetuning of propertgyp&lom the

top.

Will it bend?

20132014 vs. Now

There are analogs between 202814 and nowKigure5). Such fractal resemblances in
market trajectories, although could be pure happenstance, can offer some clues as to
how the market reflects the confences of significant events and changes in economic
fundamentals in the months ahead.

Figure5: The Shanghai Composite 202814 vs. now.
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In Sep 2012, the Fed announced QE3 without a specific end Q&gxpandedin Dec

HAMHY 0dzi . SNYylLy1S IFyy2dzyOSR aiGl LISNAyYy3IE 2F v9 Ay WdzyS Hwn
2014. By Oct 2014, bond buying had completely stopped. Such hawkislyecio the

CSRQa Y2ySGlINE adGlyOSsz |a ¢St hatwehavaldmna S1j dzZSy i YI y SdzOdSNAE =
witnessing in 2022.
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Meanwhile, Chinese property sales slipped in early 2014, due to the restrictive measures

GF1SYy AY Hnmo G2 Odz2Nb LINPILIDONTIGE tERLON@Mtsl (oARdyodn ¢ KSy > GKS &
cut the down payment requirement and mortgageealt also relaxed some purchasing

restrictions such as letting people who owned more than one property to buy if the

mortgage on the first property had been paid off.

Even with increasing policy support, property sales took an entire year of 2014 recover

In August 2014, property inventotp-sales ratiowas as highasy Y2y G Ka® LG ¢l ayQid dzyiGAft
the interest rate and RRR cuts in 2015, coupled with policies on shanty town

reconstruction by PSL expansion of the CDB, then property sales started to recover

(Fgure6).

Fgure 6: Chinaproperty sales and source of funds at aiime low.

Source: Bloomberg, GROW Research

Ly &adzyx 020K (G4KS CSRQa LRftAOe YR [/ KAYlIQa LINBLISNI& YSI &«
2014 and now. They are the two maginsequential central banks in the world. That said,

property sales and source of funds for property development in Chowa are even

worse than they were in 2014. In 2014, it took much more than a few RRR and interest

rate cuts, as well as the expansioha policy bank, for Chinese property to recover.

Ly GKS FANmRG FS¢ VY2yikKa 2F wnmn / KAySasS aidz201a RARyQi
intermittent technical reboundsHigure5). If 2023 is similar to 2013014, stocks will be
tested again in the coming mams.
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