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The irritating and the fatal The irritating and the fatal The irritating and the fatal The irritating and the fatal  
Beijing  

Financial markets continue to bet on goldilocks. But, from a growth perspective, GREED & fear 
continues to worry about the negative consequences for growth of weakening US housing. 
There are three data points worth highlighting this week in this area. First, the National 
Association of Realtors� pending home sales index fell by 7% MoM and 16% YoY in July to a 40-
month low (see Figure 1). This is the biggest monthly decline since September 2001. 
Remember that this index measures pending sales of US existing homes where contracts have 
been signed, but transactions have not yet been closed. Such sales are usually finalised within 
one or two months of signing.  

Figure 1 

US pending home sales index and existing home sales 
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Source: National Association of Realtors 

Second, the latest OFHEO national house price index shows the largest deceleration in three 
decades. Thus, while the house price index was still up 10.06% YoY, it rose by only 1.17% QoQ 
in 2Q06, the lowest quarterly rate since 4Q99. More interestingly, the decline in the quarter-on-
quarter growth rate over the past year is the sharpest since the index�s launch in 1975 (see 
Figure 2). Third, residential construction is also weakening fast. This is a reminder that 
consumption and residential investment accounted for a total of 76.4% of US nominal GDP last 
year. True, non-residential construction spending is now in a rising trend. But this has only 
marginal impact relative to the size of residential construction. Thus, private residential 
construction spending fell by 3% YoY to an annualised US$627bn in July, the biggest annual 
decline since January 2001. While private non-residential construction spending rose by 22% 
YoY to a record high of US$304bn annualised (see Figure 3). But residential construction still 
accounts for 67% of total private construction spending, down from a record high of 72% 
reached in July 2005.  

As housing slows in America, bulls comfort themselves with the notion that the press is now 
talking so much about the issue that it should already be discounted. GREED & fear rejects this 
rather patronising attitude. True, business magazine covers have a good contrarian record. But 
individual articles can be interpreted differently. There is an excellent article, for example, in 
the latest Business Week which discusses in considerable detail the option ARM phenomenon 
(�Nightmare Mortgages�, 11 September 2006). The article notes, among many other things, 
that options ARM still accounted for 12.3% of all mortgages written in the first five months of 
this year, up from 0.5% in 2003. It makes the highly relevant point that one reason option 
ARMs have grown so dramatically in recent years is that the intermediary mortgage brokers 
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received fatter commissions selling them. Meanwhile, the lenders were more than happy to 
make these loans because of the aggressive accounting allowed, as discussed here last week 
(see GREED & fear � Defaults deferred, 31 August 2006). Yet originally option ARMs were a 
product designed for high-income types who tend to receive lumpy remuneration in the form of 
annual bonuses and the like.  

Figure 2 

US OFHEO House Price Index 
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Source: Office of Federal Housing Enterprise Oversight (OFHEO) 

Figure 3 

US private construction spending 
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Source: US Census Bureau 

The above is a classic example of a particularly American phenomenon where a good idea is 
abused so it becomes a bad idea. Remember everything goes in America so long as it is �legal�. 
Selling an option ARM to an ignorant pauper is fine while insider trading Martha Stewart style is 
a heinous �felony�. The best example of this approach in the tech boom was the abuse of 
option-related financing. A similar trend will now be exposed in housing, which in GREED & 
fear�s view will have some macro-economic consequences. It is inevitable that there will also be 
a massive, albeit belated, regulatory backlash once the extent of the weakness in housing 
becomes manifest. This will likely be directed against irresponsible lenders. There will also be 
the usual exposure of potentially large-scale fraud. GREED & fear was in America at the time 
the savings and loan problem was turning into a full-fledged disaster. It was incredible for how 
long the consensus ignored the problem. There were journalists writing about the issue. It just 
did not feature on magazine covers.  
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The final point on housing is to note another sign of growing borrower distress. This is that 
recent Freddie Mac data shows that Americans are for the first time since 2000 refinancing 
their mortgages at higher rates. Thus, new mortgage rates are 8% higher than original rates on 
the loans being refinanced in 2Q06 (see Figure 4). This is the second consecutive quarter in 
which the median refinance borrower increased the rate on their first lien mortgage. For the 
past five years prior to 2006, refinance borrowers were reducing their mortgage rate. 
Furthermore, 88% of loans refinanced in 2Q06 resulted in new mortgage debt at least 5% 
higher than the original balance, the highest share since 2Q90. This may seem illogical 
behaviour. But the explanation seems to be that borrowers are opting to pay a higher mortgage 
rate since this is a cheaper form of borrowing than taking on more home equity lending. Thus, 
rates on home equity lines of credit, which are tied to the prime rate, are now 8.25% or higher, 
compared with 6.4% on a 30-year fixed-rate mortgage. This is a reminder that the American 
consumer will seek to exhaust every option available before succumbing to the need to 
retrench.  

Figure 4 

Median ratio of new mortgage rates to old rates on refinanced loans in America 
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Source: Freddie Mac 

So long as investors continue to interpret a strong bond market and signs of weakening in 
housing as bullish for equities, stock markets can remain firm. It is certainly clear that stock 
markets remain more concerned about the inflationary risks posed by too strong growth. But 
GREED & fear continues to believe there is a negative implication for equities from a growth 
perspective. For this reason, interest rate sensitives continue to be preferred here to cyclicals 
on both an Asian basis and a global basis.  

As for Asia, GREED & fear has been in Beijing briefly this week. The meetings in the Chinese 
capital have not caused GREED & fear to change the prevailing view. This is that the biggest 
short-term risk to the mainland economy is an external shock from America rather than 
anything domestically driven. The Chinese economy continues to enjoy a deflationary 
productivity boom. True, the authorities are worried about the growth of money supply, credit 
and investment. But GREED & fear gets the impression that they are not excessively worried. 
The likelihood is that tightening measures will remain incremental, not drastic. The reason for 
this is that the political leadership does not see any compelling evidence of rising inflationary 
pressures in the classic sense of �overheating�. Likewise, the current-account surplus continues 
to rise at a dramatic rate. China�s current-account surplus rose by 134% in 2005 to US$161bn 
or 7% of GDP (see Figure 5). 
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Figure 5 

China current-account surplus 
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Source: CEIC Data 

What about the over-investment issue? The prevailing view is that it is irritating but not yet 
fatal. True, there is a tot of concern about the quality of investment. But even these concerns 
are mitigated by the fact that, as noted in a recent World Bank study, a growing share of the 
investment in recent years appears to have been paid for by retained profits (�World Bank 
China Research Paper: How will China�s saving-investment balance evolve?�, May 2006). Thus, 
the World Bank estimates that almost three quarters of enterprise investment is now financed 
by retained earnings. Retained earnings rose from an estimated 5% of GDP in 2000 to 20% in 
2005. This reflects the rising profit trend of recent years, which itself reflects China�s 
productivity boom as well as the growing importance of the private sector. The World Bank 
estimates that the return on equity has increased from 2% in 1998 to 12.7% in 2005 for 
Chinese SOEs, and from 7.4% to 16% for non-SOEs. Labour productivity in industry has grown 
by an annualised rate of 19% since 1998 (see Figure 6). In this context, China is no longer 
facing the profitless prosperity of the late 1990s. 

Figure 6 

China industrial enterprise: Labour productivity 
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Source: National Bureau of Statistics, CEIC Data 

It should be noted that the above World Bank report is controversial in that it is based on a 
macro data series for profits, the accuracy of which many dispute. Still it does seem clear that 
corporate profitability has risen significantly from the grim days of the late 1990s even though 
profit growth has declined in recent years because of the margin squeeze posed by rising 
commodity input costs. 
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True, this is not to say that everything is perfect in China. The core problem in the macro-
economic sphere remains what it has always been. This is a dysfunctional banking system and 
a dysfunctional domestic stock market. But even here there has been progress of late, most 
particularly as a result of the A share market reform implemented over the past year, which has 
addressed the issue of the government share overhang. The growing progress on this front is 
clear from ICBC�s highly ambitious plan to raise US$19bn in a joint H and A share listing in late 
October. Such a joint listing would have been considered impossible a year ago.  

GREED & fear maintains a long held view that Chinese companies represent the greatest 
corporate governance risk in Asia, most particularly private sector companies. But it would be 
churlish to deny the fact that investors who have bought the initial public offerings of the large 
SOEs protected by oligopoly franchises have so far had a positive experience, be it PetroChina, 
China Mobile or China Life. This means there is likely to be a continuing positive appetite for 
further IPOs from the mainland. This is why it cannot be assumed that investors will worry 
about excess supply of Chinese paper. The reality is that investors are hungry for listed China 
plays, most particularly in anything that can be deemed a consumer proxy.  

Still, with a correction expected in equities and more particularly in commodities, GREED & fear 
is only going to reduce the China underweight marginally this week. Three percentage points 
will be added to China in the Asia ex-Japan relative-return portfolio, with one percentage point 
each taken from Korea, Taiwan and the Philippines (see Figure 14). Meanwhile, it is assumed 
here that the listed banks are at the bottom of a provisioning cycle. If a high-beta area was 
going to be bought in China, GREED & fear�s preference would be for the property sector. For 
this reason China Overseas Land will be added into the absolute-return portfolio this week to 
replace Hongkong Land (see Figure 15). Hongkong Land�s share price has risen by 158% since 
inclusion on 30 June 2004.  

Figure 7 

China house price growth and urban per capita disposable income growth 
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Source: NBS, CLSA Asia-Pacific Markets  

As with efforts to cool overinvestment, it is clear that incremental tightening measures will 
continue to be announced for the property sector. But GREED & fear formed the distinct view in 
Beijing that nothing more drastic will be announced. In this sense, measures to cool property 
should be viewed as buying opportunities since the lack of inflation pressures means interest 
rates are not going to rise that much. It is also clear that the government�s concern about 
property is driven by social considerations, not macro-economic factors. The authorities are 
anxious to keep residential property affordable. Yet the reality is that demand is very strong, 
which is only natural given that household incomes in the past six years have risen in urban 
China at a far more rapid rate than residential property prices, even though the reverse is true 
in more speculative Shanghai. Thus, urban per capita disposable income in China has risen by 
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79% since 1999 while house prices are up 34% (see Figure 7). This experience is of course the 
exact opposite of the recent American experience. National house prices in America have risen 
by 65% over the past six years while per capita disposable income was up 27%.  

Figure 8 

China mortgage outstanding as % of total renminbi loans 
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Source: PBOC, CLSA Asia-Pacific Markets  

The other point to note is that these �anti-speculation� measures will continue to have the 
counter-productive effect of boosting higher-income housing since the authorities are seeking 
to curtail supply in this �luxury� area. One point is clear. This is that the property sector is a 
much clearer play on the rising middle-class story in China than the banks where mortgage 
lending still represent only a small (but growing) 10% of total lending (see Figure 8). Still, 
GREED & fear must admit that the biggest state-owned banks do offer the moral hazard 
comfort that investors can assume the government will bail them out of all problems. In this 
sense it is clear that many fund managers have bought them as simple �no-lose� moral hazard 
trades. So far this cynical assessment has been correct. 

The main risk to China in the short to medium term remains the same as for the rest of Asia, 
including Japan. That is an external shock from the US. But this may be more of an issue for 
the macro-economy than the MSCI China Index where the big-cap stocks like telecoms, life 
insurance and banks are hardly geared to the American consumer. There is also the point that 
in a real US consumer slowdown the demand for cheaper goods from China may actually 
increase. In this sense GREED & fear views the China stocks most at risk from an unexpectedly 
sharp US consumer slowdown as being the classic commodity-related cyclicals.  

The other point to note from a more narrow stock market standpoint is that the 65% rise in the 
Shanghai A share index since bottoming in July 2005 has, naturally, provided a boost for the 
domestic mutual fund industry. Thus, total net assets of domestic stock funds and mixed funds 
have risen by 56% over the past year to Rmb350bn at the end of 2Q06. The Shanghai Stock 
Exchange Fund Index has also risen by 66% since bottoming in June 2005 (see Figure 9). This 
is all very encouraging, as is the fact that the new listing market is increasingly being driven by 
market principals rather than as before by regulatory fiat in terms of which companies can list. 
Still, for now companies being listed remain predominately public sector. As for the valuation 
differential between A shares and H shares, the gap continues to be closed which is one reason 
presumably the authorities consider a joint listing of ICBC to be possible. The H shares listed in 
Hong Kong are now trading at an average 26% discount to their domestic A shares, down from 
90% in early 2001 (see Figure 10). The closing of this gap would be accelerated if the 
authorities introduced a procedure for delisting the biggest basket cases still listed on the A 
share market. 



 
 

 

Christopher Wood  christopher.wood@clsa.com  (852) 2600 8516 

 

Thursday, 07 September 2006 Page 7  

Figure 9 

Shanghai Stock Exchange Fund Index and Shanghai A share index 
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Note: Index of all security investment funds listed at Shanghai Stock Exchange. Source: Datastream 

Figure 10 

China H shares discount to A shares 
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Note: Simple average discount of all H shares to their A shares. Source: CLSA Asia-Pacific Markets  

There is therefore a lot of evidence of improvement at the margin in China in terms of the stock 
market. Still, in the big picture the economy remains investment driven given the authorities� 
prime concern, which remains, as it always has, social stability and therefore the need to 
generate jobs. In this respect, the long discussed goal to boost consumption�s share of GDP, at 
the expenses of investment and exports, remains unfulfilled. On this point GREED & fear notes 
growing focus on one practical policy response to help address this perceived problem. That is 
to order the SOEs to pay the Ministry of Finance a dividend which can then be sent to boost 
welfare provision in areas such as education and healthcare. At present no such dividend is 
paid. Yet as the profits seemingly pile up, the argument to do so increases. It would also curtail 
the otherwise natural urge to invest. Thus, a hypothetical 30% of the Rmb645bn in profits 
generated by the SOEs last year would lead to a Rmb193bn payout to the government, based 
on the macro profit data released by the National Bureau of Statistics. 

The other point to note in terms of government policy is an increasingly strong campaign from 
Beijing to counter local government�s illegal use of land. Indeed there was a front-page story in 
the China Daily about this only yesterday (�Screws tightened on illegal land use�, 6 September 
2006). Part of the motive here is to counter perceived excess investment. But again the main 
driver appears to be not macro-economic but social and political. Peasant grievances against 
greedy/corrupt local officialdom are perceived by the leadership as the major cause of the 
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growing number of disturbances and riots in the country. That Beijing has chosen to highlight 
this problem in the recent past by going public with the number of protests shows recognition 
among the PRC leadership that action needs to be taken to retain the party�s legitimacy. As 
usually happens in China, a few eggs may have to be broken to make the point clear. It is true 
that traditionally the path for promotion for a local government cadre was to promote growth. 
Confiscating land for development for a token payment may still be a fast way to riches for a 
village boss. But at the next Party Congress in October 2007, the criteria for party promotion 
may have changed from pure growth targets to more environmental considerations. The 
growing official focus on the environment was highlighted in CLSA China watcher Andy 
Rothman�s recent research on water (see CLSA research Thirsty China: Its key resource 
constraint is water, Summer 2006). Any changes will be gradual. But an inflection point has 
been reached in the attitude of the leadership to the potential costs of unconstrained growth.  

A Japanese government tax panel has decided to delay making formal recommendation on tax 
increases. The Tax Commission decided this week to postpone issuing a mid-term tax reform 
report until next summer. This is the first delay since the panel was launched in the late 1950s. 
The move is apparently in recognition of Shinzo Abe�s opposition to tax hikes. This is good news 
because GREED & fear views premature increases in taxes, most particularly sales taxes, as the 
biggest domestic risk to the Japanese recovery story. Meanwhile, the latest Ministry of Finance 
data for large corporations confirms again the improving trend in profits and sales. Thus, sales 
of large Japanese corporations with capital over Y1bn rose by 6.3% YoY in 2Q06 while current 
profits increased by 17.8% YoY (see Figure 11). GREED & fear remains bullish on Japan. 

Figure 11 

Sales and profits of large Japanese corporations with capital over Y1bn 
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Source: Ministry of Finance, Japan 

The latest data out of Thailand serves as a timely reminder that inflation pressures are not an 
issue. Headline CPI inflation fell to a 14-month low of 3.8% YoY in August from a recent peak of 
6.2% YoY reached in May, while core inflation fell from 2.9% YoY in April to 1.9% YoY in August 
(see Figure 12). The 10-year Thai government bond yield has fallen by 13bp since the data was 
released last Friday to a six-month low of 5.17%. This makes it very clear that monetary 
tightening is over and, indeed, that there is now abundant room for the Bank of Thailand to 
ease. The outlook would become even more benign if oil corrects sharply in the final months of 
the year, as anticipated here. Thailand is emerging Asia�s most inefficient user of oil.  
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Figure 12 

Thailand CPI inflation 

-2

0

2

4

6

8

10

12

1990 1992 1994 1996 1998 2000 2002 2004 2006

Thailand CPI inflation
Core CPI inflation

%YoY

 
Source: CEIC Data 

All this highlights the scale of the potential buying opportunity should the political climate 
improve in Bangkok. But on this point the political stalemate for now still lingers with a growing 
risk of a potentially confrontational climax which might not, at least in the first instance, be 
market bullish. This is why business and consumer confidence remains so depressed (see 
Figure 13).  

Figure 13 

Thai industries sentiment index and consumer confidence index 
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Source: CEIC Data, The Federation of Thai Industries 

A final point to note is that an Indian panel studying the issue of capital account convertibility 
has formally recommended last week that participatory notes (p-notes) be abolished in the 
stock market. The Committee on Fuller Capital Account convertibility appointed by the Reserve 
Bank of India recommends that FIIs should be prohibited from investing cash money raised 
through p-notes while existing p-notes holders should be provided an exit route and phased out 
completely within one year (see CLSA research India Capital account convertibility � II, 4 
September 2006). While it is the view of CLSA�s Indian office that this recommendation will not 
be implemented, this latest development is a reminder that this issue remains a big tactical risk 
for foreign investors in the Indian stock market. This is because so much trading continues to 
be done via the p-notes. Thus, p-notes are the channel for 25-40% of daily FII volumes and 
represent almost 20% of FII ownership of Indian equities.  
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The best way to resolve this problem remains what it has always been. That is to liberalise the 
FII structure in a way which renders use of participatory notes redundant. In the absence of 
such a development any aggressive regulatory action on p-notes could trigger a 20% correction 
in Indian equities overnight; which in turn would create a fantastic buying opportunity for those 
investors not yet fully exposed to Asia�s best equity growth story. GREED & fear has a 40,000 
Sensex target in mind for the long-term secular bull market which began in 2003. 

While such a regulatory initiative might be thought unlikely because the authorities would to a 
certain extent be shooting themselves in the foot, it is not inconceivable. In fact it is quite 
natural that regulators dislike the fact that so much stock market trading is done via structures 
where the ultimate owner of the security is not revealed. As for the short-term trend in the 
Indian market, GREED & fear is still expecting a further correction on a renewed pick up in risk 
aversion towards global equities. India remains Asia�s highest-beta stock market because it is 
the best growth story with the highest valuations.  

Figure 14 

CLSA Asia ex-Japan asset allocation 

MSCI AC Asia 
ex-Japan weightings 

6-Sep-2006

CLSA 
recommended 

weightings 
  7-Sep-2006

Mismatch
 from current 

benchmark

China 14.0% 7.0% -7.0%

Hong Kong 14.4% 17.0% 2.6%

India 9.6% 7.0% -2.6%

Indonesia 2.4% 3.0% 0.6%

Korea 25.8% 26.0% 0.2%

Malaysia 4.0% 6.0% 2.0%

Pakistan 0.3% 0.0% -0.3%

Philippines 0.7% 3.0% 2.3%

Singapore 7.2% 9.0% 1.8%

Taiwan 19.1% 16.0% -3.1%

Thailand 2.5% 3.0% 0.5%

Vietnam -- 3.0% 3.0%

Total 100.0% 100.0% --
Source: MSCI, CLSA Asia-Pacific Markets  
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Figure 15 

Asia ex-Japan thematic equity portfolio for long only absolute return investors  

Themes Weight Stock picks

China property 3% China Overseas Land

Hong Kong listed banks 4% Standard Chartered

India automakers 6% Tata Motors, Bajaj Auto

India domestic cyclicals 3% Associated Cement

India oil refiners 3% BPCL

India private sector banks 3% ICICI Bank

India public sector banks 3% State Bank of India

Indonesia banks 3% Bank Niaga

Indonesia cement 3% Indocement

Indonesia telecoms 3% Telkom

Korea banks 3% Kookmin Bank

Korea internet search portal 3% NHN Corp

Malaysia airlines 3% AirAsia

Malaysia consumer 6% BAT Malaysia

Philippines banks 3% Metrobank

Philippines property 3% Ayala Land

Singapore banks 3% DBS

Singapore dividend yield stocks 15% SingTel, ST Engineering, ComfortDelGro, StarHub

Singapore office property play 6% CapitaCommercial Trust, UOL Group

Singapore offshore & marine 3% Keppel Corp

Singapore property developers 3% Allgreen

Taiwan property 3% Taiwan Fertilizer

Taiwan landbank/Vietnam consumer play 3% Sanyang Industrial

Taiwan telecoms 3% Chunghwa Telecom

Thai industrial property 3% Amata

Thai residential property 3% Preuksa
 

Note: Readers should refer to the relevant CLSA research reports for detailed analysis & disclosures.  
Source: CLSA Asia-Pacific Markets  
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