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China’'s asset market

Economic note

China’s under-developed capital markets represent the largest risk to China’s growth story.

Part of my confidence in China’s economy is the strength of competition in most industries. This aids capital allocation
in these industries because returns are quickly competed away. Generally, owners are under no illusion that super
normal returns exist. Rather than buy existing assets, the Chinese strategy, given large markets and abundant capital,
is often to replicate assets to compete away excessive profit margins. This lowers asset prices and should create
stable asset markets; perhaps it's no surprise that the Shanghai Composite has range traded since mid-2009.

Elsewhere, however, the story is not as rosy. There remains a scarcity of properly priced financial assets, representing
a serious risk to the economy. This situation has been made worse by the monetary tightening that has come at the
expense of households and small and medium sized enterprises (SMES).

Households, prodigious savers, have lost out through negative real deposit rates and this has led to more risky
behaviour. Given the legislated gap between bank lending (6.56%) and deposit rates (3.50%) households have sought
alternative savings vehicles that are often more aggressive strategies with the aim of allowing assets to keep pace with
inflation.

Housing has long been a favourite. But increasingly this avenue is out of reach as authorities limit second and third
time purchases. One commentator on China recently remarked that these regulations are creating political unrest —
those without large property portfolios are envious of those who established large portfolios prior to the regulation
change.

With bank deposits, the stock market and housing either failing to meet return expectations or effectively outlawed,
households are looking elsewhere to the benefit of wealth management businesses.

SMEs have suffered through significantly worse terms than the larger and better connected state owned enterprises
(SOEs). SMEs are borrowing at rates of up to 30% while SOEs can access funds at less than 10%. Such has been the
restriction on funds for SMEs that they have taken to the copper market to fund working capital. Credit strapped
companies, unable to afford market rates for credits have taken to using trade credit to buy copper internationally and
then sell it on the domestic market. The trade costs have tended to be better than rates charged by commercial banks.

This combination of poorly rewarded savers and hard-pressed borrowers has led to stunning growth in the shadow
banking system.

Chinese SMEs have always tended to be funded through informal networks of lenders. This is particularly the case on
the Eastern Seaboard, around towns such as Wenzhou made famous for their entrepreneurs, where businesses
access capital outside the formal banking sector. Often this will come from a family network. Such networks exist
throughout the emerging world. A broker in India told me he lent capital to people of a similar ethnic background.

But as the demand for savings products grows, banks are starting to form their own networks of lenders, through the
Term Deposit market or off-balance sheet style vehicles, and making the system more prevalent and important.
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These networks are providing liquidity to firms that otherwise would be going to the wall and allowing households to
keep pace with inflation. But there are obvious risks. A downturn, particularly in exports, would hit this sector hard, and
as we saw with sub-prime, an unregulated banking sector can cause havoc to an entire economy.

The solution for China is further reform of its banking sector. In particular, households need to be properly rewarded for

their savings through positive real returns on deposits. But this seems a long way off and in the meantime, as inflation
remains above a comfortable level, the size of the potential problem can only grow.
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