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After Chinese stocks rallied upon the abrupt end to 
pandemic lockdowns in late 2022, pessimism has taken 
hold of the markets again. This time, concerns include the 
uneven post-Covid recovery, uncertainty around stimulus 
and weak external demand. While we can see robust 
recoveries in service sectors such as catering, travel and 
hospitality, the manufacturing and property sectors need 
more time to revert to their pre-Covid strength. The same 
goes for consumer confidence, as urban households’ 
property and financial assets have declined in value while 
youth unemployment rose above 20%.1

Note: High-risk financial assets include stocks, funds, and trusts; low-risk 
financial assets include wealth management, deposits, and insurance. 
Other assets include automobiles, and operating assets such as shops, 
factories, and equipment.
Source: CICC, FSSA Investment Managers, as at June 2023.
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Despite the sluggish recovery, we think the underlying 
fundamentals of our portfolio holdings remain strong. 
Additionally, valuations have become cheaper 
again, and we see the recent market weakness as a 
buying opportunity.

1 Source: https://www.bloomberg.com/news/articles/2023-06-15/china-youth-jobless-rate-hits-record-20-8-in-challenge-for-policymakers.

Source: Factset, FSSA Investment Managers, as at 5 July 2023.

MSCI China Index’s price-to-earnings  
(trailing 12 months and 10-year average)
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Investing in China’s dynamic market comes with an 
evolving set of challenges and opportunities. Today, the 
key challenges include shifts in geopolitics, policy priorities 
and demographics. In the shorter term, weak consumer 
confidence and rising unemployment have been additional 
areas of concern.

But we also see an attractive opportunity set in a unique 
market. We have been impressed by the improving quality 
of Chinese companies and management over the years. 
In the context of emerging markets, China has a stable 
government and political order, although its authoritarian 
nature draws controversy. And as the second largest stock 
market globally, it is highly regulated and deeply liquid.

https://www.bloomberg.com/news/articles/2023-06-15/china-youth-jobless-rate-hits-record-20-8-in-challenge-for-policymakers
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Note: Chinese ADRs are American depository receipts for Chinese companies.

Source: CLSA, FSSA Investment Managers, as at 30 June 2023.
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Listed companies which doubled profit after tax (PAT) in 
last 5 years

Finding growth in a more mature market
We have heard concerns around China’s slowing economy, 
including the potential to miss the 5% GDP growth target 
for 2023. We expect China to deliver steady albeit lower 
growth than before, given it is a more mature market. 
In this context, we can still find industry leaders who 
benefit from gaining market share over weaker rivals, 
or companies improving their returns and expanding their 
customer markets. 

If we look at some of the most successful companies 
across the world, like Procter & Gamble, Estee Lauder 
and Nestle, their profits do not grow 20-30% every year. 
Rather, they generate steady profits and reward 
shareholders with value over the long term. Similarly, we 
look for companies in China which can generate 10-15% 
annual growth on a sustainable basis, and have returns on 
equity (ROE) in the mid-teens or higher.
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Source: National Bureau of Statistics, Bloomberg as at June 2023. 

China’s GDP growth, YoY %

China’s falling birth rate and ageing population are also top-
of-mind for the market. But while the Chinese people may 
be getting older, they are also getting richer. According to 
Boston Consulting Group, China’s middle class and affluent 
populations will grow by over 80 million during 2022-30, 
to account for 40% of the country’s total. The May 2023 
study also found Chinese consumers are willing to trade up 
across many product categories, including fresh & organic 
foods, health care, personal & home care, electronics, 
sports gear and beauty products. 

In a separate study from 2021, McKinsey forecasted 
consumers in the upper-middle brackets (those with annual 
household incomes from RMB160,000 to RMB345,000) 
will drive 60% of China’s urban consumption by 2030, 
while the “affluent” segment above them will drive 
another 20%.
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Urban consumption % by income group (Annual household 
income in RMB, 2020 real)

https://www.bcg.com/publications/2023/china-mind-the-generation-gap
https://www.mckinsey.com/cn/our-insights/our-insights/five-consumer-trends-shaping-the-next-decade-of-growth-in-china
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Our China equity strategies are invested in many areas 
likely to benefit from this structural trend – dominant 
consumer franchises amid a growing preference for 
domestic brands; drugs and medical services companies 
which may benefit from rising spend on healthcare; 
well-managed and conservative banks which are tapping 
into the growth in wealth management; and technology 
champions in niche markets, which may benefit from 
increasing industrial automation and localized production.

To highlight an example, one of our top holdings was the 
first joint-stock commercial bank to focus on retail and 
high-net-worth customers in the early 1990s. Its retail 
banking business has grown to 184 million customers, 
with assets under management of more than RMB12 trillion 
– predominantly from its mass affluent and private banking 
customers. 

The company plans to continue building its wealth 
management business and focus on value creation for 
shareholders and other stakeholders. Despite being 
controlled by a central state-owned parent, it is seen as 
the most market-oriented bank in China. It also has the 
highest return on assets (1.4%) and return on equity (18%) 
in the industry, thanks to its low funding cost, lean business 
model and strong fee income franchise. 

The company also has a prudent risk management mind-
set and the highest coverage ratio in China. Its loan growth 
has been in line with China’s industry average, but its 
deposit growth is the highest among all the major banks. 
Unlike its peers, its deposits are growing faster than its 
loans, which means it controlled its loan growth to focus on 
the quality of lending.

41% 43% 41% 40%

64%

36%
29%

1.4%
1.5%
1.6%
1.7%
1.8%
1.9%
2.0%
2.1%
2.2%
2.3%

0%
10%

20%
30%
40%
50%
60%
70%

ICBC ABC CCB BOC CMB Industrial Ping An
CASA ratio (LHS) Funding cost (RHS)

Retail CASA ratio2 and funding cost

11.6 11.0 11.6
15.2

29.2

12.7

20.1

0.0

5.0

10.0

15.0

20.0

25.0

30.0

35.0

ICBC ABC CCB BOC CMB Industrial Ping An

Source: Company reports, FSSA Investment Managers, as at May 2023.

Private bank Assets Under Management (AUM) per 
customer, RMB millions

On the negative side, there are concerns that China’s 
“common prosperity” drive may slow down the growth of 
the wealthier population, although we think this is likely 
priced in. There is also intensifying competition for retail 
customers, at a time with weak loan demand. Even after 
China’s reopening, Chinese banks’ net interest margins 
reached a historical trough in the first quarter, amid the low 
(and falling) interest rate environment. 

The stock has been under pressure for the past year, and 
we have added to our holdings. Despite the concerns, 
its wealth management strategy is on track and asset 
quality remains benign. We believe its strong capital 
adequacy rate, non-performing loans (NPL) coverage and 
stable retail business should protect the book value over 
the next few years.

Mitigating the pitfalls of investing 
in China
Given the many challenges and pitfalls of investing 
in China, we think an active, bottom-up approach 
makes sense. While some investors have been 
disappointed with the flattish performance of the MSCI 
China over the past decade, our strategies have provided 
attractive returns over this period. We think this is due 
to our focus on quality companies with sustainable 
and predictable growth, which helps us mitigate two 
key reasons for the disappointing market performance 
– a lack of supply discipline and poor quality among 
many companies.   

2 CASA ratio stands for current and savings account ratio, it is the ratio of deposits in current, and saving accounts to total deposits.
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Lack of supply discipline
For many decades, as China transitioned away from being 
a centrally planned economy, it experienced frequent 
overcapacity in sectors such as steel, cement, chemicals, 
shipbuilding, and solar panels. The causes included 
excess investments in infrastructure projects, easy access 
to loans and misaligned incentives, which all led to lower 
returns for companies and investors. 

We typically avoid buying companies in such 
commoditized sectors. In contrast, the Chinese beer 
market is highly consolidated, with the top three companies 
sharing 75% of the market. As a result, competition in 
this industry appears rational and measured. China is 
different from global markets as domestic beer volumes 
have been in decline since 2014. As the economy and 
middle class have grown, so has the demand for premium 
products. Meanwhile, despite tepid sales, margins 
and profitability have improved as the leading beer 
companies consolidated their breweries and modernized 
their operations. 

We hold the largest beer company in China with around 
30% market share. The company’s share of premium 
sales has grown to just under 20% of turnover. Although 
the company is a State-Owned Enterprise (SOE), this SOE’s 
businesses have typically been well run, with returns 
comparable to private enterprises. The most recent annual 
report suggests that the company is focused on quality 
growth and profitability.
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Source: Company filings, FSSA Investment Managers, as at 30 June 2023.

Operations are being optimised

Poor quality among many companies 
When we say a company is poor quality, we are often 
referring to unattractive economics like persistently low 
returns and lack of competitive moats like pricing power 
or strong brands. We also look closely at the leadership’s 
alignment, culture and track record. 

The companies which underperformed often had 
management who made wrong-footed or sub-optimal 
investments. Historically China’s SOEs have largely 
generated subpar returns, such as the country’s biggest 
aluminum producer. When we looked at the company’s 
capex in the past and the returns on those investments, it 
was hard to make sense of it.

In contrast, our SOE holdings are much more market-
driven. For example, the SOE bank mentioned earlier 
differs from China’s big policy banks in a few ways: firstly, 
it did not inherit legacy staff and was able to build its 
own staff and culture from scratch, making it more of a 
meritocracy. Secondly, the bank is not directly owned by 
the state and doesn’t have one dominant shareholder, 
resulting in a governance system that is much closer to 
privately-owned banks in other markets. This explains why 
it has largely managed to avoid national service. Finally, the 
bank’s culture is very market-oriented. At every level of the 
organization, they try to ensure every division is profitable 
on its own and can generate capital, which is why they have 
not raised capital in the past decade. 

We only invest in companies that have good management, 
competitive advantages and attractive returns. This is 
especially important going forward, as China’s heady 
growth days are mostly over. Hence, companies are 
shifting their focus to enhancing returns and winning 
market share with better brands, products and strategies.

3 EBITDAM is the earnings before interest, taxes, depreciation, and amortization.
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However, we realize that no company is perfect. Despite 
our strict requirements around quality, sometimes our 
portfolio companies can make mistakes or miss their 
targets. A key performance detractor in our portfolio this 
year has been a leading dairy company, which weakened 
on concerns about its underlying profitability as its 
acquisitions have not been very successful, which led to 
booking asset impairments. Bad timing, misjudgment of 
sector development and unstable teams in the acquired 
companies all contributed to this poor outcome. 

While the company made some mistakes, our meetings 
with the management team indicate they are learning 
and evolving. Recent comments from the CEO suggest 
that the company will prioritize profitability and cash flow 
going forward. We believe its fundamentals are in decent 
shape, though it will need to strengthen its brands, develop 
more innovative products, and improve its digitalization 
platforms to achieve its profitability targets. We still expect 
the company to benefit from the rising dairy consumption 
in China, currently growing at a mid-single-digit rate, as it 
improves in areas such as ice cream and milk powder, and 
develops newer products such as fresh milk and cheese. 

20%

25%

30%

35%

40%

2014 2015 2016 2017 2018 2019 2020 2021 2022

Gross marginSelling expense as % of sales

Source: Factset, Bloomberg and FSSA Investment Managers, as at 
30 June 2023. 

The dairy company’s margin improvements have 
recently stalled

Portfolio update
In what has been a challenging environment, our strategies 
have declined year-to-date. We mentioned some of the 
key detractors, the SOE bank and dairy company, earlier in 
this note.

In addition, a leading e-commerce company’s 
performance has been weak due to sluggish consumer 
demand and concern around more promotional activities 
taking place, which will stall its retail margin expansion. 
However we think it makes strategic sense to build 
consumer mindshare on the platform’s value-for-money 
offering. The company is dominant in standardized 
categories such as electronics, fast-moving consumer 

goods (FMCG) and large home appliances, and has also 
built a significant presence in other categories. 

A sportswear apparel company also declined on doubts 
about China’s recovery and consumer demand. We see 
rising competition from foreign firms which have been 
aggressive in China’s online market. We remain positive 
on the Chinese company for its multi-brand portfolio which 
can appeal to different consumer demands. 

On the positive side, key contributors to performance 
include several semiconductor-related companies. This 
was largely driven by optimism over developments in 
artificial intelligence (AI), such as the latest ChatGPT 
software and the projected demand for more powerful 
chips. Another reason, in our view, is that chip prices had 
already dropped last year on concerns about the inventory 
build-up, and so did the share prices. In late 2022, we 
added to the companies as we believed the valuations had 
factored in much of the cycle weakness. 

The stocks have performed well since that period. One 
of them reported an optimistic outlook with a recovery 
expected in the second half of this year. The management 
noted signs of stabilization in demand and expects the 
inventory correction to bottom out in the coming quarters. 
Similarly, two other companies guided for sales to recover 
this year as the cycle turns more positive. 

Over the longer term, we expect many beneficiaries from 
the AI trend, but in the near term the optimism may be 
a bit overdone. The industry still needs to clear through 
excess inventories in the coming months, especially in 
consumer products which have faced weak demand. 
Another risk is the added complexity from geopolitics and 
de-globalization. 

Besides the chipmakers, an online gaming company also 
added to performance after the management reiterated its 
positive outlook for the business. Future revenue growth is 
expected to be supported by innovative new content and 
a diversified games portfolio, while existing games should 
remain steady. It also has plans to expand its overseas 
presence, launching games outside of China. With a long 
track record and impressive returns over the past 20 years, 
we like the company’s strong alignment and mind-set for 
returning value to shareholders.
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Key transactions
Amid the recent headwinds, we have added to many 
of our key holdings as their valuations became more 
attractive. We added more broadly to a leading global 
home appliances maker with sales evenly split between 
China and overseas. It is a decent franchise with the top 
position in refrigerators and washing machines, and the 
only domestic player with a strong presence in the high-
end segment. It is also ahead of peers in terms of overseas 
expansion, with most of its overseas sales coming from its 
own brands.

While the company has struggled with low efficiency, 
suboptimal alignment and weaker margins than peers, 
recently the home appliance/white goods assets were 
all combined into one identity with corresponding 
incentive schemes. We believe this should improve 
alignment and profitability. A recovery in air conditioners 
domestically and increasing competitiveness in North 
America should lift margins in the next five years.

We also bought the leading company in China’s online 
recruitment industry. It has disrupted the industry with 
a recommendation-based direct chat model, and has 
demonstrated superior user engagement and recruitment 
effectiveness over its peers. We see further potential to 
gain market share as it taps into underpenetrated areas 
like small and medium-sized enterprises (SMEs) and 
blue collar workers. There is also scope to increase the 
monetization rate on job postings and candidates.

Finally, we bought a toehold in a leading supplier of electric 
motor systems for pedal assist electric bikes (pedelecs) 
and electric scooters. We like the focused and aligned 
management team (who altogether hold around 65% 
stake in the company), as well as its long-term growth 
potential. While near-term the industry is in a down-cycle 
after having peaked during Covid, we believe the company 
will benefit from rising penetration of e-bikes in the US and 
China (from below 10% and 5% respectively), and market 
share gains in Europe. Based on Japan’s 40% penetration 
rate, we think the company could also benefit from China’s 
ageing population.

Conclusion
In response to the recent pessimism in the market, we 
revisited China’s long-term investment case and how 
we think about the key opportunities. The demographic 
tailwinds may be less robust than before, but we still see 
room for industry leaders to deliver attractive returns in a 
more mature economy with a growing middle class. 

Considering the broader China market’s mediocre returns 
over the past decade, we believe our active management 
approach with bottom-up stock selection makes sense. 
We continue to seek absolute returns by investing in 
portfolios that are concentrated and benchmark agnostic, 
while our focus on quality and the long term sets us apart 
from our peers. Finally, we stand by our belief that the best 
time to buy is when things appear gloomy and valuations 
are undemanding.

We welcome any feedback. As always, thank you for 
your support.
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