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 CHINA – THE GOOG, THE BAD, & THE UGLY  
STORM  OF  INSIGHTS  –  July  2015  

 

 
While market participants have lately devoted most of 

their attention to the Greek debt crisis, which has caused 

significant turmoil across markets globally, perhaps the 

true elephant in the room is what is happening in Chinese 

markets. In fact, to get a glance of the relative magnitudes 

involved here, consider that more than twelve million 

equity trading accounts were opened in China, which is 

actually greater than the Greek population, and this was 

in May alone.  

Even the former Treasury Secretary during Clinton, when 

comparing Greece and China, affirmed in an interview on 

Monday that the latter represents: 

“A greater source of financial risk to the world”  
– Larry Summers 

Despite now being accustomed to the historically higher 

volatility of the mainland market, few were prepared with 

what happened over the past month: China has undergone 

what could be considered one of the fastest wealth 

destructions ever recorded, with markets tumbling by 

more than a third, wiping off more than $3.2 trillions of 

the value of listed companies (it is also interesting to put 

things into perspective here, noting that such an amount 

is greater than 2013 UK GDP). 

Although it is commonly known that there are two sides to every story, we will try to introduce a third one, by 

examining “the good, the bad and the ugly” side of the Chinese situation, and concluding with some possible 

future developments. 

HIGHLIGHT    
“Is this time different? Rather than 
investing, this is turning into betting on 
whether Chinese authorities will be able to 
control prices. However, the biggest 
conundrum is the following: what happens 
when they run out of available counter 
measures, and cannot control swings 
anymore, up to the point where investors’ 
“animal spirits” finally overwhelm Beijing 
best efforts. If there is one thing we can be 
sure about is that sustained volatility can 
be expected going forward.” 

 

THE  DRAGON  ROLLER-COASTER  ON  THE    

VERGE  OF  DERAILING?  
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THE  GOOD  
 

We could start by pointing out that, despite the plunge, investors 

are still sitting on substantial profits (of course, provided they 

entered at the beginning of the rally) with markets on average up 

still more than 70% for the year.  

Also, even agreeing that we are indeed dealing with a “bubble”, this one is nothing compared to euphoria from 

2005 to 2007, where the main Chinese index was multiplied by five. 

 

It is also worth noting that the latest market fall occurred amid barely unchanged fundamentals. While some 

may say that this confirms the fact that the bubble-styled growth was only driven by irrational exuberance, 

others might argue that this represents nothing but a “healthy correction”, needed for a prolonged rally in the 

longer term. 

 

What’s more, the recent 3-day winning streak, including the largest 2-day gain since the financial crisis at the 

end of last week, with hundreds of stocks hitting previously set 10% upward  daily limits, as companies 

resumed trading after halts were imposed to curtail losses (although more than 30% still remain frozen). Also, 

as the Shanghai Composite just bounced off its 200 day moving average, a measure loved by chartists, could 

suggest a renewed uptick in momentum. 

 

However, we can wonder: what would be the potential contagion of a crash to the Chinese real economy? 

Many say Chinese stock markets are still relatively small compared with overall economy, and this is not an 

immediate concern. What about the potential contagion to rest of the world? Again, many believe that 

“whatever happens in China, stays in China” as its global financial integration is an ongoing process and 

remains mainly unconnected to rest of world, together with continued albeit diminished restrictions on foreign 

ownership by international investors, makes direct contagion unlikely. 

 

Following this argument, we can use an interesting analogy made by Trevor Greetham, Head of Multi-Assets 

at Royal London Asset Management, who compares the current Chinese situation with 1990s Japan. Despite 

the latter being at the time the second largest economy as well as having the largest stock market, the bursting 

of its bubble, including the real estate market, did relatively little to the rest of the world. In fact, he notes that 

correlation with international markets was almost zero, as it is today with Chinese A-shares. If anything, this 

would induce further loose monetary policy around the world. 

 
YES… BUT UP TO WHAT EXTENT? 
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THE  BAD  
 

While still to a rather limited extent, some degree of contagion has been recorded in the past months. For 

instance, commodities have tumbled as Chinese growth has slowed as investors realised that the country’s 

appetite for commodities might be satiable after all. Then, followed in line,  

 

Emerging Markets stocks underperformance, officially decoupling from the world’s second largest economy. 

This happens at a time where the country is trying to implement a challenging adjustment in the economy by 

trying to shift to consumption and away from the construction-lead growth. In fact, in this view, it is pretty 

straightforward to see why Chinese authorities have an interest in sustaining a market rise. On one hand, a 

stock rally creates a wealth effect, making people richer, which should encourage them go out shopping, 

thereby potentially boosting consumption. On the other hand, rising stocks make it easier to sell new shares, 

and if companies are able to raise new equity from eager investors, they can use proceeds to pay down debt, 

hence lessening the high overall indebtedness. Also, as Chinese investors are still short of alternative 

investment options, spurring them into the stock market would avoid pushing them into housing market or 

shadow banking, which are known to create greater economic risk for China than a stock bubble. 

 

Furthermore contrary to previous rallies, it is likely that the latest one was mainly liquidity-driven, resulting 

from a deliberate attempt to pump up the stock market by boosting liquidity (with many asserting that the rise 

was driven neither by fundamentals, nor profits). However, one should keep in mind that such an approach is 

very susceptible to changes in investor sentiment, and is far less durable than causing price upswing by way 

of injecting money supply into the system. 

This latter aspect should be seen in conjunction with a peculiarity of the Chinese market. Being dominated by 

retail investors, making up around 80% of participants, it is therefore the “wisdom of crowds” that drives the 

market, which can cause to rapid changes in sentiment and can lead to the herd behaviour seen recently. 

[Note however, that there is a sort of retail involvement “myth” since despite representing a large share of 

overall players, their total market value share does not exceed 5% and the abundant majority of households, 

around 90%, does not trade in stocks at all. By contrast, this can be compared with American households 

participation rate in the stock market, which stood at 55% in a recent April poll by Gallup]. 

 

Moreover, another potential detrimental aspect is the realisation, which is becoming clearer by the day, that 

the People’s Bank will ultimately do “whatever it takes” to prevent a prolonged sell-off, which in turn could 
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lead to extended reckless behaviour, thereby potentially turning Chinese authorities into their own worst 

enemy. 

 

So far, in order to support the momentum and the wealth effect from higher stock prices, a long list of 

interventions has been undertaken. In fact, in addition to the classic rates cutting, and lowering bank reserve 

requirements, authorities have also implemented less traditional measures, such as: suspending IPOs, 

loosening collateral and margin lending rules, banning stock sales by major shareholders and executives, 

imposing listed companies to submit plans to steady their prices (including purchases by executives and 

buybacks), asking a group of 21 firms (mostly state-owned brokerages) to pledge spending $19 billions of 

own money to buy shares, cutting stock exchange fees by a third, prohibiting short selling, suspending trading 

for a majority of shares, and investigating manipulators. 

 

Needless to say that all these are at best a temporary fix, and are bound to be counter-productive as they prevent 

markets from being reasonable, fair and efficient (perhaps Adam Smith would argue that the Chinese “hand” 

is very visible indeed). 

 

 

THE  UGLY  

Despite the reassuring aforementioned comparison with the 
1990s Japan crash, a perhaps gloomier version is the one 
mentioned by James Mackintosh, Investment Editor of the 
Financial Times, who compares the Chinese rally to 
the Nasdaq dotcom boom and bust, using the graph on the 
right. 

In fact, not only the two seem to follow a strikingly similar 
pattern, but also share other contextual similarities, 
including: an easy monetary policy environment, an 
increasingly faster rise, a majority of gains coming from surging interest of private investors, as well 
as an extraordinary wave of IPOs, coupled with a focus on tech and biotech companies. 

Adding to this, many consider China’s markets as unhealthy as margin lending is at extreme levels 
(more than $350 billions), with far too many stocks bought with borrowed money.  

 

 
A  TALE  OF  TWO  BUBBLES  (Source:  Financial  
Times,  Thomson  Reuters  Datastream)  
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This adds fuel to the fire by increasing the risk that falling prices will lead to margin calls, inducing 
a downward spiral of further forced selling and margin calls. This, coupled with the selling restrictions 
and halted shares, obliges investors to dump anything they can (not necessarily what they want) in an 
effort to raise money to pay down the extensive debt they have secured by assets whose value has 
been dropping fast. 

“These people didn’t use their own real money to buy shares, they used leverage” 
– Kevin Lai, Economist, Daiwa Securities 

In fact, despite the recent bounce back, many analysts are arguing that the market remains under heavy 
pressure as retail investors will need to continue to unwind positions. 

Another cause of concern is that one of the main reason to buy Chinese equities up to now was the 
seemingly unstoppable upward momentum, but now that this is slowly fading away, investors might 
be lacking an underlying rationale to invest. 

Despite the implicit intention and commitment of Chinese authorities to do “whatever it takes” could 
be interpreted as good news, what happens when investors don’t respond to measures anymore? De 
facto, last week, the situation reached a tipping point where, for the first time, markets seemed to 
ignore the interventions. In fact, while analysts argue that direct spillover to real economy is limited , 
the failure of government measures to stop the bleeding threatens to undermine the credibility of the 
communist party. 

To top it all, there has been ongoing evidence throughout the year of China’s slowing economy, with 
growth expectations (at a 25 year low) together with commodity prices continuing to slide, lowering 
property prices and perhaps only a matter of time before the country gets trapped into a deflationary 
spiral. Hence, despite previously arguing that the risk of contagion from a crash to the rest of the 
world is minimal, the slowing growth will put further pressure on commodities and other emerging 
markets (especially commodity producers). Not only, this could also affect US ability to sustain its 
growth objectives or, for instance Europe’s driver, Germany, which may see its export machine 
damaged, as it heavily relies on Chinese buyers, thereby further slowing future global growth. 
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WHAT  DOES  THE  FUTURE  HOLD  FOR  CHINA?  

Now that a deal seems to have been reached between Greece and its creditors, perhaps investors will 
start focusing on China even more closely, with less noise surrounding global markets. 

The question of how sustainable the latest rebound is remains, or for instance, concerns over the 
efficiency of a “financial stabilization fund”, which according to China Daily, the state-run newspaper, 
will facilitate future government intervention during crisis periods. 

Is this time different? Rather than investing, this is turning into betting on whether Chinese authorities 
will be able to control prices. However, the biggest conundrum is the following: what happens when 
they run out of available counter measures, and cannot control swings anymore, up to the point where 
investors’ “animal spirits” finally overwhelm Beijing best efforts. If there is one thing we can be sure 
about is that sustained volatility can be expected going forward. 
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