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How crowded is the Al trade and other
frequently asked investor questions

Buoyant mood supported by earnings and improving fundamentals

In this note, we provide answers to five of the topical questions by investors in our recent
conversations. In general sentiment is buoyant with investors largely putting behind the
impact of Strait of Hormuz shutdown, anchored by solid earnings from hardware tech
companies. Al hardware tech seems to be the consensus long among investors with
PM's and generalists dedicating more time looking for alpha opportunities along the
supply chain though some investors question the sustainability of the rally given
crowded positions. The property market recovery also garnered significant level of
interest from investors and while conviction level of a sustained recovery is not high, the
positive development is supportive for overall market sentiment. Another topic of
interest was whether the recent rise in PPI, driven by imported inflation, could weigh on
corporate earnings this time around. In addition, investors showed interest in the
potential re-rating of HSTECH though in general sentiment is poor around the internet
sector.

How crowded is the Al trade and what could derail the rally?

Current investor positioning of Al hardware names is elevated but this has been the case
most of this year as evidenced by: 1) onshore mutual fund positioning in telecom and
electronics have been broadly stable in the last 3 quarters with a decline in electronics
allocation offset by higher allocation towards telecoms (Figure 2); 2) the average
crowding factor of a basket of popular Al names indicate that investor positioning has
risen this year, although there has been a modest pullback from the high recorded in
early May 2026 (Figure 3); 3) Turnover in the broader TMT sector is elevated at ~37% of
total A-share turnover, compared with a historical peak of 43% in 2023 Looking at
regional flows and positions, foreign investor outflows from Taiwan and Korea equities
(both global Al proxies) this year suggest some broad profit taking in this space.
Meanwhile, domestic token pricing has been rising and while valuation is high with
semi's for example trading on 59x forward P/E (2.5 std. dev above historical average
shown in Figure 41}, earnings growth in the sector has also been accelerating (up 64%
in 1Q26). It i1s difficult to spealfically pinpoint the events that could derail the tech rally
with some investors pointing to the rising US interest rates, IPO's of the large LLM
companies and a slowdown in earnings growth as potential sign-posts that could trigger
a re-assessment of positioning.

Would higher PPl lead to lower earnings?

Investors were concerned whether imported inflation would squeeze corporate margins
given the recent surge in energy prices. We think a higher PPl may not hurt overall listed
company earnings given the following observations: 1) higher PPI's historically have led
to higher revenue and earnings growth in listed companies. This relationship also held
up during the Russia-Ukraine war in 2022, when supply disruptions also drove a surge in
energy and transport prices; 2) exporters' earnings histarically have done well in periods
of imported inflation as this gives companies an excuse to raise prices (Figure 23), 3)
listed companies generally have better ability to pass on the higher costs to customers -
historically utilities and food and beverage companies' earnings were shown to be the
most impacted by higher energy prices but they make up a small portion of the overall
index at c.10%, 4) energy shocks typically benefit the renewable sector which make up a
large portion of the index, and 5) consumers were somewhat insulated given only a
portion of the higher energy costs were passed down to retail prices.

What to do with HSTECH and the impact from IPO lock-up expiry?
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Last month we held the tactical view (see here) that HSTECH could outperform near
term given a myriad of catalysts coming up. Many of these catalysts have come through
as we had hoped for including: 1) launch of the new LLM models from Deepseek and
Tencent; 2) food delivery competition easing in the quarterly results, 3} US China
leadership summit promoting strategic stability and leading to H200 chip ban lift, 4) EV
demand to pick up as oil price stay higher for longer. While these development were
positive, we now think it may take longer for HSTECH to outperform: our recent
discussions with investors suggest that their attention remains focused around hardware
tech, power equipment and other North Asian names which may have drawn liquidity
away from HK internet names. We also note upcoming lock-up expiry coming up for the
LLM companies in July - historically companies facing lock-up expiry typically
underperform in the lead-up to the expiry date and should these LLM companies be
included in HSTECH, this could also trigger some short term pressure for the index
performance. We have included a schedule of lock-up expiry in the coming months in
Figure 32,

Prefer A-share ChiNext, tech hardware and electrical equipment

We prefer A-share ChiNext given its greater exposure towards robust earnings
momentum (+23% in 1Q26) and its higher exposure towards hardware tech and power
equipment names. Our preferred sectors and model portfolio are shown in Figure 39
and 40 - we have removed the property underweight though retain our underweight in
consumers.
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How crowded is the Al trade?

Al has remained the most widely discussed topic during our investor conversations. Most
investors acknowledged that the Al narrative is well supported by strong fundamentals.
The key concern is the degree of crowding in the Al trade and the potential downside
risk should positioning unwind. Current indicators suggest that crowding in the Al
theme is high but this has been the case for some time and broadly unchanged in recent
periods:

Onshore mutual fund positioning: Allocation to electronics declined from a
peak of 22% in 3Q25 to 20% in 1Q26, with overweight (OW) relative to
benchmark reduced by ¢ 2ppt. In contrast, allocations to telecom (another Al-
linked sector) rose to an all-time high of 11% as of 1Q26, representing 4ppt
overweight versus benchmark. If we combine the aggregate positioning in
electronics and telecom, positions are close to a historical high though broadly
unchanged in the last 3 quarters (show in Figure 2).

Stock-level positioning: Crowding scores for a sample basket of popular Al
names {see list in Figure 7, list based on our previous report on China Al) indicate
that investor positioning has increased matenally in the last 12 months, although
there has been a modest pullback from the highest recorded in early May 2026.

Market activity concentration: Turnover in the broader TMT sector has trended
higher since 2025 and remains elevated at ~37% of total A-share turnover,
compared with a historical peak of 43% in 2023.

Foreign investor flows out of Taiwan and Korea equities (both are Al proxies) in recent
months also suggest some profit taking by investors of these themes in recent periods.
Our EM team’'s data suggest that investors' remain underweight in the North Asian
markets.

Figure 1: Onshore mutual fund holdings in A share
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Figure 2: Onshore mutual fund holdings in A share telecom
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Figure 3: Crowding scores vs performance of popular China  Figure 4: TMT turnover as % of total A share turnover
Al names (ex-internet) (30DMA)
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Source: UBS Quant Research, FactSet Note: Crowding scores and performance are Source: Bloomberg, FactSet, UBS Note: IT and communication services are mcluded
equally weighted. Last data point up to 13 May 2026

Figure 5: Cumulative foreign net inflows into EM equities  Figure 6: Cumulative foreign net inflows into Korea and
(ex-China) Taiwan equities
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Source” Bloombereg, URS Nole: | asl data point as of 15 May 2026 Source: Bloomberg, URS Note: | ast data point as of 15 May 2026

Figure 7: China Al names used in crowding score calculation

Ticker Name YTD return Market cap (CNYbn) 30D ADTV (CNYbn)
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Figure 8: EM funds' active holdings across major markets as of 1Q26

EM portfolio active weights across markets
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What could derail the Al tech trade in
China?

There is no definitive answer to this question given the strong fundamentals and near
term share price momentum. Investors are seemingly looking more into the US market
tor read-across for China tech - we note that the correlation between US and China
Al tech names have picked up materially this year as shown in Figure 12 and as such we
believe global spillover presents one of the biggest downside risks to the Al tech trade in
China.

There are sign-posts that investors may look to as potential pit stops in re-assessing the
Al trade, including:

e Continued rise in US yields (primarily driven by higher energy prices) though
arguably this is now somewhat reflected in the share price given the significant rise
in the US 10 year interest rate in recent periods. We note that historically the
correlation of Chinese hardware tech to US 10 year government bond yield has
been limited;

e Deceleration in earnings growth, though so far earnings growth has been robust
for the Al hardware tech space and accelerating as shown in Figure 10. This is also
the case for US tech hardware names;

e Listing of the largest LLM providers in the US. Some investors may see this as a sign
of peak growth of LLM monetization.

Figure 9: US 10Y treasury yield has been rising Figure 10: China Al tech hardware earnings YoY vs share
price quarterly change

Correlation = 0 46

Source: FactSet, UBS Source: FaclSet, UBS Nole: Based on the list in figure 7
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Figure 11: China semi earnings growth accelerating YoY
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Figure 12: Sector correlation with US 10Y yield since 2017 (tech hardware close
to zero)
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Source: FactSel, UBS Note: Based on daily price levels

Figure 13: Correlation of selected popular China  Figure 14: Software sector forward P/E
Al hardware names and NYSE Semiconductor Index

Source: FactSet, UBS Note: Based on equally weighted weekly performance Source: FactSet, UBS
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Figure 15: Forward P/E - China vs US internet

Source. Factset, UBS

Figure 16: Forward P/E - China vs US Al tech hardware

Source: FactSet, UBS Note: based on the list in our earlier report

For investors concerned about crowding in tech, we think a proxy could be the power
equipment space and energy storage names in China which provide some indirect
exposure towards the global AIDC build-out and provide some fundamental protection

against the risk of higher energy prices.

We show in the following charts that the Chinese power equipment names generally
trade cheaper compared with their international peers (please see this report for details).

Figure 17: Top picks from analysts on energy independence

FY1h consensus

Subsectorn Forward P/E
JDO?SD-(N COmerporary Armperds Te:r'noiogr Co LifraTed Class A Bal:ery ‘ez
1% ceeite fely il i s “a
3 2.’4CN _.rvwﬂnwermpplgCo L Clasz & TE
; £V T4
Slas ST
Prwer equipment 7o
¥ '3 . Lola Ted
U:z-te?-cN Dar neavy Mnr‘try Ca L Class & WD Poskess sauprmenT 151

Source: FactSet, UBS

Carnings growth  Major catalyst B3 rating
% Marke’l hate g (g BV ¢apoy WL0T «en'mcamn rd &nargy STARN SADA DN tends Buy
$hty FrEdTacitiegT baten fem gtz Ite et tre e ko
15% Bl Wn:ﬂ'rnal‘.aln'!"w better pncing power and ool pass l"rou;n AL related BESS demand Buy
T TEMTEL CAWTEVES, VINIE A2 WTESRYE T
26% Duer.eas e-oanw ana i Buy
o0 Fapanm e LR B 22 & ae el tapaig Ea
TE% Marpnnq:th:l’\hiq'\e! verseas v Strong reven.e umbllﬂtym regner contract habdty Buy
¥t Sl e~ DUEeNe | L0 ST AIlGe 8T J gt T BRI Enell L
B4 IPONG OO intake drhen By s'\oﬂageotmrseas ronopee Lgply and 1obuf erseas otzhore wind dermand  Buy

Figure 18: Average crowding score for China battery / Figure 19: Average crowding score for China power
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Would higher PPl lead to lower

earnings?

Investors are concerned as to whether imported inflation would squeeze corporate
margins as the recent surge in energy and commodity prices are primarily supply-driven.
We note that historically a higher PPl have led to faster listed companies' revenue and
earnings growth in China, even during the 2022 Russia Ukraine conflict as shown in the
following charts.

Figure 20: A share non-financials trailing earnings growth

vs PPl YoY vs Brent oil YoY

Correlation =0 63

Correlation = 0.79 ,

Source: Factset, UBS Source: TactSet, UBS

From a sector perspective, the following sectors historically have performed better when
PPl rose:

Upstream sectors, including energy and capital goods, benefit the most as direct
beneficiaries of higher commodity prices;

Export oriented sectors tend to do well with higher PPI - one would imagine that as
global commadity prices rise, all players raise prices and Chinese companies tend
to benefit from the inflationary environment;

Sectors with stronger pricing power, such as shipping companies and consumer
durables, also tend to benefit from higher PPI;

Midstream manufacturing sectors (e.g., chemicals, autos, and tech hardware)
historically saw moderate gains, as they are able to partially pass through cost
inflation.

Semiconductors show little correlation with PPl given their distinct earnings
cyclicality;

Downstream sectors with weaker pricing power, such as food & beverage,
consumer services, and utilities, were typically negatively impacted by rising input
costs. That said, these sectors make up 10% of the CSI 300 index.

Figure 21: A share non-financials trailing earnings growth
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Figure 22: Correlation between sector trailing earnings growth and PPl YoY

Souce. CEIC, FactSet, UBS Note: Monthly data since 2011 is used

Figure 23: Exporters trailing revenue growth vs PPl YoY

Correlation = 0.82
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Source: FactSel, UBS Nole: Companies with »40% overseas revenue exposure are
included {see here lor a detailed list)

Figure 24: Exporters trailing earnings growth vs PPl YoY

Correlation =3 71

Source: FaclSet, UBS Note: Companies wilh >40% overseas revenue exposure are
included

That being said, whether China can sustainably exit deflation remains uncertain. In our
earlier analysis of Japan's reflation episode in 2022 (see here), we highlighted
employment conditions and wage growth as key drivers in Japan’s exit from deflation.
With youth unemployment rate remaining elevated and wage growth moderating in
2H25 (based on A-share listed company data), overall labour market conditions appear
to remain lukewarm which are likely to feed into a weak broad consumption

environment near term.
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Figure 25: China unemployment rate of selected age group
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Source: NBS, UBS

Figure 27: Japan labour participation and youth

unemployment rate
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Source” Bloomberg, UBS Nole: Rellationary perinds during 2010-2012 and 2022-
now are shaded in red and green

Figure 26: A share companies average wage growth

Source: Wind, UBS

Figure 28: Japan Spring wage negotiation (Shuntou)
monthly avg wage increase rate

Source: Bloomberg, LUBS
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How much impact could we see coming
from lock-up expiry?

The Hong Kong IPO market has remained active into 2026, with several large-cap
listings such as Zhipu and MiniMax successfully coming to market earlier this year.
Looking ahead, the value of shares subject to lock-up expiry is expected to rise over the
next two months, reaching a peak of c HK$200bn in July.

Historically we see a meaningful impact from lock-up expiries at an individual stock level:
typically stocks underperform the broader market 3 months out from the lock-up expiry
date by c 25% and then outperform post the expiry date. For the recent IPO's in the last
18 months, the effect is less significant with stocks expecting lock-up expiry having
underperformed 6% (median) vs the HSI in the three months leading up to the lock-up
expiry.

Figure 29: HK IPO share price performance relative to HSI around 1st lock up
expiry date

+3 at coxup expiry = " ZC

Source” FactSet, Bloomberg, UBS Note: History since 2012, simple average is used

For the broader market, there is less of a correlation - the estimated HK$200bn of unlock
in July represents only around 0.4% of total HK market cap, or roughly % of average
daily turnover and would therefor appear manageable.

Figure 30: Estimated monthly amount subject to IPO lock-  Figure 31: HK total market cap and average daily turnover

up expiry
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We provide a detailed schedule of upcoming lock-up expiries in the table below. Notable
stocks expected to see lock-up expiry in the next few months include the
LLM companies Zhipu, Minimax as well as JD Industrials.

Figure 32: Upcoming IPO lockup expiry schedule up to July

Est. amount subject

to lock-up expiry

As % of current
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Source: Bloomberg, UBS
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What to do with HSTECH?

HSTECH is down ¢.10% YTD, significantly underperforming MSCI AC World by 20%
which is trading close to its all time high. We believe the key factors are:

Unfavorable sector mix with internet, auto and consumer making up ¢.70% of
the index, where they are all facing different headwinds YTD, including anti-trust
requlation (against Trip.com), ongoing industry competition and absence of
consumption stimulus,

Investors have become more selective among Al names since 2026, as the
narrative has shifted from software (seen as an Al loser) to hardware (Al enabler).
This has weighed on Chinese internet names amid rising concerns that they could
be displaced by Al agents over the longer term, leading to a sell off alongside with
the U.S. software stocks;

Weak inflows as southbound flows slowing down coupled with elevated capital
raising activities from IPO and secondary offerings;

Significant earnings downgrade (-37%) in the past 12 months primarily driven
by competition among food delivery platforms with the three companies
(Meituan, ID, Alibaba) made up over 70% of the earnings cut;

Foreign investors selling out of EM equities post the Iran conflict began which
would have affected HK equities.

Last month we held the tactical view (see here) that HSTECH could perform well given a
myriad of catalysts coming up in the next 2 months. Many of these catalysts have come
through including:

Launch of the new LLM models from Deepseek and Tencent;
Food delivery competition easing in the quarterly results;

US China leadership summit leading to a potential relaxation of export control on
Al chips;

EV demand to see some upside as oil price stay higher for longer.

With the market not heeding these positive developments, we now think it may take
longer for HSTECH to outperform. Our recent discussions with investors suggest that
their attention is focused around hardware tech, power equipment and other North
Asian names which may have drawn liquidity away from HK internet names.

Figure 33: HSTECH sector weighting mix

Irtermes &A%

Source. FactSet, UBS Source: FactSet, UBS

Figure 34: HSTECH vs US Software
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Figure 35: Recent HSTECH consensus earnings Figure 36: Foreign net inflows into EM equities (ex-China)
performance

™,
I7%
Source. Bloomerbg Source: Bloomberg, UBS
Figure 37: Southbound net inflows by year Figure 38: Quarterly southbound flows vs capital raising

Source” CEIC, UBS Source: Bloomberg, UBS Note: Last data point up to 15 May 2026
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Changes to sector preferences and

model portfolio

We turn neutral on property given the improvement in secondary transaction and

reduction in secondary home listings.

Figure 39: Changes to sector preferences
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Source. UBS

Figure 40: Changes to model portfolio
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Figure 41: Sector valuation

Valuation 2026 YTD

Current P/E or FY26 consensus
Sector P/B* 5Y Average  Standard deviation  Forward PEG earnings growth Retum (%) | Forward Dividend yield
Constiuction 6.8 5.1 — 29 2.8 6% 1% 20%
Truck 153 109 27 08 21% 4.3%
Wind power egquipment 24 127 ze 08 80%
Semiconductor 59.0 352 25 13 58%
Tech hardware 235 17.5 23 15 32% 18%
(Construction materials 171 10.9 [ i 1.9 87% 9%
Aerospace & defense 494 351 [ % | N/A 10% 3%
Power oper ator 163 138 [ 5 ER 0% 7% 3.2%
Telecom 129 99 [ I A NAA -5% 0%
Fnergy 106 80 S V- T 108 27% 14% 5.1%
Iransportation 136 114 14 17 62% 0% 4.1%
Data center* 22 15 I S R 39 144%
Banks* 06 0s S K 17 4% 3% 48%
Shipping EE] 77 1 N/A 1% N 10% &=
Sottware 68.2 58.3 08 16.6 78% TR
Chemicals 158 136 09 NA 95% EE 17%57
Property* 0.7 06 08 N/A -74% 10% 3.0%
Machinery 18.1 16.5 07 0.9 22% 4% 2.5%
(Cras utilities 98 91 0.5 17z 6% 7% 5.4%
Auto parts 178 175 0.1 11 15% 7% 2.3%
(Grid 23.2 229 01 EX:) 14% 17% 2.5%
Consumer hnance 49 47 01 A 1%
Solar supply chain 532 283 01 23 190% 3%
Pharma 230 230 0.0 5.2 21% 4%
Hog™ 24 24 0.0 37 -46% 2.4%
Rasic materials 19 120 -0.1 06 65% 4% 3.5%
Muto retail g8 149 0.1 MA 159%
EV Battery & malenals 211 25.7 -02 0.7 50% 16%
Fucation * 13 15 -02 45 14% 8% 3.0%
Internel (E-commerce) 145 167 -03 a0 1%
Anlne ainpor* 1.8 19 04 1.4 53% 2.8%
Home appliance 110 1.8 04 31 7% 57%
Auto 186 206 -06 19 109% 3% 2.4%
Health care service 288 401 -06 30 86% -1%
Biotech, CRO 329 447 - 06 EX 52% 7%
Turniturne 14 142 - 06 WA 7% -3% 5.4%
Express delivey* 1.6 22 w07 1.0 23% 1M1% 2.8%
Baijiu 186 245 [ - B 36 10% 8% 43%
Medical device 07 254 - 08 a0 22% 9% 2.7%
Personal product 169 214 w09 2.1 7% -10% 3.5%
Pharma retail 165 275 - 08 48 14% ] -13% | 42%
Food & beverage 163 127 08 21 16% -4% 42%
Restaurant 159 237 09 26 13% 1% 37%
Broker 12.1 146 [ 1 1.2 15% 8% 2.8%
Beer 146 236 10 10 23% 0% 42%
Sportswear 126 196 I Vs 15 5% 6% 4.2%
Internel (Media & enlertainment) 129 204 [ & | 1.7 7%
Internet {Online game) 137 166 _ 68 26%
Leisure 150 247 D I 121 -20%
Insur ance 75 9.0 [ A 2.1 -1%

Source. FactSet, UBS
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Valuation Method and Risk Statement

For various stocks across the industries we cover in the Hong Kong and mainland China stock
markets, we use a vaniety of valuation approaches, including DCF models, Gordon growth
model analysis and relative valuation analysis using various multiples such as PE, EV/EBITDA
and P/BV.

We think the risks facing China's equities include a hard landing for the property market, a
capital exodus associated with currency depreciation and slow structural reform progress. In
our view, any government policies that do not adequately address these risks could result in a
shock to the market. For example, an excess of stimulus policies could pose a risk to the
transition from an investment-driven to a consumption-driven economy and increase the
debt of government and state-owned enterprises.
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