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Implication of US rate hike on Chinese equity
markets

Market impact has been mixed historically

While historically US interest rates had a negative correlation with Chinese equities
performance, i.e. a higher USinterest rate tends to lead to worse share price
performance, the relationship is not constant and the overall Chinese equity
performance tends to be driven more by domestic conditions than external rates (e.qg.
2015/16 was impacted by share market deleveraging while 2022 benefitted from re-
opening). A-share market tends to be less impacted vs the H-shares given the latter
tends to be more affected by external fund flows (Figure 6). There seemed to be more
consistency within the sector performances with the domestic focused sectors (i.e.
consumption and internet) tending to outperform during the rate hike cycle. On the
other hand, data centers, biotech and brokers tend to underperform during those
periods. No change to our overall market or sector calls as of yet as our US economists
are not expecting a prolonged rate hike cycle (see Jonathan's note here).

Higher oil price and US rate hike places Chinese equities in a better light
regionally

The higher oil price and US rate hikes do make Chinese equities somewhat more
attractive vs other regions (see Sunil's note here) given: 1) lower reliance on oil for energy
production, 2) foreign fund flows have less impact on A-share markets, 3) consumers are
less impacted by higher oil prices due to increasing EV penetration and controlled price
pass through mechanism. Nevertheless, the overall consumption environment in China
remains lackluster and foreign active positions are already the highest in the last 5 years
which could hamper near term share market performance.

Sector implications from US rate hikes?

We have reviewed the sector experiences in the previous two episodes when the
US started raising official interest rates. Generally speaking, the following sectors tend
to underperform during the rate hike cycles: 1) data centers, 2) CRO and biotech,
3) brokers and select export-oriented sectors such as shipping and wind power
equipment. This does make sense given biotech, CRO's and data centers tend to rely on
US dollar funding while global trade cycle generally tend to be negatively impacted by
higher US interest rates. On the other hand, the sectors that tend to be more resilient
included internet and domestic consumer names, i.e. the more domestically focused
sectors. That said, during the previous rate hike cycles in 2016 and 2022, consumer
names benefited from a strong domestic consumption recovery while is is not the case
this time around.

Preferences remain unchanged

We continue to prefer a barbell strategy. Our preferences in the tech space include
memory, fab and semi-cap equipment. Outside of tech, our preferences include banks,
non-ferrous metals and going abroad stocks. In the near term, rate hike expectations
could hamper some of the going abroad stocks' performances - we would view such
declines as buying opportunities.
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Figure 3: US real and nominal GDP YoY Figure 4: US unemployment rate
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Figure 5: US corporate bond and treasury maturity profile
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Figure 6: Corelation of US 10Y yield with different market

Figure 7: Rolling 2Y correlation of MSCI China and US 10Y
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Figure 8: Index performance during different phases of previous rate hike cycles
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Figure 9: Revenue exposure % in the US by sector
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conducted. See the note here.
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Figure 10: USD/HKD denominated debt as % of market cap by subsector
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Figure 11: Subsector performance relative to MSCI China during different phases of previous rate hike cycles
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Figure 12: Subsector performance ranking in the subsequent four quarters of rate hike cycle
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Figure 13: Subsector performance during the previous rate hike cycles
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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 variety 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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