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Summary

A Beijing's concerns with regards to the Internet sector centres upon three core areas - anti-
competitive/monopolistic behaviour, data security issues, and customer protection. The Chinese government
is complementing new regulatory measures to promote healthier growth of the industry; not to inhibit it

A Uncertainty around regulations have caused US and China internet stocks to part ways since April 2021, with
the CSI Overseas China Internet index dropping 16 per cent whereas its US counterpart — Dow Jones
Internet Composite index — has gained 12 per cent

A The ‘'big four’ Chinese internet players appear more attractive relative to their American peers on a
fundamental basis — for example revenues have grown more quickly than they have for Fang stocks over the
past five years

Removing Ant Financial from the listing queue late last year marked the beginning of what some would call a regulatory
tightening cycle of the Chinese tech/internet industry. Since then, a continuous series of punitive measures on internet
companies, culminating in the recent deplatforming of Didi, have dented investors’ confidence in the big internet
companies, and their anxiety has been manifested in recent stock price movements. Investors now take a magnifying
glass to examine every bit of negative news flow relating to companies in the sector. Not to say that a magnifying glass
is not a useful tool at times, but it is equally important to look farther out with a telescope to get the full picture. We still
see an optimistic future for the Chinese internet industry as a whole.

What is Beijing concerned about?

After a series of punitive actions against its homegrown Figure 1 : The three main objectives of Chinese internet regulation
internet companies, it is becoming clearer by the day that
Beijing’s concerns with regards to the sector centre upon
three core areas — anti-competitive/monopolistic behaviour,
data security issues, and customer protection. The
government is well aware of the harm anti-competitive
practices of industry giants could bring upon the sector,
inhibiting innovation and eroding customer satisfaction. By
enacting the right measures to counter such conduct, it aims
to promote healthy development of the sector. These internet
companies have also amassed a huge trove of data relating
to the behaviours of the Chinese population. Potential
abusive uses of data or having data fall into the wrong hands
is also a major point of concern. Tied to the two points
above, the government is ultimately keen to protect
customers from over-reaching actions and wrongdoings
committed by these industry players. Source: HSBC Asset Management, as of July 2021
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Figure 2: US vs China internet sector performances How investors have reacted?
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Source: Bloomberg, data as of June 2021

Long-term prospects grounded in fundamentals

In the short term, uncertainty arising from Beijing’s increased regulatory scrutiny over its own tech giants might weigh
down on the sector’s performance. But investors seem to have overlooked the fact that stricter internet regulation is a
global trend and by no means exclusively a Beijing phenomenon. Looking across the Pacific Ocean to the only other
nation in the world with mega-sized internet companies, President Biden also signed an executive order in early July that
addresses anti-competitive conduct in the internet industry. While we are comparing the digital sectors of these two
countries, perhaps it is worth mentioning that the main Chinese players appear more attractive relative to their American
peers on a fundamental basis — for example revenues have grown more quickly than they have for Fang stocks over the
past five years, as seen in figure 3 below. And from a valuation perspective, the median 5.4 times enterprise value to sales
ratio of the Chinese 'big four’ is more attractive than the Fang’s 7.9 times.

Some might question: will the growth of revenue continue in the long run? The relevant economic indicators suggest that
they will. For example, total retail sales in mainland China have been on a steady upward trajectory over the past few
years and even the pandemic has not managed to buck that trend in 2020 (see figure 4). We would expect this trend to
continue for the simple fact that other north Asian economies that have followed similar economic development models
(that is, Japan, South Korea and Taiwan) are currently about three to four times richer than mainland China on a GDP per
capita basis. There is still a lot of room to grow before that gap is closed. Moreover, the percentage of Chinese retail sales
that are online, despite having risen sharply in recent years, are still only at 30 per cent. Therefore, taking the long-term
view, we believe the sector’s profit drivers are still very much intact. Finally, it is worth reminding ourselves that the
Chinese government is contemplating new regulatory measures to promote healthier growth of the industry; not to inhibit
it. It would be wrong-headed to mistake a speed bump for a brick wall.

Figure 3: US vs China: revenue trends of big internet firms Figure 4: China’s total vs online retail sales
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Source: HSBC Asset Management, Bloomberg, data as of July 2021 Source: Bloomberg, data as of July 2021

Note: China big four consists of Tencent, Alibaba, Meituan, JD.com; US big four
consists of Facebook, Amazon, Netflix, Google
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Fixed income

Government bond yields

government yield curve widened by around eight

2-year 2.64 2.58 and ten basis points respectively in June. The belly
remained relatively constant. The increase in short
S-year 2.91 2.90 end yields was likely due to an anticipation of
policy tightening, which was abated after the
11572 3.08 SR reserve requirement ratio was lowered in early July.
30-year 3.66 3.56

Reflation trades have driven a sharp rise in long-
Source: Bloomberg, data as of July 2021 end US treasury yields in the first quarter of 2021,
triggering a sell off in government debt globally.
But treasury yields have come back down
considerably as fear of inflation subsides.

Corporate bond spreads by rating
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Rating / Grade 30 Jun 31 May tightened as investors flocked to safety on

AAA 62 70 concerns around heightened volatility in the high
yield space.

Onshore
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While spreads of lower grade bonds were stable in
AA- 370 370 the onshore markets, offshore high yield spreads
widened by almost 200 basis points as uncertainty

U INTEAETE O 171 152 increases around the property sector, especially
High vield 1,000 825 companies that have violated the "three red lines”
of financial health laid down by the government for
Source: Bloomberg, ChinaBond, Bank of America Merrill Lynch, data as of July 2021 the sector.
Note: The onshore bond data are based on ChinaBond indices; the offshore bond data are
based on ICE BofA Merrill Lynch Asian Dollar indices.
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government bond yield has widened by fifteen
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3.0 200 per cent.
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Source: Bloomberg, Markit data as of July 2021.
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Onshore and offshore performances

| index | Currenoy | June return (4

Shanghai Shenzhen CSI 300 Index CNY -1.5
Hang Seng Index HKD -0.7
MSCI China A Onshore Index usD -1.8
MSCI China Index usSD 0.1

Source: Bloomberg, as of July 2021. For illustrative purpose only.

MSCI China dollar returns — breakdown by sector

| Seotor | Junrotum (%) | VTD return (4

Consumer Discretionary 6.3 -2.9
Energy 55 30.0
Health Care 2.9 24.6
Information Technology 2.0 -4.2
Industrials 0.7 14.6
Utilities 0.4 12.0
Communication Services -3.7 2.7
Real Estate -6.6 -2.1
Financials -6.8 0.3
Consumer Staples -6.6 -5.1
Materials -6.9 9.1

Source: Bloomberg, as of July 2021. For illustrative purpose only.
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Onshore stocks experienced a modest decline
during the month, with the negative performance
owing mostly to banks, insurance companies, and
breweries. The financial sector also did relatively
poorly in the offshore market, but overall market
performance was balanced out by select
outperformers in the tech industry.

In terms of sector performances, energy now leads
the pack in year to date return, benefiting from
increasing crude oil prices so far this year. The top
June performer — consumer discretionary — rose on
the back of a rally in the auto sector.

On the other hand, consumer staples and
information technology have continued to record
relatively poor performances relative to other
sectors, not having recovered since the post-
Chinese New Year sell off.
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Source: Bloomberg, HSBC Global Asset Management, as of 30 June 2021. Total return in local currency terms.

The views and opinions expressed herein are subject to change at any time. Investment

With the stock rally last year, China’s price to earnings
ratios have advanced to around 17 times for both onshore
and offshore equities, still significantly lower than S&P
500's 22 times.
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