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Asia Matters is a series of papers from the
Lazard Asia ex-Japan Equity Team that looks
at the major investment, economic, and political trends unfolding in the region. ‘Risk and
Opportunity in a Changing China’ is the first
in the series, it contains our perspectives on
local markets and companies after our extensive travel throughout China. We explore
several investment themes— the corruption
crackdown, mass consumption, the stimulation of the services sector—and why they are
important for investors.
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China Today
It is no secret that China’s economy is undergoing change; however,
few may be aware exactly how quickly this change has descended
and how it has changed the Chinese business environment and
consumer behavior.
We have been impressed by the change that is sweeping the country,
which is evident from every successive visit we make. We are based in
Singapore and we regularly visit mainland China to better understand
the investment trends unfolding in the country. This year the team has
visited more than 10 cities in China, including Beijing, Zhengzhou,
Xian, Chengdu, Chongqing, Shenzhen, Zhuhai, Hengqin, and
Macau. We have been to manufacturing facilities, sales points,
construction sites, casinos, health-care facilities, a shale-gas block, a
modern farm, and a distillery, and met with the management of both
listed and unlisted companies.
This paper discusses our latest thinking on the transformation of
China. We are seeing that the institutions and companies of “Old
China” are under pressure, while the vibrancy of “New China” is just
emerging. Specifically, we believe that:
• The corruption crackdown is real and is weighing on
luxury spending;
• The mass consumption phase is gaining momentum, with the
spectacular growth in online marketplaces overwhelming traditional
“bricks and mortar” retailers;
• The key infrastructure in China is largely built. The end of the
country’s construction phase, coupled with rising industrial
automation, makes under-developed services sector the key to
government’s growth and employment targets.
• These changes are creating opportunities and risks for investors. The
transition will be painful for some sectors and for those who can’t
adapt, but for others, exciting new growth areas are emerging.

Corruption Crackdown is Real and is
Changing Behavior
China’s corruption crackdown has been viewed with justified skepticism from outside observers. Past leadership regimes in China have
claimed to push an anti-corruption agenda, yet evidence of this occurring in practice had been limited. But recent cases appear to show
that President Xi Jinping is resolute about tackling corruption among
public officials, even at the highest levels.
The anti-corruption campaign is more serious than we originally
thought, and far more pervasive in both scope and scale. It is changing
consumption behavior, particularly at the premium end as both gifts
and ostentatious individual consumption comes under greater scrutiny. The impact is clearly visible on companies selling premium goods
and services.
For example, sales of premium gifts sets for Shenzhen-listed confectionery maker, Haoxiangni Jujube Company, are down 50%
year-on-year. In response, the company has introduced new packaging
and sub-brands at lower price points and is beginning to distribute
through mass channels such as supermarkets. It is a similar story
with super-premium brands of a local alcoholic drink, baiju. Sichuan
Swellfun, a Shanghai-listed company that makes super premium baiju,
saw revenue decline 80% in the first quarter of 2014 (see Exhibit 1),
forcing it to reduce prices and introduce lower-end products.
The impact is plain to see in China. Beijing’s high-end department
stores are virtually empty during peak shopping hours. Hong Konglisted Prada’s first quarter 2014 sales recorded a decline for the first
time since their 2011 IPO. Meanwhile, Poly Culture Group, an art
auction house listed in Hong Kong has seen auction volumes drop
significantly since the highs in 2011 (see Exhibit 2).
The impact has spread beyond mainland China. Premium retail in
Hong Kong is suffering too. Sales of luxury items such as jewelry and
watches—a segment that has previously been largely driven by mainland Chinese visitors—were down 40% in April.

Locations Where the Singapore Team Has Visited
Exhibit 1
Premium Baiju in Decline—Sichuan Swellfun Revenue
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Exhibit 2
Premium Spending Down—China Art Auction Market
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While there are multiple factors contributing to this fall in premiumend spending, the companies that we have met in China have singled
out the ongoing corruption crackdown.

Mass Consumption is a Powerful Trend
On the other hand, consumption is definitively expanding in the
mass market segment, which was a recurring theme during our meetings in China.
Historically, investment and exports have been the primary drivers
of the Chinese economy, with consumption a laggard. However, we
believe that order is set to reverse in the future. Consumption will
hold the key to the Chinese economy, and understanding the drivers
and trends will be crucial for investment success.
In China, we have seen ample evidence that the mass-consumption
phase is gaining momentum, and we are encouraged by it. Margins are
inevitably lower at the mass or affluent-mass end of the market, but

its size is considerably larger than the premium end, meaning overall
profits have the potential to be higher.
Mass consumer preferences have also shifted a trend that is more
visible in the consumer services segment. They seem to be willing to
pay a premium for quality, and seem to appreciate localization and
improvisation.
Private healthcare is an interesting example of a premium service that
is in strong demand. The public system is now overcrowded and has
low quality service. Those who can afford it are migrating to the private
system (Exhibit 3).
Private health-care provider, iKANG Healthcare Group told us
that there is an exponentially increasing trend in voluntary healthchecks. Not only were a rising number of corporations offering it as
a benefit for their employees, but individuals were seeking it on their
own too.
The rise of the Chinese consumer is most obvious in e-commerce
trends. China is now the number one e-commerce market in the world,
both in terms of value and reach. In 2013 alone, online retail gross
transaction value was US$304 billion (compared to US$263 billion of
the United States) and that is expected to grow to US$500 billion by
2015. eCommerce in China constitutes about 7.9% of all purchases,

Exhibit 3
From Public to Private—Growth in Chinese Private Hospitals
The number of public hospitals is trending down while the number of private hospitals is on the rise (at 45% of total hospitals by end of September 2013)
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higher than many developed markets. China Singles’ Day (November
11) saw Alibaba’s online market places Taobao and Tmall sales soar to
US$5.8 billion over a 24-hour period.
High internet usage is a key driver of e-commerce trends—there are
620 million internet users with 300 million of them spending money
online. Chinese users spend more time online than in other markets
because the traditional media is so tightly controlled. Online payment channels are already well entrenched due to popularity of online
games. In many ways, Chinese consumers have leapfrogged other markets in terms of moving online. The online market is a better buying
experience for the Chinese, it is convenient, there is more variety, and
it is cheaper because physical retail space is not required.
Infrastructure is a key enabler of online markets, and while not
world-class yet, it continues to develop rapidly both in terms of
quality and reach. As such, this area represents an indirect investment
play on the e-commerce theme. This can potentially benefit both
domestic and international retailers with market penetration in
China. Delivery times are shortening all the time, which makes
online markets far more attractive for consumers.
On the other hand, offline retail infrastructure is relatively underdeveloped in lower tier cities. We believe that online sales has considerably
greater potential in China, particularly with exploding smartphone
penetration and social media integration. Challenges from payment
frauds and proliferation of counterfeit products do exist, but overall
we see online purchases being a key driver of mass consumption into
the future.
The Chinese consumer will drive growth over the long term. China’s
real consumption is 37% of GDP, which is still low compared
to more than 60% seen in developed world. Disposable income
continues to grow and huge numbers of people are moving into
higher economic classes (see Exhibit 4). We believe consumption
trends are backed by improving fundamentals. In China, progress is
visible. It is difficult not to be enthusiastic about what opportunities
that might bring.

Excess Capacity
China has high-quality roads, modern airports, and new and spacious
railway stations. China’s high-speed rail network will link major cities
by 2015 and all medium cities by 2020. All this is hugely positive for
long-term core economic efficiency and productivity. However, in the
short term it means that the growth boost that came from infrastructure investment is disappearing. Moreover, those sectors such as steel,
cement, and building equipment that have ridden on the back of this
infrastructure investment now have considerable excess capacity.
The overcapacity is starkly visible across most segments of capital equipment makers in China, be it factories making machinery for power
generation, mining, construction, cement, and fertilizer plants. Lowcapacity utilization is a recurrent theme in our meetings in this sector.
This is now having a real impact. The chart above shows the producer
price index (PPI) of heavy industry, which is suffering from chronic
deflation since 2012 (see Exhibit 5).
The China excavator market, the most representative construction
machinery product in China, clearly shows the overcapacity issues in
China (see Exhibit 6).
Exhibit 5
Excess Capacity-Deflation in Heavy Industry
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Exhibit 4
Chinese Consumer Moving up the Classes-Income per
Household

Exhibit 6
Excess Capacity in Construction
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Case Study: Macau Gaming
Macau is the largest gaming market in the world, with its 2013
gross gaming revenue of US$45.2 billion easily dwarfing the
US$6.5 billion generated in second-placed Las Vegas. The Macau
gaming market is distinctly segmented between premium (commonly referred to as “VIP”) and mass. VIP gamers are brought
in by intermediaries (called “junket operators”) who also provide
them with credit. The average bet size in the VIP segment is
considerably higher. But the casinos make only a 8%–10% margin
on VIPs, as the junket operators claim a lion’s share of the takings.
On the other hand, the mass segment comprises walk-in customers who play with cash. The bet sizes are much smaller but the
casino margins can be in excess of 30% due to the absence of
intermediaries. Consequently, on a combined basis for all Macau
operators, the VIP gamers contributed 70% of the gross gaming
revenue in 2013, but only 40% of their EBITDA.
In line with the consumption trend seen elsewhere in the country over the last two years, mass revenue has grown much faster
than the VIP revenue. The VIP segment has been impacted by
anti-corruption measures, the broader liquidity squeeze in China,
and rumored problems at a couple of junket operators. The mass
segment, on the contrary, seems to be on a secular growth path,
as disposable incomes rise and driving a culture of vacations and
leisure travel. The individual spend per visitor is also boosted by
rising disposable income.
The Chinese government is investing heavily in Macau. Multiple
transportation links with the mainland city of Zhuhai in China’s
Guangdong’s province, and Hong Kong are in different stages
of completion. Particularly noteworthy is the US$11 billion,
Hong Kong-Zhuhai-Macau Bridge Project that consists of a
series of bridges, tunnels and cable-stayed sections totaling 50
km in length. This will be supported by additional immigration
check-points and process improvements to reduce clearance
time. Once operational in 2016, this will reduce road travel time
between Hong Kong and Zhuhai or Macau to a mere 40 minutes
from the current four-and-a-half hours.
The government has also been developing Hengqin, a section of
the Zhuhai city that is roughly three times the size of Macau. It

has been designated a special economic district called Hengqin
New Area. Hengqin is being developed as a family entertainment
zone, and as a convention and resort destination.

Investment Implications
Concerns are expressed about regulation or political risks
compromising the viability of Macau’s gaming industry. We
do not believe there is any risk of that happening. For one, the
significant investment in transportation and civil infrastructure
underscores the Chinese government’s solid commitment
towards Macau and its gaming industry. Secondly, if not Macau,
the gamers can easily travel to another Asian destination. 40%
of the gaming revenues are claimed by the government in the
form of taxes. So, there is every incentive for the government to
encourage Chinese gamers to stay within the home territory.
On the contrary, we believe that government measures to
improve transparency and curb malpractices will actually benefit
the industry in the long-term. Similarly, the weakness of the VIP
segment, in large part due to the anti-corruption drive on the
mainland, is actually a huge blessing in disguise for casino operators. It is facilitating a natural transition of their customer-mix,
the mass segment, which is intermediary-free, and both more
profitable and more sustainable in the longer-term. In summary,
we are convinced of the Macau story, and believe that any stockprice weakness from short-term noise represents an attractive
investment opportunity.

Exhibit: Higher Profitability in Mass Segment-Macau EBITDA and Gaming Revenue Composition
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Services Sector to Drive Employment
Growth
Away from infrastructure and heavy industry, however, investment in
consumption-oriented manufacturing facilities continues at a healthy
clip. Remarkably, automation is a key feature of such expansions.
Factories in China have undergone dramatic upgrades; they appear
more sophisticated and automated each time we visit the country. It is
not difficult to fathom why—as wages have continued to rise and the
supply of semi-skilled labor no longer seems inexhaustible, manufacturers are acutely focused on enhancing productivity and moving up
the value chain.
As an example, the factory of Haoxiangni Jujube that we recently
visited has a sophisticated automated process for de-seeding and packing jujube fruits. A factory of Tingyi also produces 300,000 beverage
bottles a day in a largely automated process.
These examples point to a wider trend towards automation that in turn,
has massive implications for the trajectory of the Chinese economy. In
our view, it means that investment-led economic growth is no longer an
effective tool to generate employment, i.e., each dollar of capital investment will create fewer jobs today than it did 10 or 20 years ago. The
only solution to this employment problem is to stimulate consumption,
particularly that of services, which are more labor-intensive.
The share of services in Chinese GDP is extraordinarily low when
compared with developed economies and even against other large
emerging economies (see Exhibit 7). To sustain China’s next phase of
growth, we believe this must change.

Energy
Finally, energy is one natural resource where Chinese demand growth
continues to be strong. While the country has abundant coal reserves,
they are of low quality and thus highly polluting. As air pollution
becomes more serious, the nation’s quest for cleaner alternatives has
assumed greater urgency. Non-conventional sources such as wind,
hydro, and solar energy can at best fulfill a tertiary role. Natural gas
is a commercially viable clean-burning fuel but it is in short-supply
domestically, and substituting coal with it raises concerns about energy
security. Thus, under the aegis of state-owned energy companies such
as Petrochina and Sinopec considerable effort is being made to develop
technologies to extract shale-gas and convert coal to gas. We have visited Sinopec’s shale-gas block near Chongqing, that visit confirmed to
us that these efforts are, more serious than ever before.

Exhibit 7
Services Lagging in China
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What Does it Mean for Investors?
Our travels in China have confirmed our view that China is a
market where there will be divergent fortunes over the coming years.
The ongoing corruption crackdown is hurting spending at the premium end, but the growth in mass consumption is a more pervasive
and secular trend. Therefore, we believe companies that can position
themselves well in the mass segment of the market should be
more successful.
The Chinese consumer is also increasingly moving online, so companies that have a strong online presence or those that benefit indirectly
from this trend are attractive investment candidates, in our view, over
the medium term. The indirect beneficiaries are as varied as logistics
operators, payment facilitators, social networking sites, and a wide
spectrum of technology companies from mobile-security software
providers to app-makers and mobile chip-designers to the local-brand
handset makers.
China already boasts world-class infrastructure. This augurs well
from a social perspective, and enhances economic productivity and
efficiency. On the other hand, it also means that any further infrastructure build-out will be marginal, thus increasing our conviction
that China’s investment-led growth model simply cannot be sustained.
This structural change bodes negatively for industries such as steel and
cement whose fortunes were closely linked to the infrastructure boom.
The resultant deflationary reverberations are being felt even outside
China as it evolves from an importer to a potential net exporter in
several materials and resources-oriented industries.
Broadly speaking, we are wary of mainstream industrials and machinery names in China. Instead, given the national agenda to promote
both consumption and indigenous production of clean energy, a
number of natural gas plays, both in the upstream (equipment and
services) and downstream (distribution) segments of the value chain,
appear well-positioned.
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China has had many years of double digit growth but this growth
rate is slowing. The expectations have been revised down to around
7% growth going forward. While 7% is still a healthy rate, a slowing
of growth of that magnitude will result in some pain. The centrally
planned economy gives Chinese authorities more flexibility but this
system has pitfalls as well. These pitfalls are most obvious in the financial sector, where the large publicly listed but government-controlled
banks play a highly visible role in executing the government’s economic agenda. The risk is that as China transitions, at various points
in time, the government’s expectations of the banks may diverge from
the interests of the minority investors. The apparatus of the Chinese
Government will be acting in their own political or wider social
interest, this is not always going to be in the interests of maximizing
shareholder value.
At this point, we must stress that our investment process seeks out
companies that the market is mispricing. We believe that the market
extrapolates both positive and negative developments affecting the
short-term prospects of a company into the longer term. When the
perceived value of a company cannot be justified by fundamentals, an
over- or under-estimation of the company’s intrinsic value occurs. We
seek to exploit this anomaly by comparing assumptions implied by the
company’s current market value with our own expectations. This helps
us find attractive entry points for stocks where the market is underestimating long-term earnings potential, and avoid those where it is being
over-estimated.

We believe that private health-care providers offer an example of the
latter set, many of whom appear overly expensive to us, even accounting for the robust growth prospects in that sector. On the other hand,
in sectors with well-documented structural challenges, even some of
the well-managed market leaders with sustainable profitability may
have been sold down to an unjustifiable extent. That said, we continue
to see greater opportunities in stocks that will be well placed for the
next phase of the Chinese economy.
We are enthusiastic about the historic transformation occurring in
China. However, the transition journey will be neither easy nor painless. It will exacerbate investment risks, and those investors who do not
adjust their strategy for the changing environment will likely suffer.
We are optimistic that new opportunities are emerging for investors.
Yet there will be clear winners and losers in the coming years. Based
on our experience, local insight and a fundamental understanding
of companies will be crucial to long term success of investing in a
changing China.
China makes up around one quarter of the MSCI Asia ex-Japan
Index, meaning the fortunes of China and the wider region are
closely tied. It is also true that to achieve success in an Asia ex-Japan
portfolio you must understand and benefit from the changes that
are occurring in China.

Important Information
Published on 22 January 2015.
Information and opinions presented have been obtained or derived from sources believed by Lazard to be reliable. Lazard makes no representation as to their accuracy or completeness. All opinions expressed herein are as of 28 August 2014 and are subject to change.
This document expresses the views of Lazard Asset Management as of the date indicated and such views are subject to change without notice. Lazard Asset Management has no duty or obligation to update the information contained herein. Further, the Lazard Asset Management group makes no representation, and it should not be assumed, that past investment performance is an
indication of future results. Moreover, wherever there is the potential for profit there is also the possibility of loss.
This document and the information contained herein are for educational and informational purposes only and do not constitute and should not be construed as an offering of financial advisory services or fund management services or an invitation, inducement or offer to sell or solicitation of an offer to buy any securities or related financial instruments or an offer or invitation to enter into
any portfolio management mandate with any member of the Lazard Asset Management group. Certain information contained herein concerning economic trends and performance is based on
or derived from information provided by independent third-party sources. Lazard Asset Management cannot guarantee the accuracy of such information and has not independently verified the
accuracy or completeness of such information or the assumptions on which such information is based.
This document, including the information contained herein, may not be copied, reproduced, republished or posted in whole or in part, in any form without the prior written consent of Lazard
Asset Management.
This material is for informational purposes only. It is not intended to, and does not constitute financial advice, fund management services, an offer of financial products or to enter into any
contract or investment agreement in respect of any product offered by Lazard Asset Management and shall not be considered as an offer or solicitation with respect to any product, security, or
service in any jurisdiction or in any circumstances in which such offer or solicitation is unlawful or unauthorized or otherwise restricted or prohibited.
Australia: FOR WHOLESALE INVESTORS ONLY. Issued by Lazard Asset Management Pacific Co., ABN 13 064 523 619, AFS License 238432, Level 39 Gateway, 1 Macquarie Place, Sydney
NSW 2000. Dubai: Issued and approved by Lazard Gulf Limited, Gate Village 1, Level 2, Dubai International Financial Centre, PO Box 506644, Dubai, United Arab Emirates. Registered in Dubai
International Financial Centre 0467. Authorised and regulated by the Dubai Financial Services Authority to deal with Professional Clients only. Germany: Issued by Lazard Asset Management
(Deutschland) GmbH, Neue Mainzer Strasse 75, D-60311 Frankfurt am Main. Hong Kong: Issued by Lazard Asset Management (Hong Kong) Limited (AQZ743), Unit 30, Level 8, Two
Exchange Square, 8 Connaught Place, Central, Hong Kong. Lazard Asset Management (Hong Kong) Limited is a corporation licensed by the Hong Kong Securities and Futures Commission
to conduct Type 1 (dealing in securities) and Type 4 (advising on securities) regulated activities. This document is only for “professional investors” as defined under the Hong Kong Securities
and Futures Ordinance (Cap. 571 of the Laws of Hong Kong) and its subsidiary legislation and may not be distributed or otherwise made available to any other person. Japan: Issued by
Lazard Japan Asset Management K.K., ATT Annex 7th Floor, 2-11-7 Akasaka, Minato-ku, Tokyo 107-0052. Korea: Issued by Lazard Korea Asset Management Co. Ltd., 10F Seoul Finance
Center, 136 Sejong-daero, Jung-gu, Seoul, 100-768. Singapore: Issued by Lazard Asset Management (Singapore) Pte. Ltd., 1 Raffles Place, #15-02 One Raffles Place Tower 1, Singapore
048616. Company Registration Number 201135005W. This document is for “institutional investors” or “accredited investors” as defined under the Securities and Futures Act, Chapter 289 of
Singapore and may not be distributed to any other person. United Kingdom: FOR PROFESSIONAL INVESTORS ONLY. Issued by Lazard Asset Management Ltd., 50 Stratton Street, London
W1J 8LL. Registered in England Number 525667. Authorised and regulated by the Financial Conduct Authority (FCA). United States: Issued by Lazard Asset Management LLC, 30 Rockefeller
Plaza, New York, NY 10112.
LR24784

