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Buy for a spring bounce
China Equity Strategy

e We recommend a trading buy of China equities, based on seasonality China Strategy

(NBS PMIs have typically been significantly higher in March and April
than in the other 10 months over the past nine years) and all-time low
valuations (12-month forward P/E of 8x). We expect a 15-20% market
rebound (implied 10x of P/E) in the coming weeks, once growth
stabilizes and the market’s focus switches to structural reforms during
the “two sessions” (NPC and CPPCC) in March.

e We recommend two stock screens for different risk appetites and
investment horizons: (1) thematic/quality stocks—with the NPC and
CPPCC conferences less than one month away, we expect the New
China themes (healthcare, clean energy, environmental protection, e-
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commerce and Internet) to regain momentum after a 10% correction
since the peak; and (2) severely corrected stocks (mainly Chinese
banks), on the back of tough valuations, high dividend yields and high
ROE. Please see Table 2 and Table 3. Our top picks are Ping An
Insurance (OW), Sino Biopharm (OW), Longyuan Power (OW), PE PB ROE
Vipshop (OW) and Tencent (OW). Code 10 [0 (%

Ping An Ins. 2318 104 18 173
Sino Biopharm 177 23.6 5.2 23.9
Longyuan Pwr 916 154 1.8 12.0
Vipshop VIPS 478 425 61.8
Tencent 700 311 9.8 39.1

Table 1: J.P. Morgan top picks

e The biggest risks to China equities in the next one to two months are
repeated liquidity tensions and market volatility. There are no quick
solutions, as the Chinese economy is highly leveraged and very sensitive
to changes in liquidity supply and demand. In our view, the only way to
lower interest rates (and thus ease liquidity) is to suppress demand
through de-capacity or deleveraging. However, these measures pose the
risks of a hard landing and widespread unemployment (which are
politically unacceptable) and of system contagion/capital outflows.

Source: Bloomberg, J.P. Morgan estimates.

Figure 1: China manufacturing PMI seasonality
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Price Market cap 3m ADT P/E (x) Div yield P/B (x) ROE (%) JPM Pot. up/

Ticker Rating Analyst 2/712014 (HK$ B) (HK$ M) FY13E FY14E FY14E FY14E FY14E PT downside %
China Mengniu 2319 HK ow Ebru Sener 36.8 68 195 35.6 26.1 0.6 34 13.8 38.1 35
Wynn Macau 1128 HK ow Kenneth Fong 34.1 177 243 232 19.5 4.4 16.9 95.8 420 232
Sino Biopharm 1177 HK ow Sean Wu 6.4 32 99 28.5 236 15 5.2 239 6.6 31
China Pacific Insurance 2601 HK ow MW Kim 26.8 74 301 18.8 15.7 21 1.7 111 320 19.4
Ping An Insurance 2318 HK ow MW Kim 60.8 190 1179 13.2 10.4 1.1 1.8 17.3 84.0 38.2
China Qilfield Services 2883 HK ow Scott Darling 20.8 38 236 11.9 10.3 29 1.9 20.3 240 15.7
China Ptl. & Chm 386 HK ow Scott Darling 5.8 149 712 7.5 6.9 5.9 0.9 13.2 7.5 284
ENN Energy 2688 HK ow Boris Kan 50.8 55 168 234 19.0 1.3 3.6 204 51.0 0.5
Longyuan Power 916 HK ow Boris Kan 9.7 32 127 19.7 15.4 1.3 1.8 12.0 9.8 0.9
PetroChina 857 HK ow Scott Darling 7.6 159 687 9.8 8.8 5.1 0.9 10.7 11.0 457
COLI 688 HK ow Ryan Li 204 166 448 74 7.2 2.8 1.3 20.2 27.0 327
Shimao 813 HK ow Ryan Li 16.5 57 108 6.9 5.8 54 0.9 17.5 240 456
Tencent 700 HK ow Alex Yao 524.5 978 2233 48.7 311 0.2 9.8 39.1 580.0 10.6
Vipshop VIPS US ow Alex Yao 103.5 45 698 106.5 478 0.0 425 61.8 88.0 -15.0
Anhui Conch Cement 914 HK ow Daniel Kang 30.8 40 389 15.0 11.3 1.8 21 19.6 35.0 13.6
China State Construction 3311 HK ow Leon Chik 13.6 53 59 19.4 13.6 2.2 2.9 232 19.0 39.7
Source: MSCI, Bloomberg, J.P. Morgan estimates. Share price in US$ for Vipshop. *For selection criteria, please refer to the China key trades section in Tilting Toward New China, Yu, et al., 23 January 2014.
Table 3: Severely corrected stocks*

Price Market cap 3m ADT P/E (x) Div yield P/B (x) ROE (%) JPM Pot. up/

Ticker Rating Analyst 2/712014 (HK$ B) (HK$ M) FY13E FY14E FY14E FY14E FY14E PT downside %
China Minsheng 1988 HK uw Katherine Lei 7.6 44 418 4.1 38 5.2 0.7 19.9 7.5 0.7
Chongqing Rural Bank 3618 HK N Katherine Lei 33 8 53 4.0 3.6 8.2 0.6 17.0 3.6 9.8
China Citic Bank 998 HK uw Katherine Lei 37 56 131 4.0 3.6 6.9 0.5 15.8 3.6 -3.5
China Merchants Bank 3968 HK ow Katherine Lei 13.6 63 3n 4.8 4.8 6.2 0.9 19.7 16.4 204
Bank of Comm 3328 HK uw Katherine Lei 5.0 173 132 4.6 45 45 0.6 14.5 49 -1.0
Guangzhou R&F 2777 HK ow Ryan Li 10.2 10 60 4.6 4.3 8.7 0.8 19.0 14.5 416

Source: MSCI, Bloomberg, J.P. Morgan estimates. *Selection criteria are MSCI China constituents with a share price decline of >20% in the last 12 months, 2014E P/E <5x, 2014E P/B <1x and 2014E DY >4.5%.
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“Be greedy when others are fearful and fearful when
others are greedy” — Warren Buffett

Why China is a trading buy now?

We recommend a trading buy of China equities, based on
seasonality and all-time low valuations. The NBS
manufacturing PMI seasonality chart (Figure 1) shows
that NBS PMIs have typically been significantly higher
in March and April than in the other 10 months over the
past nine years. In addition, Chinese equities are trading
at their all-time low, with a 12-month forward P/E of 8x.
We expect a 15-20% market rebound (implied 10x of
P/E) in the coming weeks, once growth stabilizes due to
seasonality and the market’s focus switches to structural
reforms during the “two sessions” (NPC and CPPCC) in
March. After the March meetings, we expect the once-a-
decade political power transition to end smoothly. Newly
elected local government officers should start to
implement or execute the economic adjustments under
the strongly empowered leadership of President XiJing
Ping and Premier Li Keqiang.

We recommend two stock lists for different risk appetites
and investment horizons: (1) thematic/quality stocks
(please see Table 2)—with the NPC and CPPCC
conferences less than one month away, we expect the
New China themes (healthcare, clean energy,
environmental protection, e-commerce and Internet) to
regain momentum; and (2) severely corrected stocks
(mainly Chinese banks), on the back of tough valuations,
high dividend yields and high ROE (please see Table 3).
This is in line with our banking analyst’s view (see China
Banks - Out of the frying pan, but not into the fire...YET,
Lei, et al., 9 February 2014).

Figure 4: Performance of New China, Old China and MXCN
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Figure 2: MSCI China 12-month forward P/E
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Source: MSCI, IBES, DataStream, J.P. Morgan.

Figure 3: China manufacturing PMI
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Source: NBC, Markit, J.P. Morgan economics.
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Source: DataStream, J.P. Morgan. New China includes healthcare, insurance, environmental protection and brokers. Old China includes banks, coals, materials, industrial machinery, construction

equipment and power producers. Base = 100 as of 2 December 2013 (MXCN'’s peak in 2013).
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The biggest risks to China equities in the next one to two
months are repeated liquidity tensions and market
volatility. Domestic liquidity likely represents the biggest
uncertainty to the broader economy and capital markets.
With a 200% debt-to-GDP ratio and Rmb46.7tn in non-
bank financing (for details, please see To default or not
to default: shadow banking in China, Zhu, et al., 31
January 2014), China’s economy is very sensitive to
changes in the liquidity environment.

In order the cope with the repeated liquidity tension in
the domestic financial system, what China needs is
deleveraging, in our view. However, this is very
challenging for the new government. So far, the Chinese
economy appears to feature a bad mix of growth slowing
and interest rates creeping up. A better macro scenario
(growth slowing and interest rates coming down) can
emerge only when deleveraging starts, in our view.
However, given the political agenda to maintain a 7%
growth floor, we expect the overall credit-to-GDP ratio
to continue to rise. In particular, our China economist
expects total social financing (TSF) growth to slow from
17.8% in 2013 to 16.2% in 2014, still much higher than
nominal GDP growth. (For details, please read Greater
China Quarterly Issues - The path to rebalancing, Zhu,
et al., 24 January 2014).

To manage domestic liquidity, Chinese authorities face in
a dilemma. On the supply side, they cannot do much. A
fast-growing debt-to-GDP ratio and overcapacity are the
curses of further easing of liquidity, even though
inflation is under control. What the PBoC can do is be
more innovative in terms of policy toolkits to control
market volatility. On the demand side, liquidity demand
comes mainly from incremental growth demand (real
GDP growth still exceeds 7% per annum) and the need to
refinance and roll over outstanding debts. In our view,
the only way to lower China’s interest rates is to suppress
the demand for capital through either de-capacity or
deleveraging. The problem is that broad-based de-
capacity risks a hard landing and widespread
unemployment, which are politically unacceptable. On
the other hand, imminent deleveraging risks contagion in
the financial system, potentially even causing capital
outflows. The resolution of the recent near-default of
China Credit Trust (CCT) products suggests that the
Chinese government is vigilant about liquidity/contagion
risks after the mid-2013 stress test.

J.PMorgan

More importantly, we think even a moderate easing of
liquidity may not able to lower interest rates at the long
end of the yield curve. This is largely a consequence of
duration readjustment among domestic industry players
and tighter regulatory oversight. After the massive
volatility in interbank markets in 2H13, Chinese banks
have started to adjust/rematch the duration mixes of their
assets and liabilities. However, a duration adjustment or
re-matching for the overall economy is unlikely to be
completed in a short period of time. As a result, the
demand for long-duration money will stay strong, in our
view, implying that long-end borrowing costs will stay
high for a while. On the other hand, the PBoC is
increasingly unwilling to keep short-term borrowing
costs low. This could create incentives and arbitrage
opportunities for local governments and shadow banking
activities.

Figure 5: China bond yield creeping up
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Figure 6: China debt-to-GDP ratio (%)
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In short, we expect continued liquidity tensions and
market volatility. Our economist believes that a default is
likely in 2014 as growth momentum slows, and that it
would help restore market discipline and mitigate the
moral hazard problem in the long run. However, the
challenge is to contain the near-term negative impact.
(For details, please see Possible contagion risks - shadow
banking in China, Zhu, et al., 31 January 2014).

In our view, the prospects for China’s debt crisis are a
match between reform and inflation. We think there are

J.PMorgan

still at least five potential risks in the upcoming China
debt cycle: (1) duration mismatch and the associated
liquidity risks; (2) credit concentration risk in the form of
land as a single collateral arrangement; (3) solvency
problems in some government projects for which the rate
of investment return is lower than the cost of funding,
causing insufficient cash flow coverage; (4) the distortion
of risk pricing caused by the underdeveloped market
mechanism of debt defaults and corporate restructuring;
and (5) rising interest rates due to financial reforms.

Table 4: Shadow banking in China

Size Memo:

(yuan in billions) % of GDP Size at end-2012 % of GDP
1. Trusts 10,130 18.3 7,471 14.4
2. WMP 9,920 17.9 7,100 13.7
Narrow definition (1+2) 20,050 36.3 14,571 28.0
3. Entrust loans 7,571 13.7 5,750 111
4. Bank acceptance 6,540 11.8 5,904 1.4
5. Security firms 2,779 5.0 1,350 2.6
6. Pawn shops 72 0.1 71 0.1
7. Guarantors 1,252 2.3 1,200 2.3
8. Small lenders 754 1.4 592 1.1
9. Finance company 4140 75 3,442 6.6
10. Financial leasing 1,000 1.8 770 15
11.Underground lending 2,500 45 2,500 4.8
Broad definition (1 to 11) 46,658 84.4 36,150 69.6

Source: PBOC, CBRC, China Trust Association, media reports. As of September 2013.
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What is our 2014 market outlook?

In our view, China still has the capacity to maintain 7%
growth for the next few years.

The easing in January NBS (50.5) and Markit (49.6)
manufacturing PMIs reinforces the trend of softening
growth momentum since 4Q13. Our China economist
forecasts China GDP growth of 7.4% (vs. 7.7% in 2013),
the highest growth in EM in 2014. We look for relatively
stable consumption growth and a moderate improvement
in exports. However, the good news will be more than
offset by a slowdown in fixed investment attributable to
lingering manufacturing overcapacity, tighter local
government financing conditions and slowing in the
housing market. We also expect inflation of 3-3.5% in
2014.

Meanwhile, we expect policy rates to be kept on hold
throughout 2014, but credit growth (TSF) to slow from
about 18% in 2013 to about 16% in 2014. The
government reiterated its stance of proactive fiscal policy
and prudent monetary policy in 2014. On the fiscal front,
we expect the 2014 fiscal deficit to be around 1.9% of
GDP (vs. an estimated 1.8% of GDP in 2013). But
interbank rates may also continue to drift upward amid
“credit tapering” (please see China: tightened liquidity
amid credit tapering, Zhu, et al., 29 November 2013).

Figure 7: China real GDP growth
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Figure 8: Contribution to headline GDP growth
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Figure 9: Tighter credit conditions since June 2013
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Figure 10: Highest growth in LatAm and EM in 2014
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Our forecast is based on the assumption of a policy shift
from stabilizing growth to structural reform. The Chinese
government is committed to pushing ahead structural
reforms. We are in the first year of a 10-year regime of
new leadership. Nearly all the provincial governments
have lowered their 2014 GDP growth targets, with an
aggregated average of 9.1%, down 0.9% from 10% in
2013. (Link) We think this change in local governments’
attitude reflects the centralized political power and
reform leadership of President XiJing Ping and Premier
Li Keqiang. Meanwhile, the strong rebound in GDP
growth in 3Q13 and stable near-term economic outlook
provide favorable conditions for structural reforms. We
expect administrative reform, financial reform and fiscal
reform to be the priorities in 2014.

In terms of valuation, Chinese markets are at an all-time
low. MSCI China is trading at an 8x forward P/E (J.P.
Morgan analysts’ forecast), which is one standard
deviation below the long-term average. We believe this
could be a good longer-term entry point. The Chinese A-
share market is trading at an 8.7x forward P/E (consensus
data), which is one standard deviation below the eight-
year average and trending down.

MSCI China’s 2014 EPS growth forecast is 9.3%. Our
2014 GDP growth forecast of 7.4% assumes supportive
policies. Policy priorities include information
consumption (State Council target of US$0.5tn by 2015).
The government also announced 4G licenses to promote
the next generation of Internet infrastructure. Social
welfare policies include shantytown redevelopment. It is
policy support that makes us confident in earnings
forecasts for e-commerce, Internet, mid- to low-end
consumption, healthcare, insurance and clean energy.
Our confidence in bank earnings forecasts is low due to
asset quality concerns, NIM/ROE compression and

J.PMorgan

regulatory risks in WMP and interbank business. Polluter
and low-end industrials are likely to see margin pressure
due to higher costs/taxes associated with tighter
environmental standards. We are into Month 20 of PPI
deflation. Capacity rationalization is necessary to address
pricing power (i.e., commodity prices).

Figure 11: MSCI China earnings estimate revisions

8.0 1 ——— 2013 EPS
7.8

2014 EPS

7.6
7.4 A
7.2 A
7.0
6.8
6.6
6.4
6.2

6.0

Jun-11 Dec-11 Jun-12 Dec-12 Jun-13 Dec-13

Source: MSCI, IBES, DataStream.

Materials
Transport.
Banks
Financials
Real Estate
MSCI China
Telecom
Utilities

Figure 12: MSCI China sector earnings estimate revisions (%)
Energy
Cap. Gds.

Insurance

m2013 m2014
Industrials
1T

Cons. Disc
Cons. Stp.
Health Care —

—
Div. Financials

-2 -1 (0] 1 2 3

Source: MSCI, IBES, DataStream, J.P. Morgan. Dates 31 December 2013 - 31 January 2014.

Table 5: Reform/growth initiatives and investment themes

To stabilize growth
Information consumption

To promote reform
Structural reform

- Broadband China

- 4G industry

- Tri-networks integration

- Mobile Internet

- Culture and media

- Pipe-network construction

- Information consumption

- Service industry

- Municipal construction

- Fewer government approvals
- Railway construction

- Municipal construction

Administrative reform

Financing system reform

Public construction Urbanization

- Garbage disposal - Land transfer
- Smart grid Ecological civilization construction - Energy conservation and environmental protection
- Public transportation Social welfare - Healthcare
Social welfare - Shantytown renovation - Food safety
- Healthcare/insurance Opening up - Free trade zone
Public services - Smart city - Lower barriers to entry for foreign/private investments

Source: China State Council, Xinhua News Agency.
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Table 6: MSCI China valuation table

EPS growth (%) PIE (x) Div yield (%)
CY13E CY14E CY15E CY13E CY14E CY15E CY13E CY14E CY15E
Cons. Disc 37 19 16 126 106 9.2 18 24 26
Cons. Staples 1 2% 20 26.7 215 18.0 18 2.1 25
Energy 6 1 4 8.0 72 75 42 5.0 49
Financials 16 8 1 59 55 49 53 58 6.3
Banks 13 8 9 48 45 4.1 6.9 75 8.1
Insurance 57 30 16 15.5 11.9 10.3 16 2.0 2.0
Div. Financials 25 30 18 16.4 126 10.7 2.1 27 3.1
Real Estate 13 0 20 6.1 6.1 5.1 39 44 53
Health Care 19 15 12 233 202 18.0 14 16 18
Industrials 22 6 16 1.9 1.2 9.7 28 2.9 3.1
I 48 44 30 338 234 18.1 0.6 0.6 0.8
Materials 34 12 22 104 9.3 76 2.1 22 25
Telecom 2 7 0 10.0 10.7 10.7 42 43 43
Utilities 42 5 15 13.0 12.3 10.7 26 27 3.0
MSCI China 11.8 9.3 10.0 8.9 8.2 74 3.6 4.0 43

Source: MSCI, IBES, DataStream, Bloomberg, J.P. Morgan estimates. Priced as of 7 February 2014.

Table 7: MSCI China sector earnings revisions

2013E EPS 2014E EPS

1m% 3m% 6m% 12m% 1m% 3m% 6m% 12m%
Materials 2.7 2.0 (4.6) (23.7) 0.9 0.8 (5.9) (23.5)
Transportation 2.0 3.2 (1.9) (12.1) (1.5) (7.1) (18.6) (30.6)
Banks 0.9 14 44 13.8 1.6 2.4 3.7 11.4
Financials 0.7 1.3 42 10.2 14 2.2 3.6 9.0
Real Estate 0.5 0.8 3.4 6.2 0.5 0.8 2.6 6.9
MSCI China 0.4 0.5 15 2.6 0.3 0.3 0.4 0.5
Telecom 0.4 0.7 0.8 1.7 (2.4) (2.5) (3.0 (7.6)
Utilities 0.1 (1.2) 49 18.4 0.4 (1.1) (0.4) 10.6
Energy 0.0 0.3 (1.9) (7.0 (1.6) (1.5) (3.3) (9.0
Cap. Gds. (0.1) (0.6) 0.3 (7.0 (0.4) (0.3) (1.9) (9.9
Insurance (0.2) 1.8 6.4 0.5 0.8 28 5.2 5.6
Cons. Disc. (0.3) (1.5) 0.8 (2.7 (0.6) (0.1) 3.1 (0.4)
Industrials (0.4) 0.9 0.3 (9.0 (1.3) (1.4) (5.8) (16.4)
Cons. Stp. (0.5) (1.8) (7.3) (13.5) (0.4) (2.4) (7.4) (13.1)
IT (0.5) 10.6 57 5.8 0.9 9.3 10.7 9.9
Health Care (0.6) (1.5) (2.6) (9.6) 1.0 0.2 (1.3) (7.1)
Div. Financials (1.8) (2.5) (7.6) (11.0) 1.0 1.2 (3.9) (8.0)

Source: MSCI, IBES, DataStream, J.P. Morgan. Data as of 31 January 2014.
Figure 13: MSCI China 12-month forward P/E (x) Figure 14: CSI 300 forward P/E (x)
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We continue to prefer New China over Old China. And
after the recent correction, we think the valuation of New
China is more reasonable than at the beginning of this
year. We consider two criteria: (1) growth visibility and
sustainability; and (2) valuation premium relative to the
market. New China (healthcare, insurance, environmental
protection, brokers) is trading at a 2014E average P/E of
17x, an 11% premium to the 10-year average. In contrast,
Old China (banks, coals, materials, industrial machinery,
construction equipment, power producers) is trading at a
2014E average P/E of 8.5x, a 21% discount to the 10-
year average. New China continued to outperform Old
China even after the run in 2H13. As an example,
ChiNext has outperformed SHCOMP by 125% since |
January 2013 (and by 21% YTD).

Figure 15: ChiNext and Shanghai Composite index performance
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Figure 16: New China vs. Old China - 12-month forward P/E (x)
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We most prefer sectors with endogenous growth drivers,
such as e-commerce, Internet and mid- to-low-end
consumption. Our next preference is for selected policy
beneficiaries. Within this category, we prefer clean
energy (gas and wind power) and healthcare to
environmental protection. The latter’s average P/E is at a
200% premium to overall China, with stretched balance
sheets (e.g., BEW). We continue to suggest avoiding
sectors at risk from reform and tighter liquidity and
environmental standards, i.e., banks, industrials,
materials and thermal coal.

Table 8: J.P. Morgan China model portfolio sector asset allocation

MSCI JPM

weight weight Deviation
Utilities 3.8 8.0 4.2
Healthcare 1.6 5.0 3.4
Information Technology 11.9 14.5 2.6
Insurance 8.1 10.0 1.9
Consumer Staples 6.1 8.0 1.9
Diversified Financials 0.9 2.0 11
Energy 13.6 14.0 0.4
Telecommunication Services 10.3 10.0 -0.3
Real Estate 5.8 55 -0.3
Materials 3.2 2.0 -1.2
Industrials 6.5 5.0 1.5
Consumer Discretionary 5.3 2.0 -3.3
Banks 23.0 14.0 9.0

Source: MSCI, J.P. Morgan.

Figure 17: Deviation of J.P. Morgan China model portfolio relative
to MSCI China (%)
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Source: J.P. Morgan calculations, MSCI, DataStream.
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What are the risks to China markets?

The near-term concern is a repeat of events in the shadow
banking/interbank market. The liquidity impact may be
negative owing to domestic monetary tightening/credit
tapering. The recent near-default of a trust product drew
global attention. Although there is a plan to avoid another
high-profile default, which might trigger a liquidity
crunch, this event is a long-run negative, in our view (see
New developments in the potential default of China
Credit Trust products, Lei, et al., 23 January 2014).

The next risk is China’s property bubble, which
continued to inflate in 2013. Calls of “irrational
exuberance” typically come too early (e.g., U.S. Fed
Chairman Greenspan’s came on 5 December 1996, 3-1/2
years before the end of the bull market). Current
concerns about a bubble started in 2010. A cool-down of
the land market, together with a slowdown in real estate
market turnover, accompanied by a liquidity crunch,
would cause a systemic debt crisis, in our view.

The last risk is the Rmb carry trade: local investors,
corporates and high-net-worth individuals short U.S.
dollars and long Rmb. Expectations of steady and
consistent CNY appreciation have fostered carry trades
both onshore (via USD funding) and offshore (via cross-
border lending). The steady appreciation of the Renminbi
yields the appearance of a low-risk trade, but Renminbi
volatility could create a disorderly unwinding of this
carry trade. Our Dec-14 forecast for CNY is 5.95. (For
details, please see Emerging markets FX, Oganes, et al.,
26 November 2013; CNY: China liquidity crunch Q&A,
Gu, 27 January 2014; No Easy Choices in China: Trying
to Balance Leverage, Growth, and Stability, Klaczek, et
al., 27 January 2014).

Figure 18: Rmb versus DXY
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Figure 19: Outstanding wealth management products
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Figure 20: Interbank assets and percentage of total assets
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Figure 21: China average housing price
RMB/Sgm
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When to buy China beta?

We expect alpha to continue to shine in 2014. There is a
clear conflict of policy priorities between reform and a
growth floor. Our base case is that the debt-to-GDP ratio
will continue to expand in order to maintain growth. We
expect small achievements on a few easier reforms, e.g.,
the one-child policy, administrative reform and financial
deregulation. On the other hand, tighter liquidity and
slower growth will likely suppress beta sector
performance until government stimulus occurs. We
expect trading opportunities in sectors like construction
equipment, property and railway capex when growth
drops near 7%. Looking ahead, we expect growth
momentum to ease to 7.2% QoQ saar in 1Q14 and 6.8%
QoQ saar in 2Q14.

In the past two years, when growth slowed, the Chinese
government responded with mini-stimulus (Sep-12 and
Jun-13). A decline in PMI below 50 has historically
prompted policymakers to stimulate growth through
mini-stimulus. Materials and industrials underperformed
ahead of the stimulus and outperformed after it. There
was a difference in sector leadership after September
2012 and June 2013 because the stimulus last year took
the form of credit expansion, which was expected to feed
through to the real economy. Thus, real estate and
materials were the leaders. After the June 2013 low, IT,
Macau gaming and consumer discretionary performed
better than cyclicals and banks.

Table 9: Performance of MSCI China and sectors from 5
September 2012 low to 22 January 2013
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Table 10: Performance of MSCI China and sectors from 25 June
2013 low to 23 September 2013

Name Abs Rel
IT 40.3 18.2
Macau Gaming 34.0 11.9
Cons Discretionary 257 3.6
Real Estate 24.5 24
Div Financials 23.6 1.5
Banks 23.2 1.1
Materials 22.8 0.7
MSCI China 2241

Insurance 21.0 (1.1)
Industrials 204 (1.7
Energy 19.6 (2.5)
Cons Staples 17.7 (4.4)
T/Cm Svs 16.9 (5.3)
Utilities 12.8 (9.3)
Health Care 3.2 (18.9)

Name Abs Rel
Div Financials 54.5 26.4
Real Estate 46.0 17.9
Materials 43.5 15.3
Macau Gaming 43.0 14.9
Banks 41.7 13.6
Cons Discretionary 40.2 12.0
Industrials 36.9 8.8
Insurance 314 3.2
MSCI China 28.1

Utilities 236 (4.6)
Energy 224 (5.8)
IT 20.9 (7.2)
Cons Staples 7.3 (20.9)
T/Cm Svs 5.0 (23.1)
Health Care 5.0 (23.2)

Source: MSCI, DataStream. Note: BIGAMEAC Index used for Macau gaming.

Source: MSCI, DataStream. Note: BIGAMEAC Index used for Macau gaming.

Figure 22: Another mini-stimulus if PMls drop below 50?
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Why are EM Asia and China in a better position today than in 1998/99?

Markets entered 2014 with a sense of fear and panic, in
our view. Investors have priced in global liquidity events,
sharp EM currency devaluation (Argentine Peso) and
credit risks. China’s growth slowdown, the near-default
of a Rmb3bn trust product, Fed tapering and EM
contagion risks have dragged down the MSCI EM index
4.8% YTD vs. MSCI China 8.1%.

We believe the market correction based on a fear of
contagion is overdone. This has been the worst start to
the year for MSCI APxJ since 2010. But we believe the
issues concerning the market are country-specific (e.g.,
Argentina) and see no reason why they should spread to
EM Asia and China, where there are relatively strong
regional/country fundamentals (please see Figure 24).

We think EM Asia is in a better position today than
during the Asian financial crisis of 1998/99. Overall EM
Asia is more immune to external debt/liquidity shocks
today—equipped with lower external and short-term
debt, flexible FX policies and high FX reserves. Together
with strong economic growth and better corporate
fundamentals, these factors provide a much more solid
base for EM Asia to withstand hits from other markets.

We do not foresee an imminent crisis (or EM/global
contagion) due to China’s isolated financial system,
government ownership of the major banks and their
ability to “extend and pretend” by rolling over maturing
loans, capitalizing interest and feigning better asset
quality than is actually the case. The resolution of the
CCT/ICBC trust product, with the assistance of the local
government and CCT, is an example of avoiding outright
default through intervention.

Table 11: Why is Asia/China more immune now?

According to Caijing, CCT has announced that investors
in the “troubled” trust product (Credit Equals Gold #1)
will receive the principal investment in full, but that
interest payments are not guaranteed. (Trust investors
received interest of 10% p.a. in the first two years of the
investment and only 2.8% in the third year). This
development is in line with our expectations (please refer
to our note China banks: New developments in the
potential default of China Credit Trust products, Lei, et
al., 23 January 2014). We believe this is positive in the
near term, as a high-profile default might trigger a
liquidity crunch, with WMP/trust buyers shying away
from such products. However, we believe this is negative
in the long run and do not expect it to be an isolated case.
It reinforces the implicit guarantee on such products and
thus increases system risks as credit risk is mis-priced.

Figure 23: China’s GDP breakdown
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Source: National Bureau of Statistics of China, World Bank.

Why is EM Asia/China in better shape today

Why EM saw repeated crises in the 1990s

Low external and short-term debt requirements
Flexible exchange rates (arguably for China)
High FX reserves

Strongly capitalized banking system

Better fiscal policy and subdued inflation

Solid corporate fundamentals

YVVVVVYVY

YVVYYV

High external debt

Bad FX management, i.e., fixed exchange rate

Low FX reserves

Weak financial systems that had little cushion against exogenous risks
Poor macroeconomic management and volatile growth

Source: J.P. Morgan.
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Figure 24: EM stress test: Overview of current account, fiscal and debt position, bond yields and FX for EMs

J.PMorgan

Fiscal Public Foreign
Balance Sector | Ownership of FX-
CAD (% [External Debt| (% of Debtto localBond BY-12M BY-36M | EMBI- EMBI | CEMBI- CEMBI- |FX-12M 36M |LocalBY-
ICountry of GDP) | (% of GDP) GDP) GDP Markets (%) [Bond Yield avg avg 12Mavg 36MMavg | 12M avg 36M avg avg avg | EMBIBY
2013E 2013E (%) (%)
Turkey -741 47 -1.1 38 30 10.2 22 1.6 72 50 -13 -8 -1 -16 4.1
[South Africa -5.9 34 -4.2 42 32 7.9 0.6 0.3 13 35 -3 10 -8 -20 28
Peru -55 28 0.1 17 60 5.6 0.7 0.6 4 -7 -7 -21 -3 -4 0.6
Chile -3.8 47 -1.0 12 22 -0.2 -0.4 -13 -8 -6 -7 -2.4
Indonesia -3.7 30 -24 23 33 8.4 15 1.7 32 54 17 25 -14 -22 24
Brazil -35 14 -3.4 59 9 13.2 1.3 2.0 -10 10 -9 -18 79
IColombia -35 23 -1.2 41 6.8 0.7 0.0 -36 -55 -3 -5 21
India -2.7 22 -4.8 52 8.8 0.7 0.6 21 23 -13 -49 -5 -14 3.7
Poland -1.8 73 -4.5 48 37 4.3 0.3 -0.7 -17 -61 -64 -256 5 4 0.9
Mexico -15 31 -2.4 36 37 6.5 0.8 0.4 -1 -10 -61 -108 -2 -2 14
ICzech Rep. -1.1 52 -2.9 46 13 25 0.4 -0.4 -20 -38 -1 -5
Thailand 0.1 38 -3.6 46 9 3.9 0.1 0.3 -6 -65 -6 -6 3.9
Russia 1.8 35 -0.3 8 79 0.4 -0.1 3 -32 -39 -69 -3 -6 3.2
China 2.3 9 -21 32 4.6 0.8 0.9 -38 -171 2 4 0.2
Hungary 23 126 -3.0 79 38 5.6 -0.3 -1.5 -61 -64 4 0 0.2
Philippines 3.1 24 -2.0 52 3.8 0.0 -1.4 -20 -44 26 17 -4 -4 -0.7
Malaysia 3.3 19 -4.0 53 48 4.1 0.5 0.4 5 -5 -9 -9 -4 -5 0.6
Korea 5.8 36 0.9 35 16 3.6 0.3 -0.1 -27 -68 4 5
[Taiwan 10.7 40 -1.8 36 1.7 0.3 0.3 -26 -9 0 -1
Source: Bloomberg, J.P. Morgan economics, 1 January 2014. Note: Fiscal balance for 2013E is highlighted in red if it is deteriorating vs. 2012 and highlighted in green if it is improving. Bond yield

deviation is highlighted in red if yields rise > 10% and highlighted in green if yields fall. FX deviation is highlighted in red if depreciation>5% and green if appreciating. If foreigners own more than
one-third of the local bond market, the cell is highlighted in red.

Table 12: MSCI emerging markets index performance (in USD)

2013 % 2014 (1 Jan 14-7 Feb 14) %
Greece 46.2 9.5
Indonesia (25.0) 6.0
Philippines (4.3) 04
Thailand (16.9) (0.0)
Poland (1.7) (0.1)
Peru (31.0) (1.9)
Czech (14.9) (2.4)
Europe 20.1 (2.4)
USA 29.9 (2.7)
Developed market 241 (3.0
Global 20.2 (3.3)
India (6.0) (4.2)
Taiwan 6.6 (4.7
Malaysia 42 (5.0
APxJ 0.4 (5.2)
EM Asia (0.3) (5.8)
Japan 249 (6.4)
Emerging market (5.0 (6.5)
Mexico (2.0) (7.0)
Hungary (9.0 (7.2)
Korea 31 (7.2)
Turkey (28.1) (7.5)
Russia (2.6) (7.9)
China 0.4 (8.2)
Latin America (15.7) (8.4)
Brazil (18.7) (8.7)
South Africa (8.8) (9.3)
Chile (23.0) (11.1)
Colombia (23.7) (11.8)

Source: MSCI, DataStream.

Lan Deng’s role has been limited to assisting in gathering information for this report.
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Source: Bloomberg and J.P. Morgan; price data adjusted for stock splits and dividends.
Initiated coverage Feb 07, 2010.

The chart(s) show J.P. Morgan's continuing coverage of the stocks; the current analysts may or may not have covered it over the entire
period.
J.P. Morgan ratings or designations: OW = Overweight, N= Neutral, UW = Underweight, NR = Not Rated

Explanation of Equity Research Ratings, Designations and Analyst(s) Coverage Universe:

J.P. Morgan uses the following rating system: Overweight [Over the next six to twelve months, we expect this stock will outperform the
average total return of the stocks in the analyst’s (or the analyst’s team’s) coverage universe.] Neutral [Over the next six to twelve
months, we expect this stock will perform in line with the average total return of the stocks in the analyst’s (or the analyst’s team’s)
coverage universe.] Underweight [Over the next six to twelve months, we expect this stock will underperform the average total return of
the stocks in the analyst’s (or the analyst’s team’s) coverage universe.] Not Rated (NR): J.P. Morgan has removed the rating and, if
applicable, the price target, for this stock because of either a lack of a sufficient fundamental basis or for legal, regulatory or policy
reasons. The previous rating and, if applicable, the price target, no longer should be relied upon. An NR designation is not a
recommendation or a rating. In our Asia (ex-Australia) and U.K. small- and mid-cap equity research, each stock’s expected total return is
compared to the expected total return of a benchmark country market index, not to those analysts’ coverage universe. If it does not appear
in the Important Disclosures section of this report, the certifying analyst’s coverage universe can be found on J.P. Morgan’s research
website, www.jpmorganmarkets.com.

J.P. Morgan Equity Research Ratings Distribution, as of January 1, 2014

Overweight Neutral Underweight
(buy) (hold) (sell)
J.P. Morgan Global Equity Research Coverage 43% 45% 12%
IB clients* 57% 49% 36%
JPMS Equity Research Coverage 43% 50% 7%
IB clients* 75% 66% 59%

*Percentage of investment banking clients in each rating category.

For purposes only of FINRA/NYSE ratings distribution rules, our Overweight rating falls into a buy rating category; our Neutral rating falls into a hold
rating category; and our Underweight rating falls into a sell rating category. Please note that stocks with an NR designation are not included in the table
above.

Equity Valuation and Risks: For valuation methodology and risks associated with covered companies or price targets for covered
companies, please see the most recent company-specific research report at http://www.jpmorganmarkets.com, contact the primary analyst
or your J.P. Morgan representative, or email research.disclosure.inquiries@jpmorgan.com.

Equity Analysts' Compensation: The equity research analysts responsible for the preparation of this report receive compensation based
upon various factors, including the quality and accuracy of research, client feedback, competitive factors, and overall firm revenues.

Registration of non-US Analysts: Unless otherwise noted, the non-US analysts listed on the front of this report are employees of non-US
affiliates of JPMS, are not registered/qualified as research analysts under NASD/NYSE rules, may not be associated persons of JPMS,
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and may not be subject to FINRA Rule 2711 and NYSE Rule 472 restrictions on communications with covered companies, public
appearances, and trading securities held by a research analyst account.

Other Disclosures

J.P. Morgan ("JPM") is the global brand name for J.P. Morgan Securities LLC ("JPMS") and its affiliates worldwide. J.P. Morgan Cazenove is a marketing
name for the U.K. investment banking businesses and EMEA cash equities and equity research businesses of JPMorgan Chase & Co. and its subsidiaries.

All research reports made available to clients are simultaneously available on our client website, J.P. Morgan Markets. Not all research content is
redistributed, e-mailed or made available to third-party aggregators. For all research reports available on a particular stock, please contact your sales
representative.

Options related research: If the information contained herein regards options related research, such information is available only to persons who have
received the proper option risk disclosure documents. For a copy of the Option Clearing Corporation's Characteristics and Risks of Standardized Options,
please contact your J.P. Morgan Representative or visit the OCC's website at http://www.optionsclearing.com/publications/risks/riskstoc.pdf

Legal Entities Disclosures

U.S.: JIPMS is a member of NYSE, FINRA, SIPC and the NFA. JPMorgan Chase Bank, N.A. is a member of FDIC. U.K.: JPMorgan Chase N.A., London
Branch, is authorised by the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and to limited regulation by
the Prudential Regulation Authority. Details about the extent of our regulation by the Prudential Regulation Authority are available from J.P. Morgan on
request. J.P. Morgan Securities plc (JPMS plc) is a member of the London Stock Exchange and is authorised by the Prudential Regulation Authority and
regulated by the Financial Conduct Authority and the Prudential Regulation Authority. Registered in England & Wales No. 2711006. Registered Office 25
Bank Street, London, E14 5JP. South Africa: J.P. Morgan Equities South Africa Proprietary Limited is a member of the Johannesburg Securities
Exchange and is regulated by the Financial Services Board. Hong Kong: J.P. Morgan Securities (Asia Pacific) Limited (CE number AAJ321) is regulated
by the Hong Kong Monetary Authority and the Securities and Futures Commission in Hong Kong. Korea: J.P. Morgan Securities (Far East) Ltd, Seoul
Branch, is regulated by the Korea Financial Supervisory Service. Australia: J.P. Morgan Australia Limited (JPMAL) (ABN 52 002 888 011/AFS Licence
No: 238188) is regulated by ASIC and J.P. Morgan Securities Australia Limited (JPMSAL) (ABN 61 003 245 234/AFS Licence No: 238066) is regulated
by ASIC and is a Market, Clearing and Settlement Participant of ASX Limited and CHI-X. Taiwan: J.P.Morgan Securities (Taiwan) Limited is a
participant of the Taiwan Stock Exchange (company-type) and regulated by the Taiwan Securities and Futures Bureau. India: J.P. Morgan India Private
Limited, having its registered office at J.P. Morgan Tower, Off. C.S.T. Road, Kalina, Santacruz East, Mumbai - 400098, is a member of the National Stock
Exchange of India Limited (SEBI Registration Number - INB 23067523 1/INF 230675231/INE 230675231) and Bombay Stock Exchange Limited (SEBI
Registration Number - INB 010675237/INF 010675237) and is regulated by Securities and Exchange Board of India. Thailand: JPMorgan Securities
(Thailand) Limited is a member of the Stock Exchange of Thailand and is regulated by the Ministry of Finance and the Securities and Exchange
Commission. Indonesia: PT J.P. Morgan Securities Indonesia is a member of the Indonesia Stock Exchange and is regulated by the BAPEPAM LK.
Philippines: J.P. Morgan Securities Philippines Inc. is a Trading Participant of the Philippine Stock Exchange and a member of the Securities Clearing
Corporation of the Philippines and the Securities Investor Protection Fund. It is regulated by the Securities and Exchange Commission. Brazil: Banco J.P.
Morgan S.A. is regulated by the Comissao de Valores Mobiliarios (CVM) and by the Central Bank of Brazil. Mexico: J.P. Morgan Casa de Bolsa, S.A. de
C.V., J.P. Morgan Grupo Financiero is a member of the Mexican Stock Exchange and authorized to act as a broker dealer by the National Banking and
Securities Exchange Commission. Singapore: This material is issued and distributed in Singapore by J.P. Morgan Securities Singapore Private Limited
(JPMSS) [MIC (P) 049/04/2013 and Co. Reg. No.: 199405335R] which is a member of the Singapore Exchange Securities Trading Limited and is
regulated by the Monetary Authority of Singapore (MAS) and/or JPMorgan Chase Bank, N.A., Singapore branch (JPMCB Singapore) which is regulated
by the MAS. Japan: JPMorgan Securities Japan Co., Ltd. is regulated by the Financial Services Agency in Japan. Malaysia: This material is issued and
distributed in Malaysia by JPMorgan Securities (Malaysia) Sdn Bhd (18146-X) which is a Participating Organization of Bursa Malaysia Berhad and a
holder of Capital Markets Services License issued by the Securities Commission in Malaysia. Pakistan: J. P. Morgan Pakistan Broking (Pvt.) Ltd is a
member of the Karachi Stock Exchange and regulated by the Securities and Exchange Commission of Pakistan. Saudi Arabia: J.P. Morgan Saudi Arabia
Ltd. is authorized by the Capital Market Authority of the Kingdom of Saudi Arabia (CMA) to carry out dealing as an agent, arranging, advising and
custody, with respect to securities business under licence number 35-07079 and its registered address is at 8th Floor, Al-Faisaliyah Tower, King Fahad
Road, P.O. Box 51907, Riyadh 11553, Kingdom of Saudi Arabia. Dubai: JPMorgan Chase Bank, N.A., Dubai Branch is regulated by the Dubai Financial
Services Authority (DFSA) and its registered address is Dubai International Financial Centre - Building 3, Level 7, PO Box 506551, Dubai, UAE.

Country and Region Specific Disclosures

U.K. and European Economic Area (EEA): Unless specified to the contrary, issued and approved for distribution in the U.K. and the EEA by JPMS plc.
Investment research issued by JPMS plc has been prepared in accordance with JPMS plc's policies for managing conflicts of interest arising as a result of
publication and distribution of investment research. Many European regulators require a firm to establish, implement and maintain such a policy. This
report has been issued in the U.K. only to persons of a kind described in Article 19 (5), 38, 47 and 49 of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2005 (all such persons being referred to as "relevant persons"). This document must not be acted on or relied on by persons
who are not relevant persons. Any investment or investment activity to which this document relates is only available to relevant persons and will be
engaged in only with relevant persons. In other EEA countries, the report has been issued to persons regarded as professional investors (or equivalent) in
their home jurisdiction. Australia: This material is issued and distributed by JPMSAL in Australia to "wholesale clients" only. This material does not take
into account the specific investment objectives, financial situation or particular needs of the recipient. The recipient of this material must not distribute it to
any third party or outside Australia without the prior written consent of JPMSAL. For the purposes of this paragraph the term "wholesale client" has the
meaning given in section 761G of the Corporations Act 2001. Germany: This material is distributed in Germany by J.P. Morgan Securities plc, Frankfurt
Branch and J.P.Morgan Chase Bank, N.A., Frankfurt Branch which are regulated by the Bundesanstalt fiir Finanzdienstleistungsaufsicht. Hong Kong: The
1% ownership disclosure as of the previous month end satisfies the requirements under Paragraph 16.5(a) of the Hong Kong Code of Conduct for Persons
Licensed by or Registered with the Securities and Futures Commission. (For research published within the first ten days of the month, the disclosure may
be based on the month end data from two months prior.) J.P. Morgan Broking (Hong Kong) Limited is the liquidity provider/market maker for derivative
warrants, callable bull bear contracts and stock options listed on the Stock Exchange of Hong Kong Limited. An updated list can be found on HKEx
website: http://www.hkex.com.hk. Japan: There is a risk that a loss may occur due to a change in the price of the shares in the case of share trading, and
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that a loss may occur due to the exchange rate in the case of foreign share trading. In the case of share trading, JPMorgan Securities Japan Co., Ltd., will be
receiving a brokerage fee and consumption tax (shouhizei) calculated by multiplying the executed price by the commission rate which was individually
agreed between JPMorgan Securities Japan Co., Ltd., and the customer in advance. Financial Instruments Firms: JPMorgan Securities Japan Co., Ltd.,
Kanto Local Finance Bureau (kinsho) No. 82 Participating Association / Japan Securities Dealers Association, The Financial Futures Association of Japan,
Type 1I Financial Instruments Firms Association and Japan Investment Advisers Association. Korea: This report may have been edited or contributed to
from time to time by affiliates of J.P. Morgan Securities (Far East) Ltd, Seoul Branch. Singapore: JPMSS and/or its affiliates may have a holding in any of
the securities discussed in this report; for securities where the holding is 1% or greater, the specific holding is disclosed in the Important Disclosures
section above. India: For private circulation only, not for sale. Pakistan: For private circulation only, not for sale. New Zealand: This material is issued
and distributed by JPMSAL in New Zealand only to persons whose principal business is the investment of money or who, in the course of and for the
purposes of their business, habitually invest money. JPMSAL does not issue or distribute this material to members of "the public" as determined in
accordance with section 3 of the Securities Act 1978. The recipient of this material must not distribute it to any third party or outside New Zealand without
the prior written consent of JPMSAL. Canada: The information contained herein is not, and under no circumstances is to be construed as, a prospectus, an
advertisement, a public offering, an offer to sell securities described herein, or solicitation of an offer to buy securities described herein, in Canada or any
province or territory thereof. Any offer or sale of the securities described herein in Canada will be made only under an exemption from the requirements to
file a prospectus with the relevant Canadian securities regulators and only by a dealer properly registered under applicable securities laws or, alternatively,
pursuant to an exemption from the dealer registration requirement in the relevant province or territory of Canada in which such offer or sale is made. The
information contained herein is under no circumstances to be construed as investment advice in any province or territory of Canada and is not tailored to
the needs of the recipient. To the extent that the information contained herein references securities of an issuer incorporated, formed or created under the
laws of Canada or a province or territory of Canada, any trades in such securities must be conducted through a dealer registered in Canada. No securities
commission or similar regulatory authority in Canada has reviewed or in any way passed judgment upon these materials, the information contained herein
or the merits of the securities described herein, and any representation to the contrary is an offence. Dubai: This report has been issued to persons regarded
as professional clients as defined under the DFSA rules. Brazil: Ombudsman J.P. Morgan: 0800-7700847 / ouvidoria.jp.morgan@jpmorgan.com.

General: Additional information is available upon request. Information has been obtained from sources believed to be reliable but JPMorgan Chase & Co.
or its affiliates and/or subsidiaries (collectively J.P. Morgan) do not warrant its completeness or accuracy except with respect to any disclosures relative to
JPMS and/or its affiliates and the analyst's involvement with the issuer that is the subject of the research. All pricing is as of the close of market for the
securities discussed, unless otherwise stated. Opinions and estimates constitute our judgment as of the date of this material and are subject to change
without notice. Past performance is not indicative of future results. This material is not intended as an offer or solicitation for the purchase or sale of any
financial instrument. The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not
intended as recommendations of particular securities, financial instruments or strategies to particular clients. The recipient of this report must make its own
independent decisions regarding any securities or financial instruments mentioned herein. JPMS distributes in the U.S. research published by non-U.S.
affiliates and accepts responsibility for its contents. Periodic updates may be provided on companies/industries based on company specific developments or
announcements, market conditions or any other publicly available information. Clients should contact analysts and execute transactions through a J.P.
Morgan subsidiary or affiliate in their home jurisdiction unless governing law permits otherwise.
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