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Increasing Volatility in Chinese Market:

How Can India Capital Markets Cope With It?

Naresh Maheshwari, Chairman, Farsight Group and National President DPAL

The three months period between [une to August,
2015 would be remembered in Capital Market history
for wrong reasons where the value of stocks listed on
Shanghai Stock Exchange lost by over one third of the
value. Major after-shocks occurred globallv. It is
estimated that global companies who relied mainly in
Chinese Market suffered over US $4 trillion because of
loss of business. May be it were, alcoholic beverage
Remy Cointreau, Luxury Brands Burberry or Yumt
Brands? The tsunami even engulfed commaodities,
base metals, steel, iron ore, ete. Initially, though it was
felt that India would be affected minimally vet India

+
The chart below show a comparison between China
and India's Stock Index ie. Shanghai vs. Sensex,
during the post financial erisis period.

Comparing Indian and Chinese stock indices over the
period 2008 1o 2015, Indian Sensex has steadily grown
by more than 70 per centover the last 7 years, Whereas
China’s growth has been more or less stagnant in the
post financial crisis period. It has only picked up in the
last vear. Growth has not been uniform for Shanghai
Compuosite, A steep rise since 2014 and a fall in 2015

indicate high volatility in the index.,

Chart: Percentage Movement in Indices of BRICS nations during 2008-2015 (with April 1, 2008=100)
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CD:IM not isolate itself from these shocks. Therefore,
the question arises whether the velatility in China is
ephemeral or long term. How it is going to affect its
peers and more importantly how India can cope with
it?
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Performance of China's benchmark Index Shanghai
Composite has been a mixed bag in 2015, Compared
with other BRICS nations, the SHCOMP index has |
given one of the worst performances for last |
month/3months period. However, the Chinese
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s of Indices in BRICS countries over different time periods
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benclimark index has been doing pretty we 11 foriase 10 enterprises and households, has notseen huze change
vears, It has outperformed India’s sensex in | year, 2 aver recent vears. Among the 36.1 percent of
vears and 3 vears relurns, households that borrowed any money 1m 20114, only
= ; ' : ; 9.6 percent had access 1o formal loans from a financial
Various theories has come oul tor such large scale b

stitution, while 26,2 percent relied on Family,

corrections or gven re-rating af Chinese. ecomanmy

friends, or informal lenders.

which created low returns and low capackts

ulilization on investmenis made in infrastructural Although, the contribution of net exporls in the first

projects. There returns were not adequate to seryice quarter was positive, largely due to slowing imporis,

the |11[':|:'|1." 111‘.!1|1"|ti'|‘|.5l debts. I'_"-‘Ill"h‘.l"l.-"I {_.l'll'l'{'l.'til.'l'lﬁ Iy ["-"l‘.!. vet data Pl";.”.t,'l_'lj b L:lt'a."-..‘ll‘!'-_'l“'l'l:-_" '-.."‘LPU'-" E‘r‘\.“-Lh

ostate, a buildup of excess capacity, and decelerating

=

export growth were affecting industrial activity.
Crowth in industrial output slowed from 7

{year on vear) in the 4 of 2004 ta b4 pereent inl of

b percent

ZETI."?& Similarly, Growth in credit, decelerated from
O3 of 2014 to 14.3

sercent in the fourth quarter and 16.8 perce
1 | F

194 pu'rcvnt (vear on year) in the
nt in the
O of 2015, driven by moderating growth of credit
products linked to China's shadow-banking scctor.
Even with policy efforts to redirect credit, banks are

celuctant to lend to priority sectors. Credit allocation

to priority sectors, including micro and small
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nomentum. Export growth for the first quarter

1
noderated to 4.6 percent fromr 8.6 percent in the
evious quarter. China's exports (o the European
nion (EUY contracted by 19 percent, |apan 24
percent, Russia 30 percent, and the United States &
percent. Import-growth contracted by 17.6 percent in
the tirst guarter of 2015, down from a -.|.'|_|||'|-‘ of 1.5
percent in the previous quarter (ligure 1.13). Lower ol

| s ali 3= A ¥ ™ =4 = R
J1 ob 2015, investment growth decelerated further Lo

rices aif pushing down nominal HNPOrE eron

0 percent: Some of the factors— o Ercapacily i key

gavy mdusiries, policy tightening in eneroy

tensive sectors, a slump in real estate sales and

construction, and Il"_;_|:_|||l|". curhs (R0 :-|'|.'|'.j|'\i..

banking — have held back private investmenlt.

[he Chinese C apttal Market suffered not only because

Ecomomic factors but also because structural issues
Fthe Capital Markets ike volatility, Margin Trading
Casy Liguidity ele, Just to re i, 30D valatility of

composite Index (annualized) was 62,2 in

fulyv: 2005 compared o 1008 10 July 2014 On Tune 12
2015, China's Shanghai composite reached 7 vears
YOV and 60% YTD

returns, surpassing peers by huge margin.

high of 5,166 (yvielding 152
During
next one month, Shanghai Compaosite Index dropped

more than 30% (highest monthly fall since 2007).0n
luly 27, 2015, Shanghai Compaosite Index plummeted
by 8.3% (making it the biggest daily fall Since Feb
2007) similarly, Total Outstanding balance of margin
transactions (both long and short) combined for both
the exchanges (Shanghai & Shenzhen) stands at USD
225 billion at the end of July 2015 compared to USD 73
billion in July 2014, Out of this 225 billion margin
outstanding, 224, ]J.I_‘lilliun was used lor long pesitions
where as only 0.5 billion was used for short selling,
Fhis shows there was huge build up of long positions
in Chinese market. USD 808 billion amount of
securities were kept as collateral as against USP 190

billion worth of securities pledged in July 2014 Stock
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Markel became over |‘.1‘.II|'-.L;|!~ﬂ_‘-"|"-'-ll'~1II'::||L-.-..~||L|_ kiay

ratios, Ratio of securities bought on margin to Total

Market C apitalization of  china was around 3.4% in
July 2015 as compared to 2% in July 2004, Rakio of

Value of collateral offered on margin to Todal Market

Capitalization of chinawasabout 12.1% in Julv 2015 a8
I"-'=|'I'I|.1.|l'l.'i.i to 5.3% in July 2014, PE ratio of ~.!1.'|n|~,;:'1;||

at the end of July 2015

composite Index was 18.7
compared to 1004 at the end of July 2014, Total marke
cap of Chima was USD 6.7 trillion at the end of ]l||_'».
2015 compared to 5 3.6 trillion in Julv 2014, Price
carning ratio of Shanghai composite index increased

to 25 in: June, 2015 from 9.6 in 2004, (almost 7 yvear

L] ]

highl. PE of Shenzhen index reached to 75 (almost
times of MSCl).Capitalization increased by over 3
times. Market Capitalization ratie to GDP was
increased Lo 118% reaching almost figure of 10US §

trillion.

The Chinese Feonomy benefitted due to large scale
export based growth based on low cost paradigm. The
low income group workers could not share the
benefils of buovancy in the economy and ultimately
started going back to their home towns from
industries. This reverse migration process affected the
lacal consumption badly and there was no sizable
middle income group who could have supported the
demand, The problem also ot aggravated because of
largescale iquidity infusion incapital market. Margin

Funding provided to investors coupled with 1P0 al
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heavy discounted prices created a rush for new
investors to the markel. These new entrants came
without proper understanding of market in sea rehod
casy money., 1 hey also used peer [0 peer MOGEY raised
from private sources and acted mainly in tune with
market swings which increase the volatility, The
upsurge inStock Market during last one year
was hardly commensurate with the grow th uf
economy or industry and became flat at slightest

feeling of discomfort

Whereas, India remained among the most favoured
destinations for overseas funds even in July 2015 with
L~L11|i‘.y.1m‘||'l<u15 receiving second highest inflows
globally despite the rout in Chinese equities and crisis
in Greece, However, the problems in Chinese markets
will affect India. There will be dow nside pressure on
exports to China from India like lron Ore or on
Chinese FDI in Indian industries. Many Indian
Companies have set up manufacturing bases across
China. Viability and Profitability of such companies
would remain under pressure at least in short lerm.
However, overall Indian economy and Capital Market
both are in sound shape not only to withstand this
pressure but also to lurn this calamity into an
opportunity. Post 7008 melt down, Indian Capital
Market is growing steadily whereas China Market
recorded sharpest increase of over |50% during last
one vearalone, This skewed jumps inthe index forced
the investors o book profit. The GDP growth al st
quarter of current year in China at 7% was the lowest
since global crisis i 2008 whereas the 1st quarter
Indign GDI" was almost highest during this period.
[hough India do not have capital account
convertibility on currency yet the exchange rate of
rupee s determined by free markel forces which has
sutomatic check and balances for depreciation or
rovaluation. However, in case af Yuan tree market

pricing is not available though the Central Bank has

changed the range within which Yuan can move.
wWoney m Chinese markel came mainty from Tetail
investors who need borrowed money peer Lo peer
funding/excessive margin funding [he new
imvestment did not come throueh domestic or foreien
insktitutions v.-lu:- have a long term view of the market,
[lis again created a short term view of the market

which created wild swings.

Measures taken by the China to arvest the volatility
acted on two pivotals, On one hand, shorl sales were
banned, restriction or halts in trading in selock shares
were ',"n}"-.;m_n.l. Large investors were restrained from
selling their holdings. On the other hand, large
institutional lguidity was introduced in the system o
absorb the selling. However, these curbs and
measures only created more uncertainties amongst
participants which created this volatility. India did
qot resort to short selling even in 2008 crisis.
soreover, Indian Markets have active sectoral index,
futures and option segment w hich helps in curtailing
of volatility by providing a hedging mechanism Lo the

inveslors,

To conclude, the atructural advantage to India thanks
to its regulators, policy makers will ensure that ldia
[he most atiractive market

will remain in peer

countries.
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