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February Strategy Report

HK market continues re-rating on policy support

HK stock market has been outstanding so far in 2022, as it has been enjoying re-
rating from distressed valuations. With Beijing stepping up pro-growth policies,
China’s economic growth may rebound in Q2, which should continue to help HK
market’s re-rating. The U.S. Fed’s rate hikes may be closely monitored, but its
real impact on stocks may not be too significant until Q4 2022.

Fed rate hikes’ impact on stock market. Interest rate futures have now
priced in five rate hikes (or 125 bps) by the U.S. Fed in 2022. The impact on
markets would depend more on the changes in interest rate forecasts than the
actual moves in Fed funds rates.

U.S. real interest rates may put more pressure on stocks in Q4 2022. Fed
funds rate going up per se, unless more aggressively than expected, may not
be bearish for stocks. U.S. stocks usually performed worse when real interest
rates were positive. The real yield is now deeply negative thanks to high
inflation, but might rebound to closer to positive in Q4 2022.

U.S. Value stocks outperformed in early rate hike cycles. We reviewed
U.S. stocks' returns during the previous four rate hike cycles, and observed
that 1) Stocks had poorer returns in the later part of rate hike cycles; 2) Value
stocks like Financials, Energy & Materials outperformed Growth stocks in
early rate hike cycles, but underperformed in the late cycles, as value stocks
are more vulnerable to economic slowdown caused by higher rates.

China’s GDP growth may improve in Q2 on pro-growth policies. China’s
economy is showing signs of slowdown in Q1 due to COVID resurgence and
a weak housing market. But the economy may bottom out in Q2 amid policy
support. Expect to see further easing of liquidity and credit supply, additional
fiscal policy support and more friendly policy towards private sectors including
the internet sector.

HSI performed better when China’s economy rebounded, led by Internet
& Industrials. During 2011-2019, there were eight quarters where China’s
GDP QoQ growth rebounded by at least 0.2 ppts. In these eight quarters, the
HSI posted a 2.8% gain on average, vs. a mere 0.3% gain in other quarters.
By sector, Internet, Healthcare & Industrials were among the biggest winners
during the “recovery” quarters.

Preferred sectors: Internet, Construction Machinery, NEV. 1) Internet:
has priced in much of the policy headwind over the past year, and recent policy
news flows are more neutral or even supportive; 2) Construction Machinery:
benefits from expected speed-up in infrastructure spending, while margins
may improve as steel cost pressure is easing; 3) NEV sales in China should
maintain strong growth in 2022. Rebound in China’s economic growth in Q2
should boost sales and sentiment. The recent 30-40% retreat in share prices
of China’s leading NEV start-ups presents a buying opportunity.
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Market Data

Hang Seng Index 24,573
52-week High / Low 31,183/22,665
3-month avg. daily t/o HK$125.3bn

Source: Bloomberg

Indices Performance

HSI HSCEI HSTECH
1-month 4.6% 4.3% 1.4%
3-month -1.2% 2.7%  -11.1%
6-month -6.1% -7.4% -16.7%

Source: Bloomberg

12-month HSI Performance
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Market recap

B HK stock market the star performer YTD

Hong Kong stock market has been the outstanding one among major global peers YTD,
with the Hang Seng Index gaining 5.0%, while the other major markets are posting losses
(Fig. 1). This is quite the opposite of the performances in 2021.

As we forecasted in our January’s Strategy Report, China’s policy turning supportive and
a renewed interest from Mainland investors are helping HK stocks to re-rate from distressed
valuations.

Figure 1: Major stock markets’ returns: 2021 vs 2022 YTD

30 9% in USD term
2021 m2022YTD

20

10

0—.I-.--l

-10

=

-20

-30

US S&P US  Eurozone Japan EM Asia ex- CSI 300 HSI HSCEI Hang
500 Nasdaq Japan Seng
Tech
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B H-shares’ discount to A-shares narrowing from decade high

The attractive valuations of HK / H-shares, both in absolute terms and relative to A-shares,
have not gone unnoticed. In just one month, the A-H premium Index has narrowed from
148 to 135, which means H-shares of A-H dual-listed stocks outperformed A-shares by 13
ppts on average during this period (Fig. 2). Yet, A-H premium is still considerably higher
than its 10-year average 22%, and there could well be more room for H-shares to catch up.

Figure 2: A-H premium* at decade high Figure 3: Old-economy stocks led gains in HK
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*Above 100 indicates A-shares trade at premium
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B Financials and Energy led gains in HK

By style / sector, value and old-economy stocks led gains in HK market YTD, as Energy
rose along with oil prices, and Financials with higher bond yields (Fig. 3).

U.S. Fed’s exit plan

B Market has priced in five rate hikes in 2022

The U.S. Federal Open Market Committee (FOMC) sounded a hawkish tone in its Jan
meeting, signalling the first of a series of rate hikes in Mar and potentially begin balance
sheet reduction as soon as Jun 2022 (see our post-FOMC meeting Strategy Report).

But a hawkish Fed has not really surprised investors, as the market expectation of Fed
funds rate have already been shifting upward remarkably before the FOMC meeting. At the
end of 2021, interest rate futures implied three rate hikes in 2022, and now they imply five
hikes (Fig. 4).

As rate hike expectation heightened, U.S. stocks suffered an overdue correction, with the
S&P 500 down by 12% from its peak in early Jan (Fig. 5).

Looking forward, the impact on financial markets from rate hikes would depend more
on the changes in interest rate forecasts than the actual moves in Fed funds rates.
As the interest rate futures have already priced in five hikes (or 125 bps), stock markets
should not have too much shock if the Fed does raise rates as expected.

Figure 4: Implied Fed Funds rate moving up Figure 5: U.S. stocks retreated on rate hike fears
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B Real interest rates may put more pressure on stocks in Q4 2022

Since the introduction of zero interest-rate policy in 2008, U.S. stocks usually performed
worse when real interest rates were positive. Even during the previous rate hike cycle in
2015-2018, U.S. stocks came under pressure only when real rates climbed to positive (Fig.
6). As the U.S. CPI inflation stood at 7%, the real yield is now deeply negative (-5.8%), but
might rebound to closer to positive in Q4 2022, when CPI YoY is expected to come down
to 3.1% according to Bloomberg survey, and Fed funds rate might have gone up by 1.25%.
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In other words, Fed funds rate going up per se, unless more aggressively than expected,
may not be bearish for stocks. A combination of higher Fed funds rate and lower
inflation to the point real interest rate turns positive would be more bearish, but that
would not happen before Q4 2022.

Figure 6: U.S. stocks came under pressure from positive real yields
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U.S. Value stocks outperformed in early rate hike cycles

As the U.S. will most likely enter an interest rate hike cycle after the FOMC meeting on 16
Mar 2022, we review how the U.S. stocks performed by style / sector in previous rate hike
cycles. We already illustrated in our previous Strategy Report that U.S. growth stocks
tended to underperform when interest rate rose.

We now look at each sector’s returns during the previous four rate hike cycles (Fig. 7-10).
Two key observations:

1. Stocks had poorer returnsin the later part of rate hike cycles (exceptin Q1 1995)

2. Value stocks like Financials, Energy & Materials outperformed Growth stocks
in early rate hike cycles, but underperformed in late cycles, possibly because value
stocks are more vulnerable to economic slowdown caused by higher rates.

Figure 7: U.S. stocks’ quarterly returns by sector in rate hike cycle 1994-1995

15t hike last hike
! !

Fed funds rate (%) 3.00 3.50 425 475 5.50 6.00

S&P 500 sectors Q4 1993 Q1 1994 Q2 1994 Q3 1994 Q4 1994 Q1 1995
Info Tech 5.3% 42% -65% 126% 86% 12.0%
Health Care 95% ~114% 5.8%| 14.8% 2.4% 10.6%
Consumer Discretionary 70% -40% -32% -05% -25% 7.2%
Communication Services -12% -59% 46% -03% -6.8% 5.5%
Financials -1.7% -49% 51% -24% -40% 11.8%
Industrials 54% -26% -32% 17% -0.7% 10.8%
Consumer Staples 79% -49% -17% 10.5% 3.3% 8.0%
Utilities -7.3% -124% -80% 1.8% 1.0% 3.9%
Materials 9.9% 0.3% 1.0% 108% -8.0% 7.7%
Energy -5.9% -34% 1.7% 0.4% 0.9% 10.3%

Source: Bloomberg, CMBIS
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Figure 8: U.S. stocks’ quarterly returns by sector in rate hike cycle 1999-2000

1st hike last hike
4 k

Fed funds rate (%) 475 5.00 525 5.50 6.00 6.50

S&P 500 sectors Q11999 Q2 1999 Q3 1999 Q4 1999 Q1 2000 Q2 2000
Info Tech 122% 11.6% 49% 358% 135% -93%
Health Care 27% -54% -10.5% 16% -02% 231%
Consumer Discretionary 10.4% 39% -87% 184% -39% -88%
Communication Services 30% 129% -7.7% 94% -1.7% -143%
Financials 7.0% 46% -155% 8.3% 18% -34%
Industrials 37% 121% -52% 89% -15% -14%
Consumer Staples -8.5% 0.0% -129% 4 7% -175% 13.1%
Utilities -104% 103% -59% -62% 6.4% 4 8%
Materials 08% 200% -86% 113% -127% -154%
Energy 52% 120% -1.7% 0.2% 1.8% 2.4%

Source: Bloomberg, CMBIS

Figure 9: U.S. stocks’ quarterly returns by sector in rate hike cycle 2004-2006

1st hike last hike
! !

Fed funds rate (%) 1.00 1.25 1.75 225 275 3.25 375 425 475 525

S&P 500 sectors Q12004 Q2 2004 Q3 2004 Q4 2004 Q12005 Q2 2005 Q3 2005 Q4 2005 Q1 2006 Q2 2006
Info Tech 1.3% 1.3% -2 3% 8.7% -2 6% 0.9% 3.1% 1.6% 3.7% -1.9%
Health Care -2.6% 28% -100% 134% -7.5% 1.6% 5.8% 0.9% 4 0% -9.8%
Consumer Discretionary -0.9% 2.3% -5.7% 4 8% -1.0% 3.7% 1.1% 1.0% 0.9% -5.4%
Communication Services 1.0% -0.5% -14% 131% -59% -12%  -1.1% 0.8% 2.7% -0.7%
Financials 4.2% -1.8% 5.5% 7.4% -8.6% 26% -20% -11%, 13.4% -1.4%
Industrials 4.3% -2 9% -0.2% 7.2% -7.0% 3.6% 0.1% 7.5% 2 6% -0.8%
Consumer Staples -1.4% 8.0% -0.5% 9.5% -2 0% -3.8% 1.9% 4 5% 6.5% -0.5%
Utilities 5.1% 0.0% -6.1% 7.4% 0.2% -1.2% 2.5% -0.1% 1.0% 2.3%
Materials 4 2% -2 3% 57% 11.1% 4 4% 8.3% 6.4% -6.3% -2 0% 4 7%
Real Estate -2.3% 2 0% 3.0% 8.0% 1.3% | -10.0% 1.3% 10.6% 6.8% -1.0%
Energy 7.5% -5.6% 46% 148% 67% 121% 2 5% 01% 13.9% -1.4%

Source: Bloomberg, CMBIS

Figure 10: U.S. stocks’ quarterly returns by sector in rate hike cycle 2016-2018

1st hike last hike
[ !

Fed funds rate (%) 0.50 0.75 1.00 1.25 1.25 1.50 1.75 2.00 2.25 250

S&P 500 sectors Q3 2016 Q4 2016 Q1 2017 Q2 2017 Q3 2017 Q4 2017 Q1 2018 Q2 2018 Q3 2018 Q4 2018
Info Tech 12.4% 08% 122% 3.8% 8.3% 8.6% 3.2% 6.7% 85% -17.7%
Health Care 0.5% -44% 7.9% 6.7% 3.2% 1.1% -1.6% 27% 14.0% -9.1%
Consumer Discretionary 2.5% 1.9% 8.1% 2.0% 0.5% 9.5% 2.8% 7.8% 7.8% -16.7%
Communication Services -6.6% 35% -51% -81% 54% 23% -87% -23% 84% -136%
Financials 4.0%| 20.35% 21% 3.8% 4. 8% 8.1% -1.4%  -3.6% 3.9% -136%
Industrials 3.6% 65.6% 4 0% 4 2% 3.7% 5.5% 20% -3.7% 95% -17.7%
Consumer Staples -3.3% -27% 56% 0.9% -2 0% 58% -78% -23% 4 9% -6.0%
Utilities -6.7% -0.8% 5.4% 1.4% 2.0% -06% -42% 2.8% 1.5% 0.5%
Materials 3.2% 4. 1% 53% 2.6% 5.6% 64% -6.0% 21% -0.1% -12.8%
Real Estate 29% -53% 27% 1.8% 0.1% 23% -58% 51% 0.0% -4 7%
Energy 1.6% 66% -73% -7.0% 6.0% 53% 66% 127% -0.1% | -24 4%

*we omit the rate hike in Q4 2015 from this cycle
Source: Bloomberg, CMBIS
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Chinese stocks would benefit from rebound in GDP growth

B China’s GDP growth may improve in Q2 on pro-growth policies

China’s economic growth is showing signs of slowdown in Q1 2022 due to COVID
resurgence and a weak housing market. But our economist expects China’s economy may
gradually bottom out from Q2 2022 amid policy support. Expect to see further easing of
liquidity and credit supply, additional fiscal policy support and more friendly policy towards
private sectors including the internet sector. GDP QoQ growth may slow from 1.6% in Q4
202110 1.2% in Q1 2022, and then rebounded to 1.5% in Q2 2022, according to Bloomberg
consensus.

B HSIdid better when GDP growth rebounded, led by Internet & Industrials

During 2011-2019, there were eight quarters where China’s GDP QoQ growth rebounded
by at least 0.2 ppts (highlighted as bold in Fig. 11-12). In these eight quarters, the Hang
Seng Index posted a 2.8% gain on average, vs. a mere 0.3% gain in other quarters. The
HSI recorded losses in only two of the eight “recovery” quarters. By sector, Internet,
Healthcare & Industrials were among the biggest winners during the “recovery” quarters.

Figure 11: HK stocks had better return when China’s GDP rebounded (2012-2015)

Q4 2011 Q12012 Q2 2012 Q3 2012 Q4 2012 Q1 2013 Q2 2013 Q3 2013 Q4 2013 Q1 2014 Q2 2014 Q3 2014 Q4 2014 Q1 2015 Q2 2015 Q3 2015 Q4 2015
GDP QoQ SA (%) 1.5 1.9 2.1 1.8 2.0 19 1.8 2.1 1.6 1.8 1.8 1.8 1.7 1.9 1.8 1.7 1.6
Hang Seng Index 48% 11.5% -5 4% 7 2% 8.7% -1.6% -6.7% 9.9% 20% -5.0% 4 7% -1.1% 2 9% 5.5% 54% -206% 5 1%
Cons. Discretionary 7.3% 16.7% -16.7% 54% 14.2% -1.4% -43% 170% 11.2% -6.9% -1.9% -106% -3.1% 2.4% -25% -19.9% 6.4%
Cons. Staples 4.6% 7.3% 6.1% 6.7% 0.8% 5.2% -3.1% 9.0% 40% -73% 42% -6.5% 5.8% -2.7% 8.2% -25.7% -0.4%
Energy 4.9% 9.5% -11.5% 49% 109% -75% -19.0% 10.9% 0.8% -T1.7% 9.3% -38% -148% -0.5% 1.9% -31.9% -0.5%
Financials 85% 11.0% -5.4% 40% 13.8% 02% -8.2% 8.7% 30% -T.4% 2 9% 10% 11.8% 1.9% 88% -244% 7 4%
Healthcare 1.5% 9.6% -3.4% 6.0%  -0.9% 9.8% 1.3% -0.7% 18.9% 45% -3.1% 16.4% -5.5% 0.5% 42% -16.5% 12.8%
Industrials 8.0% 7.9% -131% -7.9% 29.6% -8.9% -9.9% 20.4% 1.7% -3.6% -22% 4.2% 6.8% 15.5% 1.7% -19.0% -1.0%
Info Tech 0.3% 29.8% -39% 108% -1.3% 27% 16.7% 22.2% 16.0% 6.4% 9.3% -2.2% -4.3%| 25.3% 56% -199% 15.4%
Materials 9 6% 9.7% -188% 66% 13.8% -64% -236% 9.1% 02% -7.0% 1.8% 5 2% -0.7% 3.0% 130% -341% 6 0%
Property 10.0% 12.7% -04% 118% 13.7% -4 7% -8.4% 7.4% -39% -4.3% 0.3% -0.3% 71.7% 6.2% 79% -181% 3 8%
Telecom -2.3% 6.9% -4.9% 6.2% 3.5% -9.0% -1.7% 6.8% -6.0% -10.7% 7.6% 16.5% -0.4% 10.8% -19% -9.6% -3.5%
Utilities 2.3% 3.7% -2.0% 1.1% 5.0% 12.8% 6.2% 1.4% 6.1% -2.2% 1.7% 3.1% 4.1% 2.6% 21% 9.7% -3.0%
Source: Bloomberg, CMBIS
Figure 12: HK stocks had better return when China’s GDP rebounded (2016-2019)
Q12016 Q22016 Q3 2016 Q4 2016 Q1 2017 Q2 2017 Q3 2017 Q4 2017 Q12018 Q22018 Q3 2018 Q4 2018 Q1 2019 Q2 2019 Q3 2019 Q4 2019

GDP QoQ SA (%) 1.4 1.9 1.7 1.6 1.7 1.7 1.6 1.6 1.8 1.6 1.4 1.5 1.6 1.2 1.4 1.3

Hang Seng Index -5.2% 0.1% 120% -56% 9.6% 6.9% 6.9% 8.6% 06% 38% 40% -70% 124% -18% -8.6% 8.0%

Cons. Discretionary -4 7% -53% 121% -40% 14 2% 79% 125% 89% -3.7% 60% -111% -105% 14 6% -36% -5.6% 102%

Cons. Staples -25% -0.3% 2.0% 3.1% 5.3% -0.7% 13.9% 11.8% 3.0% 03% -92% -87% 222% 32% -43% 5.5%
Energy 5.6% 6.6% 0.2% 1.3% 58% -74% 6.3% 6.9% 4.6% 75% 106% -219% 136% -11.0% -8.3% 3.5%
Financials -120% -1.8% 133% -1.0% 7.3% 7 1% 5.0% 87% -0.1% -5.8% 26% -70% 9 6% 04% -9.0% 7.3%
Healthcare -104% -4.3% 9 4% -38% 13.3% 31% 32% 232% 16.1% 41% -178% -260% 250% -84% 6.3% 12.0%
Industrials 5.1% -5.4% 54% -24% 15.0% 2.0% 17.4% 1.1% 3.6% 40% -104% -112% 156% -10.0% 0.3% 16.7%

Info Tech 1.8% 7.0% 19.1% -88% 165% 19.0% 179% 176% -0.5% -48% -17.0% -105% 144% -19% -4.0% 148%
Materials 6.8% 2.0% 6 8% 40% 13.0% 20% 181% -4 1% 0.2% -109% -83% -139% 105% -94% -12.9% 143%
Property 42% -02% 145% -103% 18.1% 6.59% 14.1% 3.7% 2.8% -5.8% -5.7% -16% 21.0% -45% -11.9% 13.6%
Telecom 1.0% -1.4% 6.4% -11.3% 48% -13% -36% 07% -85% -21% 85% -06% 94% 81% -8.1% -23%

Utilities 05% -1.6% 35% -86% 101% 22% 2 0% 0.8% 3.4% -0.7% -1.9% 06% 5 6% -19% -6.6% 2 4%

Source: Bloomberg, CMBIS
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Sector preference

1. Internet may re-rate ahead of fundamental improvement in Q2

We believe the market has factored in much of the policy headwinds in China’s internet
sector over the past year. While more detailed regulatory measures might continue to roll
out, they should be within the framework announced earlier and well anticipated by the
market. Further downside caused by regulation is limited, in our view.

Recent policy news flows are more neutral or even supportive. For instance, at a seminar
with three government departments and heads of internet enterprises on 28 Jan, the
Cyberspace Administration of China vowed to help internet enterprises develop healthily
and sustainably by enhancing inter-department coordination and implementing favourable
policies.

2. Construction Machinery to benefit from infrastructure spending

With China's policy shifting to pro-growth, we expect infrastructure spending to accelerate,
supported by stronger new issuance of local government special bond, thereby boosting
new demand for machineries. Electrification and computerisation are speeding up
replacement cycle in mining and port equipment, which are already enjoying strong orders.
Margins may improve as cost pressures (steel) are easing.

3.  New-Energy Vehicle offers buying opportunity after correction

The share prices of China’s leading NEV start-ups retreated by 30-40% YTD, which
presents a good opportunity to accumulate the shares. We expect NEV sales in China to
maintain strong growth in 2022 (passenger NEV wholesale volume to rise close to 50%).
The potential rebound in China’s macro economic growth in Q2 should boost the sector's
sales and sentiment. The ongoing improvement in HK stock market’s sentiment is positive
to this high-beta growth sector.

Technical Analysis

B HSI holding above long-term uptrend

The HSI has a long-term uptrend linking its bear-market troughs in 2008, 2016 and 2020,
and it successfully held above this uptrend at its recent troughs in Dec 2021 and early Jan
2022 (Fig. 13).

In a shorter time frame, the HSI is still in a half-year downward channel, but with a gap-up
rally on 4 Feb, it formed a bullish “Island Reversal’, and thus have potential to break above
the downward channel. The next resistance will be a one-year downtrend around 26,000
(Fig. 14).

PLEASE READ THE ANALYST CERTIFICATION AND IMPORTANT DISCLOSURES ON LAST PAGE 8
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Figure 13: HSI’s long-term uptrend since 2008
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Figure 14: HSI’'s may rebound to 26,000
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Internet stocks-heavy indices Hang Seng Tech and MSCI China are showing similar
patterns. Both are in a half-year downward channel. If they can break above a short-term

downtrend resistance, they may rise to the top of downwind channels, i.e. >10% upside.

Figure 15: Hang Seng TECH testing downtrend resistance
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Figure 16: MSCI China testing downtrend resistance
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