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THE TRUE RISK OF CHINA’S A-SHARE SAGA 
 

The stock market has predicted nine out of the last five recessions 
Paul A. Samuelson 

 
 
The 32% correction in the Shanghai Composite index between 12 June and 8 July does not portend a 
financial crisis in China, as it will not have a major impact on China’s GDP growth and the renminbi exchange 
rate.  The true risk of the sell-off lies in delaying the process of capital account liberalisation and financial 
reform.  But it also serves as a wake-up call for Beijing to re-think its structural reform strategy. 
 
It is noteworthy that the Shanghai 50 index (comprises the large cap stocks, dominated by banks, that 
foreign investors are most interested in owning) and Chinese bank stocks significantly outperformed the 
broader Shanghai Composite index (Chart 1 and 2) in the market crash.  This is because when margin debt 
financed a stock bubble, financials should have led the boom/bust dynamics, yet this was not the case in 
China.   
 
Large caps and bank stocks underperformed the broad market when the bubble was inflated, but 
outperformed it when the bubble burst.  This suggests that the market’s boom-bust was not a result of 
financial flaws but rather of market bubble dynamics.  If there was an impending financial crisis, bank stocks 
would not be spared in the sell-off. 
 

CHI TIME 



The true risk of China’s A-share saga | 22 July 2015 – 2 

 
 
 

Chart 2: Index of 15 banks listed in Shanghai (rebased to 12 June 2015) 

 
         Source: Wind, Dragonomics 

 
 

There is little risk of the market correction hurting China’s GDP growth because of the absence of any wealth 
effect on consumption and corporate funding.  Fundamentally, the wealth effect on consumption is based on 
the permanent income hypothesis, which argues that households plan their consumption and saving 
behaviour based on their life-cycle income rather on short-term income fluctuations. 
 
So the three-week market correction was too short to have any impact on consumption.  In fact, retail sales 
(a proxy to consumption) in China do not correlate highly with A-shares’ performance (Chart 3).  This is also 
because equities account for a small (less than 6%) share of household wealth.  Even if we include wealth 
management products (WMPs), which invest in equities and other asset classes, the total equity exposure of 
Chinese households account for less than 12% of their wealth (Table 1). 
 
The swift correction mainly involved wealth transference between the winners and losers rather than the 
permanent destruction of wealth or of future income streams.  Even after the 32% correction, the Shanghai 
index is still up 122% from June 2014.  Last but not least, China’s consumers’ marginal propensity to 
consume is very low (estimated at 0.34, see “Chi Time: Reform is What the China “Bubble” Advocates Have 
Missed”, 27 May 2015), which means income changes only trigger a small response in consumption. 
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          Table 1: Estimated household wealth

RMB trn % total

equities 13 5.6%

wealth management products 15 6.5%

bank deposits 54 23.3%

housing 150 64.7%

total assets 232

     source: BNPP IP (Asia)

 
 
 

The impact of the market sell-off on corporate funding is also small, as equity financing accounts for only 4% 
of total social financing in the system (Chart 4), despite Beijing’s effort to reduce the reliance of the economy 
on bank loans and to increase the sourcing of funds from equity financing.  Banks have indirect exposure to 
the stock market via lending to, and purchasing of WMPs from, trust and securities companies that offer 
margin financing to the stock market and lending to listed companies which put up their shares as collateral.  
But the total value of these loans is estimated at less than 3% of total bank assets, implying a small impact 
on banks from stock market volatility.  In a nutshell, systemic risk is manageable. 
 
The sharp stock sell-off has prompted some market players to forecast as much as a 10% fall in the renminbi 
exchange rate in the coming year.  In my view, this is based on the unrealistic assumption of free capital 
outflow from China, which is not going to happen unless Beijing opens up the capital account suddenly.  
China’s basic surplus (current account balance plus net long-term capital inflows) is still large at over 4% of 
GDP, with the current account surplus rising.  Together with a stable exchange-rate policy, this will underpin 
the renminbi in the medium-term. 
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The true risk of the market rout lies in slowing China’s economic liberalisation, including capital account 
opening.  Market volatility and the suspension of IPOs will impede mergers and acquisitions and capital 
raising, as well as delaying privatisation and the implementation of mixed-ownership reform of state 
companies and the deleveraging plans of local governments.  Beijing may also reduce its tolerance for 
financial innovation, such as margin financing, which is essential for capital market reform. 
 
The stock market saga has revealed Beijing’s old habit of micro intervention, raising doubts about whether it 
is ready to let market forces run and thus hurting its reform credibility   Crucially, as China moves towards the 
Impossible Trinity paradigm, where opening the capital account will make it impossible for Beijing to control 
both the exchange rate or the interest rate, it will have to give up control on one of the policy levers and to 
deliver deep structural reforms to prepare China for handling economic volatility stemming from free capital 
flows and the loss of a monetary lever. 
 
However, the market rout has revealed the inherent regulatory and implementation vulnerabilities in the 
system and hurt Beijing’s confidence in liberalising the capital account by opening up to market forces.  On 
one hand, this could make Beijing more risk-averse by slowing the pace of capital account opening.  On the 
other hand, this should serve as a wake-up call for it to review its structural reforms strategy. 

 
 
Chi Lo 
Senior Economist, BNPP IP         22 July 2015 
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DISCLAIMER 

This material is issued and has been prepared by BNP Paribas Asset Management S.A.S. (“BNPP AM”)*, a member of BNP Paribas Investment Partners 
(BNPP IP)** . 
 
This material is produced for information purposes only and does not constitute: 
1.  an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract  or commitment whatsoever or 
2. any investment advice. 
This material makes reference to certain financial instruments (the “Financial Instrument(s)”) authorised and regulated in its/their jurisdiction(s) of incorporation.  
 
No action has been taken which would permit the public offering of the Financial Instrument(s) in any other jurisdiction, except as indicated in the most recent 
prospectus, offering document or any other information material, as applicable, of the relevant Financial Instrument(s) where such action would be required, in 
particular, in the United States, to US persons (as such term is defined in Regulation S of the United States Securities Act of 1933). Prior to any subscription in a 
country in which such Financial Instrument(s) is/are registered, investors should verify any legal constraints or restrictions there may be in connection with the 
subscription, purchase, possession or sale of the Financial Instrument(s). 
 
Investors considering subscribing for the Financial Instrument(s) should read carefully the most recent prospectus, offering document or other information material 
and consult the Financial Instrument(s)’ most recent financial reports. The prospectus, offering document or other information of the Financial Instrument(s) are 
available from your local BNPP IP correspondents, if any, or from the entities marketing the Financial Instrument(s). 
 
Opinions included in this material constitute the judgment of BNPP AM at the time specified and may be subject to change without notice. BNPP AM is not obliged to 
update or alter the information or opinions contained within this material. Investors should consult their own legal and tax advisors in respect of legal, ac-counting, 
domicile and tax advice prior to investing in the Financial Instrument(s) in order to make an independent determination of the suitability and consequences of an 
investment therein, if permitted. Please note that different types of investments, if contained within this material, involve varying degrees of risk and there can be no 
assurance that any specific investment may either be suitable, appropriate or profitable for a client or prospective client’s investment portfolio. 
 
Given the economic and market risks, there can be no assurance that the Financial Instrument(s) will achieve its/their investment objectives. Returns may be affected 
by, amongst other things, investment strategies or objectives of the Financial Instrument(s) and material market and economic conditions, including interest rates, 
market terms and general market conditions. The different strategies applied to the Financial Instruments may have a significant effect on the results portrayed in this 
material. Past performance is not a guide to future performance and the value of the investments in Financial Instrument(s) may go down as well as up. Investors 
may not get back the amount they originally invested. 
 
The performance data, as applicable, reflected in this material, do not take into account the commissions, costs incurred on the issue and redemption and taxes. 
 
This document is directed only at person(s) who have professional experience in matters relating to investments (“relevant persons”). Any investment or investment 
activity to which this document relates is available only to and will be engaged in only with Professional Clients as defined in the rules of the Financial Services 
Authority. Any person who is not a relevant person should not act or rely on this document or any of its con-tents. 
 
*BNPP AM is an investment manager registered with the “Autorité des marchés financiers” in France under number 96-02, a simplified joint stock company with a 
capital of 64,931,168 euros with its registered office at 1, boulevard Haussmann 75009 Paris, France, RCS Paris 319 378 832. www.bnpparibas-am.com  
 
** “BNP Paribas Investment Partners” is the global brand name of the BNP Paribas group’s asset management services. The individual asset management entities 
within BNP Paribas Investment Partners if specified herein, are specified for information only and do not necessarily carry on business in your jurisdiction. For further 
information, please contact your locally licensed Investment Partner.  
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