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China: Will the Year of the Goat Become the Year of the Bear? 
  

 After an exuberant run-up from mid-2014 through mid-2015, China’s domestic stock markets have fallen precipitously. 

 Many investors are now concerned about the potential impacts on the global financial system and world economy. 

 Given the character of the bubble and China’s financial system, we expect the associated risks to be manageable. 
 

After being overshadowed by Greece and the eurozone for 
several weeks, a steep crash in China’s domestic stock 
markets is finally coming into sharper focus. This is an 
important event for investors to monitor, given China’s 
importance to the global economy (it is the second largest 
national economy in the world) and the ripple effects that 
can occur when  a financial-market bubble bursts.   

A Quick Review 

Shares in Chinese companies come in several forms. Two 
of the best-known share classes are referred to as “H 
shares” and “A shares.” H shares, which are traded in 
Hong Kong, offer ownership in a limited number of 
companies headquartered in mainland China. A shares 
also represent ownership in mainland companies, but they 
are traded on exchanges in mainland China, and 
ownership by outsiders is limited. (While H shares have 
not been immune to the recent selloff, they did not reach 
the dizzying heights that A shares did.) The two primary 
exchanges for A share trading are located in the cities of 
Shanghai and Shenzhen. Since mid-2014, both of these 
markets have been on quite a roll. As Exhibit 1 shows, the 
Shenzhen Composite Index was up more than 170% (in 
China’s domestic currency, the renminbi) in only a year.  

Exhibit 1: Shenzhen Composite Index 

 
Sources: Bloomberg, SEI 
Daily closing values in Chinese renminbi, 6/3/2014 through 7/6/2015. 
Past performance is no guarantee of future results. 

Of course, if market history teaches us anything, it’s that 
what goes straight up usually comes back down, and this 
episode has borne that out. The sharp declines in 
domestic Chinese equities that began in June 2015 — and 
more specifically, the impacts it could have on other 
economies and markets — has the attention of global 
investors.  

The Glass-Half-Empty View 

A pessimistic observer might emphasize the following. 
Losses in the value of domestic shares are now equivalent 
to more than a third of annual economic activity. Credit, in 
the form of margin lending, played a significant role in the 
market’s recent appreciation. As a result, a market decline 
is more likely to feed on itself until leveraged speculators 
are shaken out of the market. This, in turn, could have 
negative economic effects by undermining confidence, 
consumption and the flow of credit; and all else being 
equal, falling growth in China would mean slower growth in 
the world economy. With worldwide growth already 
challenged, this could tip the global economy back into 
recession, which would have negative effects on the 
world’s financial markets. The measures being taken by 
Chinese regulators and financial institutions — including 
capital infusions, suspensions of trading and initial stock 
offerings, promises of financial support and, most recently, 
a six-month freeze on sales by large stakeholders — 
reflect these concerns. In fact, the there’s an eerie parallel 
to the U.S. stock-market crash of the late 1920s, when 
public gestures of support for the market repeatedly failed 
to quell the panic.  

A Glass-Half-Full Perspective  

A more optimistic assessment would take note of several 
factors. First, China’s financial system is still insulated from 
the world’s financial system. Thus, full-fledged contagion 
to markets outside the country seems unlikely (although 
countries, currencies and commodities with close links to 
China’s economy have been adjusting to lower levels 
recently). Second, taking a longer-term view, sentiment 
within China’s equity markets was depressed from 2011 
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into 2014 (see Exhibit 3, for example). While the recent 
run-up went too far too fast, it was fostered in part by 
financial reforms and economic stimulus measures that 
should improve China’s longer-term economic and market 
outlooks. A shares have also benefited from a program 
connecting the Shanghai and Hong Kong exchanges, 
which allows foreign investors access to a specified 
amount of domestic equities. This Hong Kong-connection 
program will eventually be extended to Shenzhen as well. 
In addition, domestic Chinese equities are being 
considered for eventual inclusion in global stock-market 
indexes. Thus, while the market’s reactions may have 
been overly exuberant, they were based on positive 
developments. It’s also interesting to note that of the two 
major domestic exchanges, the Shenzhen has been 
bubblier (that is, its stocks were more extravagantly priced 
relative to corporate earnings) than the Shanghai. While 
Shenzhen’s recent valuations certainly appeared to be 
overextended, its outperformance makes some sense in a 
longer-term context. Whereas the Shanghai exchange is 
heavy with state-backed financial and industrial 
companies, Shenzhen’s listings are more focused on 
technology, healthcare and consumer stocks — industries 
that should be favored by the current government’s desire 
to rebalance the economy away from export-oriented 
investment activity and toward domestic consumption.  

Our View 

Chinese stocks certainly appeared to be in a bubble from 
mid-2014 to mid-2015. However, assuming they peaked in 
mid-June, it was relatively short lived when compared to 
prior market bubbles, as shown in Exhibit 2. Both the build-
up and the selloff have been comparatively quick. (And 
despite the volatility, both markets remain in positive 
territory year to date.) This may limit the extent of any 
economic and financial distortions compared to other 
famous market bubbles.  

Exhibit 2: China’s Recent Bubble in Historical Context 

 
Sources: Bloomberg, SEI 
Past performance is no guarantee of future results. Average of Prior 
Bubbles is an equally weighted average of the Dow Jones Industrial 
Average (9/1/1927 – 9/3/1930), Nikkei 225 Index (12/18/1987 – 
1/9/1991), Nasdaq 100 Index (4/2/1998 – 3/23/2001), Shanghai 
Composite Index (9/16/2005 – 10/23/2008) and Shenzhen Composite 
Index (12/21/2005 – 1/22/2009). All indexes rebased to 100 as of their 
individual starting dates.  

In terms of valuations, both Shenzhen and Shanghai 
exchanges are now at or below their long-term historic 
averages. This doesn’t mean that the selloffs will suddenly 
stop; but it does imply that much of the exuberance has 
been wrung out of the Shenzhen market and that the 
Shanghai market has fallen back below its historic 
valuation.  

Exhibit 3: Valuations Approaching Normal 

 

Sources: Bloomberg, SEI 
Average daily price-to-earnings ratios from December 31, 2003, through 
July 8, 2015. The price-to-earnings ratio is equal to market capitalization 
divided by after-tax corporate earnings. The higher the P/E ratio, the 
more the market is willing to pay for each dollar of annual earnings. Past 
performance is no guarantee of future results. 

While this remains to be seen, we believe the effect of the 
Chinese stock market on domestic consumption (what 
economists refer to as the wealth effect) and the broader 
Chinese economy should be limited. Although the 
domestic market is volatile and driven mainly by the 
sentiment of individual investors, participation remains 
fairly limited, and the wealth of most Chinese citizens still 
arises from income growth rather than financial 
investment. Of course, this means that wealthier 
individuals may have to scale back on some consumption 
plans. And it can hardly be said that a bear market in 
China is positive for domestic and global consumption. But 
thus far, contagion to other emerging markets has been 
limited. 

Finally, stock market stability is a critical component of the 
Chinese government’s plan to continue opening and 
integrating its financial system with the rest of the world. 
The country’s regulators and key market participants 
appear to be acting in support of this objective. While it 
has not done much good in recent days, over the longer 
term, we expect the behavior of domestic Chinese stock 
markets to become less volatile, as the mix of market 
participants tilts away from individuals and toward 
institutional investors. This is a long-term process, but for 
long-term investors, it’s an important one to keep in mind.  
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In the meantime, our managers are not focusing on recent 
market volatility, nor are they making directional calls on 
the broader Chinese market. They are keeping their eyes 
on longer-term dynamics in China and positioning 
accordingly. Like SEI, our managers believe current global 
economic conditions provide an opportunity for long-term 
investors to take advantage of short-term price declines 

and market volatility. Some of our managers have 
indicated that they might selectively add to positions in H 
shares that have sold off in sympathy with the mainland 
exchanges (most notably in companies that do significant 
business outside of China). Our Funds’ exposures to 
Chinese securities are shown in Exhibit 4.  

Exhibit 4: Exposures to Chinese Securities as of May 31, 2015 
Complex Fund Weight (%) Benchmark Index Weight (%) Difference (%) 

NC New Covenant Growth Fund 2.04 Russell 1000  0.00 2.04 

SDIT Ultra Short Duration 0.17 Barclays Short US Treasury 9-12 Month 0.00 0.17 

SIT Emerging Markets Debt 2.73 Blended Benchmark*  1.57 1.16 

SIT Emerging Markets Equity 24.97 MSCI Emerging Markets  25.08 -0.11 

SIT International Equity 1.19 MSCI EAFE  0.02 1.18 

SIT International Fixed Income 0.08 Barclays Global Aggregate ex-USD 0.01 0.07 

SIMT Core Fixed Income 0.08 Barclays US Aggregate  0.09 -0.01 

SIMT Global Managed Volatility 0.09 MSCI World 0.01 0.08 

SIMT Large Cap 0.36 Russell 1000 0.00 0.36 

SIMT Large Cap Growth 0.79 Russell 1000 Growth 0.00 0.79 

SIMT Large Cap Value 0.60 Russell 1000 Value 0.00 0.60 

SIMT Tax-Managed Large Cap 0.31 Russell 1000 0.00 0.31 

SIMT Small Cap 0.13 Russell 2000 0.00 0.13 

SIMT Small Cap Growth 0.16 Russell 2000 Growth 0.00 0.16 

SIMT U.S. Fixed Income 0.05 Barclays US Aggregate  0.09 -0.04 

Differences may not sum due to rounding. Equity fund holdings consist primarily of H shares, although the Emerging Market Equity Funds have small 
allocations to A shares via participatory notes.    
* 50% JP Morgan EMBI Global Diversified Index, 50% JP Morgan GBI EM Global Diversified Index 

Index Definitions 

The Barclays Capital Global Aggregate Index provides a broad-based measure of the global investment-grade fixed-rate 
debt markets outside of the U.S., consisting of Barclays Pan-European Aggregate and Asian-Pacific Aggregate Indices, 
excluding the effects of foreign exchange movements vis-a-vis the U.S. dollar.  

The Barclays Short US Treasury 9-12 Month Index measures the performance of U.S. Treasury securities that have a 
remaining maturity between one and twelve months. 

The Barclays U.S. Aggregate Bond Index is an unmanaged benchmark index composed of U.S. securities in Treasury, 
government-related, corporate and securitized sectors. It includes securities that are of investment-grade quality or better, 
have at least one year to maturity, and have an outstanding par value of at least $250 million. 

The Dow Jones Industrial Average is a price-weighted average of 30 significant stocks traded on the New York Stock Exchange and 
NASDAQ. 

The JPMorgan EMBI Global Diversified Index tracks the performance of external debt instruments (including U.S.-dollar-
denominated and other external-currency-denominated Brady bonds, loans, Eurobonds and local market instruments) in 
the emerging markets. 

The JPMorgan GBI-EM Global Diversified Index tracks the performance of debt instruments issued in domestic currencies 
by emerging market governments. 

The MSCI EAFE Index is an unmanaged, market-capitalization-weighted equity index that represents the developed world 
outside North America. 

The MSCI Emerging Markets Index is a free float-adjusted market capitalization weighted index designed to measure the 
performance of global emerging market equities. 

The MSCI World Index is a free float-adjusted market capitalization weighted index that is designed to measure the equity 
market performance of developed markets. The MSCI World Index consists of the following 23 developed market country 
indices: Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, 
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Japan, Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden, Switzerland, the United Kingdom, and 
the United States. 

The Nasdaq 100 Index is composed of the 100 largest, most actively traded U.S. companies listed on the Nasdaq stock 
exchange with the exception of financial-industry stocks.  

The Nikkei 225 is a price-weighted equity index which consists of 225 stocks blue-chip stocks listed on the Tokyo Stock 
Exchange. 

The Russell 1000 Index includes 1000 of the largest U.S. equity securities based on market cap and current index 
membership; it is used to measure the activity of the U.S. large-cap equity market. 

The Russell 1000 Growth Index measures the performance of the large-cap growth segment of the U.S. equity universe. It 
includes those Russell 1000 Index companies with higher price-to-book ratios and higher forecasted growth values. 

The Russell 1000 Value Index measures the performance of the large-cap value segment of the U.S. equity universe. It 
includes those Russell 1000 Index companies with lower price-to-book ratios and lower expected growth values. 

The Russell 2000 Index includes 2000 small-cap U.S. equity names and is used to measure the activity of the U.S. small-
cap equity market. 

The Russell 2000 Growth Index measures the performance of the small-cap growth segment of the U.S. equity universe. 
It includes those Russell 2000 Index companies with higher price-to-value ratios and higher forecasted growth values. 

The Shenzhen Composite Index is a market-cap weighted index that tracks the stock performance of all A shares and B 
shares (B shares are denominated in renminbi but traded in Hong Kong dollars) traded on the Shenzhen Stock Exchange. 
It is not adjusted for free float (shares available for public trading).  

The Shanghai Composite Index is a capitalization-weighted index that tracks the performance of all A shares and B 
shares (B shares are denominated in renminbi but traded in U.S. dollars) listed on the Shanghai Stock Exchange.  

Important Information 

This presentation is provided by SEI Investments Management Corporation (SIMC), a registered investment adviser and 
wholly owned subsidiary of SEI Investments Company.  The material included herein is based on the views of SIMC.  
Statements that are not factual in nature, including opinions, projections and estimates, assume certain economic 
conditions and industry developments and constitute only current opinions that are subject to change without notice.  
Nothing herein is intended to be a forecast of future events, or a guarantee of future results.  This presentation should not 
be relied upon by the reader as research or investment advice (unless SIMC has otherwise separately entered into a 
written agreement for the provision of investment advice).   
 
There are risks involved with investing including loss of principal.  There is no assurance that the objectives of any 
strategy or fund will be achieved or will be successful.   No investment strategy, including diversification, can protect 
against market risk or loss.  Current and future portfolio holdings are subject to risk.  Past performance does not 
guarantee future results.  In addition to the normal risks associated with equity investing, international investments may 
involve risk of capital loss from unfavorable fluctuation in currency values, from difference in generally accepted 
accounting principles or from economic or political instability in other nations.  Narrowly focused investments and smaller 
companies typically exhibit higher volatility.  Emerging and frontier markets involve heightened risks relating to the same 
factors as well as increased volatility and lower trading volume. Real estate and REIT investments are subject to changes 
in economic conditions, credit risk and interest rate fluctuations.  Bonds and bond funds will decrease in value as interest 
rates rise.  Investments in high-yield bonds can experience higher volatility and increased credit risk and risk of default or 
downgrade when compared to other fixed-income instruments.  TIPS can provide investors a hedge against inflation as 
the inflation adjustment feature helps preserve the purchasing power of the investment.  Because of this inflation 
adjustment feature, inflation protected bonds typically have lower yields than conventional fixed rate bonds.  
 
For those SEI products which employ a multi-manager structure, SIMC is responsible for overseeing the sub-advisers and 
recommending their hiring, termination, and replacement.  References to specific securities, if any, are provided solely to 
illustrate SIMC’s investment advisory services and do not constitute an offer or recommendation to buy, sell or hold such 
securities.  
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SEI Investments Management Corporation (SIMC) is the adviser to the SEI Funds, which are distributed by SIMC’s 
affiliate, SEI Investments Distribution Co. (SIDCO).  SIMC and SIDCO are wholly owned subsidiaries of SEI Investments 
Company.  
 
Neither SEI nor its subsidiaries is affiliated with your financial advisor. 
 
Certain economic and market information contained herein has been obtained from published sources prepared by other 
parties, which in certain cases have not been updated through the date hereof.  While such sources are believed to be 
reliable, neither SEI nor its affiliates assumes any responsibility for the accuracy or completeness of such information and 
such information has not been independently verified by SEI.  
 
Index returns are for illustrative purposes only and do not represent actual portfolio performance.  Index performance 
returns do not reflect any management fees, transaction costs, or expenses, which would reduce returns.  Indexes are 
unmanaged and one cannot invest directly in an index. 
 
Neither SEI, nor its affiliates provide tax advice.  Please note that (i) any discussion of U.S. tax matters contained in this 
communication cannot be used by you for the purpose of avoiding tax penalties; (ii) this communication was written to 
support the promotion or marketing of the matters addressed herein; and (iii) you should seek advice based on your 
particular circumstances from an independent tax advisor. 
 
To determine if the Funds are an appropriate investment for you, carefully consider the investment objectives, 
risk factors and charges and expenses before investing.  This and other information can be found in the Funds’ 
summary and full prospectuses, which may be obtained by calling 1-800-DIAL-SEI.  Read it carefully before 
investing. 

 

 

 


