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XI CONSOLIDATES POWER — BEARISH SENTIMENT MOVES TO 
AN EXTREME 

At the end of the twentieth National Congress of the Chinese Communist Party 

(CCP) in October, President Xi Jinping appointed four new members to the 

Politburo Standing Committee, replacing Committee members seen as more 

“market friendly” and loyal to former President Hu Jintao. All members of the 

Committee are now personally loyal to Xi — confirming he is firmly in control of 

the CCP — and we believe the forceful removal of Hu Jintao by Xi’s personal 

security guard from the final meeting event was designed to signal that a new 

era has begun. These new appointments differ from what analysts expected, and 

subsequently China’s equity market had one of its most difficult weeks in history.     

What will the longer-term consequences be?

We believe it is too early to tell what the impact will be in terms of economic 

performance for the country, the eventual emergence from the zero-Covid 

policy, and the importance of the financial markets to China’s future development. 

Under Hu Jintao, regulation of the market was lacking, and corruption needed 

to be better controlled. Under Xi, the government significantly cracked down 

on widespread corruption, imposed regulation of businesses that were not in 

the best interest of China’s long-term development, closed inefficient polluting 

companies, limited violent video games, and forced counterfeit goods off online 

platforms. While many of these changes were abrupt, they were meant to address 

festering concerns with respect to economic development, productivity, and 

Chinese culture. The management of China’s economy under Xi’s tenure has been 

effective. The economy has grown from $8.5 trillion at the end of 2012 to $17.7 

trillion at the end of 2021. While the new members of the Politburo Standing 

Committee owe their career success to Xi Jinping and are loyalists, we are 

encouraged by the business acumen of three members: Li Qiang, Cai Qi, and Li Xi, 

who have been managing China’s most developed cities/provinces. We believe all 

three men will take a pragmatic approach to economic development.
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Why the sell-off in Chinese equities?

Chinese equities sold off on Monday, October 24, in the 

first day of trading after the announcements. While the 

market rallied during the ensuing few days, it closed near 

the low through the end of October. Investors who were 

looking for more balance in leadership and some signs that 

the zero-Covid policy would be eased were disappointed. 

There is uncertainty with respect to the replacement 

of various technocrats below the Politburo Standing 

Committee level who were responsible for deleveraging 

policies in banking, real estate, and insurance. Their role 

going forward, and who will replace them, will not become 

clear until March of 2023, when new appointments 

are finalized. Language with respect to Taiwan made it 

clear China would resolutely oppose and deter Taiwan 

from seeking independence. And lastly, there were only 

modestly reassuring comments regarding the importance 

of the private sector and the financial markets. In essence, 

the increased uncertainty with respect to the economy 

and financial markets caused investors globally to further 

reduce their positions in China.  

What is the potential for China’s economy, 
consumer, and capital markets? 

It’s worth highlighting that China is the second largest 

economy in the world. It continues to have one of the 

most attractive rates of economic growth among major 

global economies, it does not have much of an inflation 

problem, and the government has room for further 

stimulus as needed. Because of this, the Chinese equity 

market continues to present many attractive stock 

opportunities for investors, especially within emerging 

markets. In some sectors such as Industrials, Chinese 

companies also may benefit from the rise in global energy 

prices as China has abundant domestic energy resources 

— both legacy fossil fuels as well as being a global leader 

in renewable resources like solar energy — which are 

giving Chinese manufacturers a competitive advantage in 

relatively low energy costs. 

In consumer-related industries including restaurants, food, 

travel, hotels, sportswear, and cosmetics, leading Chinese 

companies are well positioned to benefit from rising 

discretionary spending and an improved standard of living 

as the middle class is expected to grow by an additional 

300 million people by the end of the decade.  

What is the long-term potential for investors? 

On a valuation basis, Chinese equities are at the same level 

they were during the global financial crisis in 2008/2009 

(~8x price/earnings (P/E) for 12 months forward). 

According to Alex Redman, strategist at capital markets 

and investment group CLSA, the equity risk premium for 

Chinese stocks is now the highest since the global financial 

crisis, and it is approaching nearly the same level as 2008. 

China’s 12-month forward consensus P/E of 8x puts the 

market at a 20% discount to overall emerging market 

equities and greater than a 50% discount to US equities. 

In our opinion, a lot of bad news is priced into the market 

including zero-Covid, US-China tensions, Taiwan risks, and 

the recent consolidation of power under Xi. A positive 

shift in any one of these issues would likely result in a 

positive rerating for Chinese equities from near record low 

valuation levels. 

What are the risks? 

As far as changes to our portfolio after the new 

Committee announcement, we are reviewing our positions 

and may make some adjustments upon further review. 

Over the last two years we have been adjusting our 

portfolio and moving out of companies that have higher 

risks from regulations or that are potentially on the wrong 

side of Xi’s “common prosperity” plan. We have avoided 

the real estate sector, where there are excesses that 

will take time to address. We have limited exposure to 

health care, where policy initiatives continue to negatively 

impact both profitability and valuation. We have avoided 

banks, which are subject to policy initiatives. We will 



3

China’s historic growth has been driven by strong exports, 

technological advances, consumption growth, and 

access to the financial markets. While a period of market 

reform was necessary to rein in excesses, we believe the 

current leadership will strike a balance between retaining 

political control while fanning the forces of innovation and 

investment that have driven success historically. 

Our portfolio is focused on companies that will benefit 

from consumption growth in the decades ahead. We 

continue to believe China will grow at the top end 

of global economies for the next 10 years and that 

consumption will rise as a percentage of GDP, benefiting 

companies that service the consumer. Any easing of 

political tensions and the zero-Covid policy will likely result 

in a positive and possibly significant rerating of Chinese 

equities. 

continue to monitor other risks that could impact our 

Chinese positions, like increasing restrictions by the US 

government on the sale of advanced technology products 

to China, potential lockdowns under the zero-Covid policy, 

further weakness in the real estate sector, and/or potential 

further escalation of military conflict with Taiwan, and will 

adjust exposure as needed.

Conclusion

Again, China is currently the second largest economy 

globally. It represents 1.4 billion people and the largest 

manufacturing base in the world by a wide margin. 

Economic progress over the past 20 years has been 

unprecedented in the modern era. China has a long-term 

goal of doubling the economy by 2035 from the 2020 

base year. This means a target growth rate of at least 

4.7% annually. 
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INDEX PERFORMANCE

October 31, 2022

Index QTD YTD

MSCI Emerging Markets -3.10% -29.42%

MSCI World Index 7.18% -20.07%

MSCI EM EMEA 4.31% -29.31%

MSCI EM Latin America 9.66% 12.97%

MSCI EM Asia -5.86% --32.99%

MSCI Emerging Markets Growth -4.36% -33.67%

MSCI Emerging Markets Value -1.76% -24.67%

Source: FactSet

October 31, 2022

MSCI Emerging Markets Index QTD YTD

Financials 1.03% -13.03%

Information Technology 1.29% -39.77%

Consumer Discretionary -14.78% -38.47%

Communication Services -13.00% -44.20%

Consumer Staples -4.41% -19.77%

Industrials 2.05% -18.98%

Health Care 1.46% -31.40%

Materials 1.30% -23.07%Source: FactSet
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DISCLOSURES:

This represents the views and opinions of GW&K Investment Management. It does not constitute investment advice or an offer or solicitation to purchase or sell any 
security and is subject to change at any time due to changes in market or economic conditions. The comments should not be construed as a recommendation of 
individual holdings or market sectors, but as an illustration of broader themes.

Investing in securities or investment strategies, including GW&K’s Investment Strategies presented in this document, involves risk of loss that clients should be 
prepared to bear. No investment process is free of risk; no strategy or risk management technique can guarantee returns or eliminate risk in any market environment. 
There is no guarantee that GW&K’s investment processes will be profitable, and you therefore may lose money. Past performance is no guarantee of future results. 
The value of investments, as well as any investment income, is not guaranteed and can fluctuate based on market conditions. Diversification does not assure a profit 
or protect against loss. GW&K’s active management styles include equity and fixed income strategies that are subject to various risks, including those described in 
GW&K’s Form ADV Part 2A, Item 8. GW&K’s Form ADV Part 2A may be found at https://adviserinfo.sec.gov/Firm/121942 or is available from GW&K upon request.

Indexes are not subject to fees and expenses typically associated with managed accounts or investment funds. Investments cannot be made directly in an index. Index 
data has been obtained from third-party data providers that GW&K believes to be reliable, but GW&K does not guarantee its accuracy, completeness or timeliness. 
Third-party data providers make no warranties or representations relating to the accuracy, completeness or timeliness of the data they provide and are not liable for 
any damages relating to this data. The third-party data may not be further redistributed or used without the relevant third-party’s consent. Sources for index data 
include: Bloomberg (www.bloomberg.com), FactSet (www.factset.com), ICE (www.theice.com), FTSE Russell (www.ftserussell.com), MSCI (www.msci.com) and 
Standard & Poor’s (www.standardandpoors.com).


