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trategists feeling upwardly mobile

Despite the threat of the China
syndrome as the central government
hoses down the mainland economy to
curb speculation, an end to the Fed-led
interest-rate rise cycle looks like
unleashing property and banking bulls
in the Hong Kong stock market

ROB HART
Head of Hong Kong strategy
Morgan Stanley
The key factor determining Hong
Kong market performance next
year is likely to be interest rates.
The economy performed extremely
well this year, with real GDP growth
over 7 per cent, unemployment
falling to close to 5 per cent and sal-
ary growth of 2.5 to 3 per cent driv-
ing domestic consumption growth
up to 4.6 per cent during the third
quarter. This virtuous circle is likely
to continue and domestic con-
sumption growth should improve
further as rising mortgage rates will
offset wage growth less next year.
Until the end of October, the
MSCI Hong Kong index lagged
its Asian peers
significantly be-
cause of ris-
ing rates. Since
the beginning
of November,
however, the
Hong Kong
market has be-
gun to focus on
the fact that Fed
Funds Futures are pricing-in an
end to rate rises by the end of the
first quarter. As a result, the MSCI
HK rose by 3.9 per cent in Novem-
ber, which we believe is a sign of
things to come. Historically, the
best performing sectors in Hong
Kong once rates stop rising are
banks and property developers,
and we believe that New World De-
velopment, Sino Land, Wing Hang
Bank and Wing Lung Bank should
perform well in the coming year.
Valuations are supportive at less
than 16 times pre-exceptional earn-
ings next year because of the static
stock market combined with a 31
per cent earnings growth forecast
for the MSCI HK this year.

LINUS YIP

Strategist

First Shanghai Securities

The market is likely to post new
highs in 2006 as the interest-rate-
rise cycle is coming to an end. In-
flation risks will be tamed thanks to
the drop in oil prices from record
high levels and monetary author-
ities will place more emphasis on
how to maintain steady economic
growth.

We expect there will be another
50 basis point rate rise in the first
half of the year and then the inter-
est rate will stay put for a while. A
stable rate environment will be the
main theme for the market, ena-
bling it to
extend a bull
run which origi-
nated in 2003.

Property
plays  which
have lagged in
the fourth quar-
ter should have
a chance to out-
perform, while
industrial stocks will attract atten-
tion again after a two-year drop as
raw material prices are expected to
fall in line with crude oil prices.

Capital inflows to China are well
underway, which strengthens the
expectation of a further yuan reval-
uation.

The mainland banking sector is
the top-pick, as it should be the key
beneficiary of the re-ignition of the
economic growth engine. The air-
line sector, which has been over-
sold in the past two years, shows
signs of bottoming out.

ERIC FU

Director of intermediary business
Fidelity Investments

Management (HK)

The economic outlook for Hong
Kong remains positive, driven by
continued reflation, low real inter-
est rates, steady employment
growth and benefits from China’s
growth.

The stock market is still attrac-
tively valued; the increase in price
is supported by continuing
strength of underlying company
earnings. After 12 rate increases
since 2003, the market expects that
US monetary policy will be very
close to neutrality.

If the Fed’s interest rate rises are
to pause, this may be beneficial to
the banking and real estate sectors
in Hong Kong.

China’s growth story will con-
tinue to benefit Hong Kong, with
the growing demand from the
emerging Chinese private enter-

prise sector. In
addition,  as
Hong Kong has
become the first
choice for stock
market listings

for Chinese
firms, the finan-
cial sector

should benefit

from China’s corporate fund rais-
ing and state enterprise reform.

Overall, companies in Asia have
historically low levels of debt, as a
result of improved balance sheets
under the leadership of quality
management. This fiscal prudence
is being recognised by foreign in-
vestors, and markets in the region
including Hong Kong are likely to
have positive net cash flows.

On the downside, investors
should be mindful of the impact of
possible further interest rates rises,
while at a broader level, the poten-
tial for an avian flu pandemic, pro-
tectionism against Chinese exports
and Taiwan-China relations could
affect market uncertainties as we
enter the new year.

MARK SIMPSON

Head of HK research

Macquarie Securities

Macquarie remains a bull but our
index target of 18,400 will merely
move the market to its long-term
average price-to-earnings ratio of
15 times during a time of continued
strong global growth.

Japan’s reflation story is impor-
tant to Asia and China’s total trade
is forecast to grow 19 per cent, ver-
sus 23.5 per cent this year. Curren-
cy as a policy tool to offset contin-
ued strong inflows will result in an
appreciation of the yuan to 7.5
against the US dollar by the year’s
end and Qualified Domestic Insti-
tutional Investor (QDII) inflows to
Hong Kong could also emerge.

Local leverage to these themes
will continue through strong cre-
ation of higher-paid jobs, which
will underpin
rising  confi-
dence. The end
of the US rate-
rise cycle will
allow this to
flow through to
demand, which
has been muted
late this year.
Recovering pri-
mary property transactions will be
a key feature of this shift.

Essentially, the reflation trade
has further to go and property de-
velopers (Henderson Land) and in-
vestors (Hongkong Land, Wharf)
are key picks. Additionally, the re-
vived consumer story will boost
TVB, Midland Realty and Wing
Hang Bank.

Reits will continue to develop as
an attractive asset class but focus
will shift to companies best lever-
aged to rising mainland consump-
tion. Hang Lung Properties and
Kerry Properties stand out in this
context, while Peacemark is attrac-
tive within the broader consumer

story.

SPENCER WHITE

Chief regional strategist

Merrill Lynch Asia Pacific

Our key theme for Hong Kong next
year is relatively simple — the pur-
suit of growth. Investor appetite for
earnings growth will remain high
and our sense is that this theme
should dominate stock perfor-
mance.

Economic momentum should
start strong but ebb into the second
halfwith rates peaking sometime in
the first half. However, returns
from the broad index are likely to
be below 10 per cent as earnings
momentum could be fairly insipid.

Against this backdrop, we think
investors should focus on where
they can find decent earnings mo-
mentum. This is
harder among
traditional in-
terest rate sensi-
tive stocks such
as the develop-
ers because
costs are rising
too quickly but
we expect more
reit-related ac-
tivity to maintain a high level of in-
terest in this sector — as we have
seen in Singapore.

Chinawill continue to dominate
initial public offerings (IPOs), led
by the banks. Our sense is that ulti-
mately, this would serve to drain
some liquidity away from other
sectors. Secular growth stories in
China, such as life insurance and
telecoms, should also do well. In-
vestment in 3G equipment will be a
driver of earnings for key telecom
suppliers.

Stocks to consider: Cathay Pa-
cific Airways, Guangzhou R&F,
Geely Automobile, Hysan Develop-
ment, China Mobile and Kingboard
Chemical.

CONITA HUNG

Head of equity markets

Delta Asia Securities

The stock market is expected to
gain further in 2006, driven mainly
by an expected peak in the interest
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rate cycle, together with sustained
economic growth and an inflow of
capital triggered by a continuous
expectation of yuan appreciation.

With an anticipated phase-out
of China’s austerity measures, the
Chinese government is now in a
better position to ease monetary
policy to stimulate domestic con-
sumption. Together with a further
opening-up of the mainland’s
financial services sectors in accor-
dance with the WTO agreements,
this will lead China-related stocks
to outperform.

The earnings potential of main-

land banks
looks promising
and policy

changes are also
favourable to
mainland insur-
ance firmsin the
coming year.
Our major picks
are Bank of
Communica-
tions and Ping An Insurance.
Large-sized domestic consump-
tion stocks are also worth a look
given their market shares and earn-
ing growth potentials.

We focus only on selected prop-
erty investment stocks and on de-
velopers with sales of high-class
residential flats and abundant land
banks, such as Sino Land and Swire
Pacific. We also favour individual
industrial stocks such as TPV Tech-
nology.

The potential risks of Sino-

SCMP Graphic Source: Bloomberg

American trade disputes and an ex-
pected slowdown in external trade
activities of either side are likely to
dampen market sentiment to some
extent. We would advise avoiding
investing in port and transporta-
tion stocks in the year ahead. Also,
raw materials and power stocks are
expected to underperform.

ELEANOR WAN

Director, head of funds business
Allianz Global Investors

Since the mid-1990s, the stock mar-
ket has been dramatically affected
by the economic liberalisation of
the mainland. In particular, the in-
creasing number of China-related
IPOs in Hong Kong is changing the
structure of the territory’s stock
market. As a result, Hong Kong has
been able to attract large amounts
of capital as it has developed into
one of the principal conduits link-
ing China to global financial mar-
kets.

In the long run, it is likely that
Hong Kong will face competition
from other centres but it remains
extremely well placed to benefit
from this trend.

The recent wave of IPOs, some
of which such as The Link Reit have
been enormous, highlight another
positive factor. Hong Kong inves-
tors continue to hold huge
amounts of money which can, if the
right opportunities become avail-
able, be moved into the stock mar-
ket.

China’s economic fortunes will

continue to
drive economic
developments

locally. After 18
months of grad-

ual monetary
policy tighten-
ing, China’s

economy is still
growing strong-
ly. This is in spite of other chal-
lenges, such as the rise in the prices
of oil, energy and other mineral re-
sources over the last year or so. In
the meantime, we see no reason
the Chinese economy and that of
Hong Kong should slow dramati-
cally.

Indeed massive increases in the
number of mainland tourists visit-
ing Hong Kong and Macau show
that both cities are well placed to
benefit from structural changes in
China, such as therapid emergence
of the world’s largest concentration
of middle-class people.

AMAR GILL
Head of HK research
CLSA
The coming year will be challeng-
ing for equity investors. The start of
the year should see momentum as
investors position for a topping out
of interest rates, gain confidence
that the developers will be able to
re-launch successfully and that the
market will catch up after under-
performing in the second half.

The risks for the market, howev-
er, are likely to show up pretty soon.

CALLS TOO BULLISH BY HALF

Analysts, strategists and fund
managers polled by the South
China Morning Post were overly
bullish in their projections for the
Hang Seng Index in 2005, over-
shooting its closing level by 5.73
percentage points on average.

According to forecasts made
more than 12 months ago, the in-
dex would rise 10.5 per cent to
end the year at 15,729 points. In-
stead, the index climbed only 4.54
per cent to 14,876.

The closest, and most conser-

vative, prediction came from Gu-
otai Junan Securities, who pre-
dicted the market would close the
year at 15,360 points.

Tai Fook Securities were also
close to the money with their safe
prediction that the index would
top 15,000.

The predictions ranged as
high as 16,500 points, by DBS
Vickers.

Calls on the H-share index
were more realistic, with the aver-
age estimate of 5,477 coming in

only 2.75 per cent above the ac-
tual close for the year.

Guotai Junan Securities hit the
bullseye with its prediction that
the index would end the year at
5,330 points and Standard &
Poor’s Asia Pacific Equity Re-
search came a close second with
their estimate of 5,310 points.

Pacific Sun Investment and
Celestial Asia Securities were the
furthest from the mark with their
predictions of 5,600 points.
Cameron Dueck

We see interest rates in the US ris-
inghigher than the consensus view,
as the world’s largest economy
continues to be robust in the first
half.

Meanwhile, signs that the main-
land is already slowing down are
exemplified in recent data on elec-
tricity sales. The coupling of higher
rates and a slowdown in China will
be a vice lock against the Hong
Kong market.

Eventually,
higher rates will
slow the US
economy and
be signalled by
bond yields. As
US rates come
off in the latter
part of the year,
quite likely with
hopes still of a
soft landing for China — only to be
dashed in 2007 — there is scope for a
rebound in the local market around
the year’s end.

Investors will shift tactically as
the themes evolve. However, sec-
tors that are undervalued going
into 2006 that should outperform
include hotel stocks such as Regal,
industrials such as Johnson Elec-
tric, and Cheung Kong, the lowest
price-to-earnings ratio large cap in-
dex stock.

ANDY MANTEL
Managing director
Pacific Sun Investment
Management
Investment themes for next yearin-
clude a continued revaluation of
the yuan, strong merger and acqui-
sition activity supported by re-
duced trade and investment barri-
ers, and a stronger, self-reliant Chi-
nese economy on the back of a
more legitimate private sector.
This year’s ambitious non-trad-
able share reforms will continue to
bring volatile market conditions in
China’s domestic markets. These
reforms are necessary, however,
and once a credible track record
has been established, the past eight
years of falling share prices may be
matched by eight years, and per-
haps more, of rising share prices.
We like food and beverage, con-
sumer, transport, agriculture, and
telecom-related stocks and are
positive on China Green, China Re-
sources Enterprises and China

Telecom. Companies benefiting
from value creation due to spin-
offs and other restructuring efforts
should also do well this year. Gold-
en Meditech may continue to ben-
efit in this area following the suc-
cessful listing of
China Medical
this year.

Key risks in-
clude corrup-
tion, a slowing
global econo-
my, geo-politi-
cal tensions,
and social is-
sues. We are
bearish on car, steel, and semicon-
ductor stocks.

We continue to look for good
short-selling opportunities among
the mainland “technology” com-
panies listed on Nasdagq, although
it is difficult to recommend a better
such investment than our call this
year on www.51job.com.

HERBERT LAU

Chief investment officer

CASH Asset Management

After two years of strong economic
recovery and property boom, Hong
Kong corporate earnings momen-
tum has started tapering off, while
therise of the HSI has been deceler-
ating since 2003. China’s economy
is expected to remain buoyant in
2006, with targeted GDP growth of
8.8 per cent. Main drivers should
still be investment and exports,
which are forecast to grow by 20 per
cent.

Exports will probably lose steam
on rising protectionism and yuan
appreciation, but continuing in-
vestment and domestic consump-
tion may help cover any shortfall.

Continuing liquidity flight to
other regional markets and the lack
of new catalysts, coupled with
modest corporate earnings growth,
are expected to
cap the upside
of Hong Kong
stocks in 2006.

A softening
housing market
and the end of
an environment
with  abnor-
mally low inter-
est rates may
not bode well for the local rate sen-
sitive property and banking sec-
tors, and not will the absence of as-
set revaluation earnings.

The market will also have to face
mounting uncertainties this year,
including commodity prices, a pos-
sible reversal of the strong US dol-
lar and a continuing rate hike cycle,
as well as the bird flu scare.

We are overweight on mainland
finance and consumption-related
sectors, including banking, insur-
ance and retailing, which will bene-
fit from a spending boom. In com-
modities, we would buy of alumi-
na- and gold-related stocks on any
price dip. Coal, steel and petro-
chemical producers will continue
to be plagued by overcapacity. Tex-
tile stocks are turnaround buys,
whereas telecom equipment mak-
ers are situation buys on the issu-
ance of mainland 3G licences.

ROBIN PARBROOK

Head of Asian equities

Schroder Investment

Management (HK)

Although the oil price is unlikely to
double this year and US interest
rates only set to move another 50 to
75 basis points higher, we are not
very bullish on Hong Kong equities.

The market is already reflecting
much of the “Goldilocks” scenario
(inflation and growth thatis neither
too hot nor too cold). Valuations
are high relative to historic levels
and earnings momentum next year
is moderate at best.

Indeed, for many key sectors,
we expect to see analysts having to
downgrade their overly exuberant
forecasts made mid-this-year as
Disneyland has not resulted in
hordes of mainland tourists spend-
ing billions of
yuan in Hong
Kong shopping
malls and the
property market
has stalled on
rising interest
rates.

Meanwhile,
the picture for
China stocks is
mixed. The manufacturing sector is
likely to continue to face margin
pressure, oil stocks are unlikely to
perform unless oil prices make an-
other leg upwards and many of the
highly rated retail and consumer
stocks are facing margin pressure
as the sector becomes ever more
competitive.

This is not to say we are com-
pletely bearish, we would charac-
terise ourselves as more “realistic”.
The market is well supported by the
global backdrop and the outlook
remains healthy, it is more that bet-
ter opportunities exist elsewhere in
the region. Locally, we see opportu-
nities in the Chinese consumer and
infrastructure sectors and we be-
lieve that some financials and
groups offer value with good divi-
dend yields and the correct man-
agement and strategy to prosper in
the medium term.
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