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The Dangers of Generalisation

Investors like to sort things into neat categories. It helps them
make sense of a highly complex world. Categories like
“Emerging Markets”, “BRICs”, and the “Fragile Five” have all
been invented as easy-to-understand groupings of supposedly
similar countries. Yet we have to be careful of such
generalisations, because the more research you do, the more
you realize that there are often more differences than
similarities between these groupings.

Take “BRICs” as an example. Aside from the fact they are all
large countries on the cusp of developed market status, you'd
be hard pushed to find four more different countries than Brazil,
Russia, India and China. Linguistically, culturally, historically,
politically and economically they are actually about as different
as you can get.

Let’s look more closely at India and China. Far from being
similar, India and China are so different they often look like
negative images of each other. India is a raucous, noisy
democracy; China is a single party system. India’s
development has been heavy on consumption, light on
infrastructure; China’s has been heavy on infrastructure, light
on consumption. China has a current account surplus of
around 2% of GDP; India has a similar-sized deficit. China has
less than 3% inflation; India has over 9%. It's hard to see how
the two can be squashed into the same artificial investment
grouping when the fundamentals are this different.

Stock market performance also diverges hugely. Over the last
12 months, MSCI China has returned -0.41%, whereas India
has returned 12%. So if you generalize about “BRICs” or
“Emerging Markets”, and you sell them as a group or buy them
as a group, you will potentially miss out on big differences in
performance between them. It is always worth doing the
research necessary to figure out where money can be made,
rather than making broad-brush decisions based on
generalisations.

The difference between China and India’s stock market
performance is a good example of one of the most important
things to understand about markets. That is that the second
derivative drives performance. Let me explain. If you examine
the economic fundamentals, you might conclude that China is
a better investment than India. It has much higher GDP growth,
a sounder currency, a current account surplus, a stronger fiscal
position, lower inflation and lower interest rates. Yet the market
has performed worse than India. Why? Because it is the
second derivative that is important. What we mean by this is
that it is not the absolute level of things that matters, it's
whether at the margin they are getting better or worse.
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Let's examine an example. China’s GDP growth rate is high at
7.5% - much higher than India’s and far higher than the
developed world. But the rate of GDP growth has been steadily
declining over recent years. This change in the second
derivative of GDP — the rate of growth of the rate of growth — is
one of the main reasons that Chinese equities have not done
well over that period. India, on the other hand, has a large
current account deficit. But at the margin, it has been improving
recently, from around 5% of GDP to around 2.5% of GDP. This
marginal improvement is one important reason the India equity
market has done well.

Indonesia is another market which has done well recently for
similar reasons to India. Indonesia on the surface looks very
similar to India: structurally high inflation and interest rates; big
current account deficit; weak currency. Yet its stock market has
been the best in the region over the last 3 months, up 11%,
beating not just the other Asian markets, but all the developed
markets of Japan, Germany, the UK and the US too. This is
because it has been improving at the margin from a very weak
economic picture to a slightly less weak economic picture.
Specifically, again like India, Indonesia has made big strides in
narrowing its large current account deficit to a more
manageable level. This has been achieved mainly by allowing
the currency to depreciate and accepting lower economic
growth.

Just as generalisation in the form of grouping countries or
markets together can be dangerous, generalisation within a
single market is dangerous too. China is an excellent example
of this right now. In aggregate, the China equity market has
performed badly, on concerns over the slowing rate of GDP
growth and risks related to overly rapid credit expansion. If you
had predicted this, and not held China in your portfolio, then
you could proudly say that you had avoided investing in a
market that has gone down over the last 12 months. Perhaps
instead, you may even have invested in developed markets like
the US, Germany and Japan, whose equity markets have all
gone up around 25% over the same period.

But should you in fact be proud of this? Because the reality is
that over the last 12 months, the China healthcare sector is up
115%; the China software and services sector is up 111%, IT
hardware 53%, and the consumer services sector in HK (which
encompasses the Macau gaming stocks) 73%. Those who like
to generalize often refer to these sectors as the “new economy’
or “privately owned” sectors. If you had focused your
investment on this area, you would have done fantastically well
— far better even than if you had invested in the developed
markets mentioned earlier.
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So generalizing at the country level is also a mistake, because
it hides a wide variation in sector performance within the
country. The poor performance of China equities in aggregate
has been driven by the very large sectors such as banks (down
18% over 12 months), energy (down 21%), materials (down
20%), and telecoms (down 16%). These sectors are often
grouped together by those who like to generalize as the “old
economy” sectors or “state-owned enterprise” (SOE) sectors.
These sectors, because of their size and therefore weight in the
index, have outweighed the excellent performance of the
smaller “new economy” sectors which have done so well.

The difference in performance between the “new economy” and
“old economy” sectors in China is because the reform
programme announced after China’s recent 3 plenum is all
about transferring economic power away from those largely
state-owned, old economy sectors towards the privately owned
new economy sectors. China badly needs to rebalance the
source of its GDP growth away from debt-funded investment in
infrastructure, and towards consumption, in order to avoid a
serious credit problem at some future point. Investors have
been avoiding the sectors that will be negatively impacted by
this rebalancing, and investing in the sectors that should
benefit.

However, this trend cannot continue for ever, because
valuation is important. If the ‘new economy” sectors continue to
go up in a straight line, they will become more and more
expensive, and eventually there will have to be a correction.
Equally, there must come a point where the “old economy”
sectors have become so cheap that they are more than
discounting the tougher times ahead. The PE for MSCI China in
aggregate now is 9x, but the “new economy” sectors are
trading much more expensively than that.
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For example, healthcare is on 26x, consumer staples is on
27x, consumer services (Macau gaming) is on 30x, and
software and services is on a whopping 53x. In contrast,
among the “old economy” sectors, you will find that banks
are on 5x, real estate on 7x, energy on 8x, and telecoms
on 9x. So the big dilemma for investors in China this year
is whether to continue to run the winners — that is, stay
invested in the sectors that have done very well — or to
rotate into some of last year’s unloved sectors.

Perhaps the answer lies with our old friend the second
derivative. If, at the margin, some of the old economy
sectors are looking “less bad”, and they are already very
cheap, that could be enough to make them good
investments in 2014. Examples of this could be sectors
like cement, where consolidation driven by the
government’s need to remove capacity may be to the
benefit of the surviving players in the industry, or perhaps
selected banks where the fundamentals look not too bad
and the valuations are supportive. Equally, if some of the
“new economy” sectors are looking less good at the
margin, and are already very expensive, then that could
be a catalyst for profit taking. An example of this could be
something like increased government focus on regulating
internet finance, a recent but fast-growing part of the
internet sector.

In conclusion, the best recommendation for the current
year, then, is not to generalize; to do your research, or
give your money to someone who can; to take a more
balanced view between sectors, selectively moving some
money from the “new economy” space back towards to
the “old economy”; and at all times to remember — it’s the
second derivative that moves markets.

Matthew Sutherland
Head of Product Management, Asia

Matthew joined Fidelity in 2006 as deputy Director of Research and was promoted to Head of Research, Asia
Pacific in 2010. He then moved to become the Head of Product Management in 2012. Prior to joining Fidelity,
Matthew held various senior equity research roles in the Asia Pacific region, including roles at Yuanta Core
Pacific Securities, HSBC, BNP Paribas and NatWest Markets. He started his career at Klenwort Benson

Securities as an equity analyst in 1983.

Matthew holds a BA(Hons) from Exeter University. He is also a Registered Representative of the London
Stock Exchange, a Registered Broker with the Hong Kong Stock Exchange and a Registered Senior
Licensed Securities Specialist with the Taiwan Stock Exchange.

H .d I.t w
WORLDWIDE INVESTMENT



Important Information

This material is intended for investment professionals and must not be relied upon by private investors.

FIL Limited and its respective subsidiaries form the global investment management organisation that is commonly referred to as
Fidelity Worldwide Investment. Fidelity Worldwide Investment only gives information on products and services and does not
provide investment advice based on individual circumstances. Any service, security, investment, fund or product outlined may not
be available to or suitable for you and may not be available in your jurisdiction. It is your responsibility to ensure that any service,
security, investment, fund or product outlined is available in your jurisdiction before any approach is made regarding that service,
security, investment, fund or product. This document may not be reproduced or circulated without prior permission and must not be
passed to private investors.

Past performance is not a reliable indicator of future results. Unless otherwise stated all products are provided by Fidelity
Worldwide Investment, and all views expressed are those of Fidelity Worldwide Investment. The value of investments [and the
income from them] can go down as well as up and investors may get back less than they invest.

Issued by FIL Pensions Management (FCA registered number 144345) a firm authorised and regulated by the Financial Conduct
Authority. FIL Pensions Management is a member of the Fidelity Worldwide Investment group of companies and is registered in
England and Wales under the company number 02015142. The registered office of the company is Oakhill House, 130 Tonbridge
Road, Hildenborough, Tonbridge, Kent TN11 9DZ, United Kingdom. Fidelity Worldwide Investment’s VAT identification number is
395 3090 35..

The availability of the investment discipline(s) and portfolio manager(s) proposed in this document is based on the situation at the
time of submission and may be subject to change.

Fidelity, Fidelity Worldwide Investment and the Fidelity Worldwide Investment logo and currency F symbol are trademarks of FIL
Limited.

Reference in this document to specific securities should not be construed as a recommendation to buy or sell these securities, but
is included for the purposes of illustration only. Investors should also note that the views expressed may no longer be current and
may have already been acted upon by Fidelity Worldwide Investment.

Fidelity Worldwide Investment’s institutional business claims compliance with the Global Investment Performance Standards
(GIPS®).

Third party trademark, copyright and other intellectual property rights are and remain the property of their respective owners.
Materials might use company logos when giving stock examples, then these should be accompanied by the following footnote:
“Third party trademark, copyright and other intellectual property rights are, and remain, the property of their respective owners. A
Long Term Fund Management Rating designation recognises that the fund has been rated in the Gold, Silver and Bronze fund
management ratings band for five consecutive years or more and continues to hold a rating. "S&P" and "Standard & Poor's" are
trademarks of The McGraw-Hill Companies Inc. Copyright 2013 © Standard & Poor's Financial Services LLC.

Investments in emerging markets can be more volatile than other more developed markets. Due to the lack of liquidity in many
smaller stock markets, Funds may be volatile and redemption rights may be restricted in extreme circumstances. In certain
countries, and for certain types of investments, transaction costs are higher and liquidity is lower than elsewhere. There may also
be limited opportunities to find alternative ways of managing cash flows especially where the focus of investment is on small and
medium sized firms. For funds specializing in such countries and investment types, transactions, particularly those large in size,
are likely to have a greater impact on the costs of running a fund than similar transactions in larger funds. Prospective investors
should bear this in mind in selecting funds.

IF ANY OF THESE FUNDS ARE NOT REGISTERED IN YOUR JURISDICTION, the distribution of this document and the offering
of Shares may be restricted. Accordingly, this document is only directed at and issued to specially selected persons such as
qualifying investment professionals to whom the Funds may be lawfully promoted. This document does not constitute an offer or
solicitation to any person in any jurisdiction in which to make such an offer or solicitation may be unlawful and should not be relied
upon by persons who do not have professional experience of participating in such offers.

For residents of the Netherlands: Investments should be made on the basis of the current prospectus, which is available along with
the current annual and semi-annual reports free of charge from our distributors, from our European Service Centre in Luxembourg
and from FIL Investments International, Netherlands Branch (registered with the AFM), World Trade Center, Tower H, 6th Floor,
Zuidplein 52, 1077 XV Amsterdam (tel. 0031 20 79 77 100). FAST is authorised to offer participation rights in The Netherlands
pursuant to article 2:66 (3) in conjunction with article 2:71 and 2:72 Financial Supervision Act.
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