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Are Chinese and other companies in emerging mar- 

kets finally getting the respect they deserve? 

Historically, they’ve traded at a discount on all met- 

rics of valuation—typically, in the range of 20 to  

30 percent.1 Even as the underlying Chinese economy 

developed and the shares of these companies 

became a commonly accepted investment option, 

neither institutional nor retail investors quite 

shook the perception that such securities were gen- 

erally risky. Yet if the Asian financial crisis of the  

late 1990s reinforced that belief, the credit crisis of 

2007 may have reversed it. Indeed, companies  

in several major emerging markets now trade at a 

premium to their peers in developed markets.

It’s true that in the wake of the crisis and the 

ensuing recession, investors have taken note of the 

great rebalancing of economic power, shifting  

from West to East, and have rethought long-held 

beliefs about the relative security of asset classes  

in both developed and developing economies. But 

an important question arises: have companies  

in emerging markets changed or just investors’ per- 

ceptions of them? The question is apt in a number  

of emerging markets, including Brazil, India, and 

Russia, but it’s particularly so in China, where  

the reversal in premiums is most noticeable. If these  

valuations reflect investors’ expectations for future 

growth and returns, are there valid reasons to 
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In a reversal of long-term trends, Chinese companies now enjoy a valuation 

premium over their peers in developed markets. What’s changed?
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believe that those of Chinese companies have 

improved through the recession? Or are investors 

already assuming an improvement in economic 

realities? Economic data suggest the latter.

A shift in valuation

In emerging markets, the historical discount of com- 

panies was generally in line with their perfor- 

mance. As we observed a few years ago,2 emerging 

markets may typically have exhibited higher 

growth but also had much lower returns on capital 

than their Western peers. This difference almost 

completely explains the difference in valuation mul- 

tiples. From 2006 to 2010, our analysis found  

the average return on equity (ROE) of Chinese com- 

panies to be six percentage points below that  

of US companies—a gap that remained even when 

the profitability of US companies fell.3 This gap 

alone would imply a price-earnings ratio (P/E) mul- 

tiple 20 percent lower. Even if companies in these 

markets had been growing three to five percentage 

points faster, their lower returns on capital still 

warranted a P/E discount of 10 to 15 percent relative  

to their developed-market counterparts. This 

discount has reversed in some markets in the wake 

of the economic crisis. Companies in China,  

along with those in India and Latin America, now 

trade at a premium to companies in developed 

markets (Exhibit 1).

In 2008–09, it was quite easy to write this develop- 

ment off as a temporary, liquidity-fueled anom- 

aly. Investors wanted to be anywhere but developed  

markets. While companies in developing ones  

still had less transparent financial reporting and 

weaker governance, they generally had less risky 

banking systems as a result of stronger government 

controls. Also, governments didn’t have to prop  

up industrial companies, as the United States did in 

the automotive sector. Some major emerging 

markets, with their promise of high growth and 

lower cost bases, were perceived as safer than devel- 

oped markets—though not all emerging markets  

were equally favored. Only China and India achieved  

the valuation premium for a protracted period; 

companies in Brazil and Russia traded at a discount  

to those in developed markets throughout the 

recession.

In China, the shift in valuations has not proved to  

be an anomaly. They remain at a 20 to 30 per- 

cent premium above those in the United States and 

the European Union—and the gap is not explained  

by a different industrial structure. On an industry-

by-industry basis, the gap is even larger. In 2008,  

P/E ratios for Chinese companies in the industrial, 

consumer goods, and financial sectors were 9 per- 

cent lower, 22 percent higher, and 33 percent lower, 

respectively, than those of their US counterparts  

in the same sectors. In 2010, these companies had 

valuations 38 percent, 58 percent, and 6 percent 

higher than those of their respective US counterparts.4

A down payment on growth

If current valuation levels are based in economic 

reality, we should see evidence to support them—

either some indication that operating performance 

will improve significantly in the near future or  

data supporting an expectation that growth levels 

will continue to outpace those of companies in 

developed economies. The data are not convincing 

on either point. 

In fact, given the relationship between growth and 

P/E multiples, Chinese companies would need 

significant operating improvements to justify the 

current valuation level (Exhibit 2). Their returns  

on capital haven’t materially changed in the past 
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decade (Exhibit 3), and very few sectors or com- 

pany types have experienced a major improvement 

in returns on capital.5 When goodwill is included, 

the returns of Chinese companies continue to  

lag behind those of their US and EU counterparts 

by around 2 to 3 percent on average—about as 

much as they have for the past decade. When good- 

will is excluded, the gap rises considerably: from 

1999 to 2004, the returns on capital of US companies  

were, on average, six percentage points higher. 

Since then, our analysis finds that the gap has risen  

to between 13 and 14 percent.6

If valuation levels are not based on improved 

operating performance, they are, in effect, a down 

payment on expected growth. And it’s true that  

in this respect, Chinese companies have outperformed  

their counterparts in the United States and  

Europe for the past few decades. Yet since the crisis,  

there has been a general moderation in expecta- 

tions for growth in corporate earnings and GDP in  

both the United States and China.

In fact, the gap between expected growth in the 

United States and Europe and in China is almost  

the same today as it was before the recession. This 

fact should come as no surprise. Chinese com- 

panies will have significant opportunities to export 

to developed markets for years to come; the crisis 

did not change their potential for growth in domestic  

markets; and many of them are now past the  

initial stage of rapid expansion. Over the short term,  

during the next few years, expected corporate 

earnings growth is actually about the same in  

China as in the United States and Europe. In the 

longer term, the gap between forecast US and 

Chinese growth is not much different from  

pre-crisis levels.

Exhibit 1 Companies in some emerging markets no longer trade 
at a discount to those in Western markets. 

MoF 2011
China valuation
Exhibit 1 of 3

1Shares of companies incorporated in mainland China and listed on Hong Kong Stock Exchange.

 Source: Bloomberg; McKinsey analysis
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Living up to expectations

It’s possible that Chinese companies will make 

good on these higher expectations. Certainly, it 

will help if they can deliver the levels of growth 

that some analysts forecast. But growth alone won’t  

be enough; companies will need to improve their 

returns on capital as well.

Chinese managers interested in improving their 

returns will, in general, have to be more disciplined  

in thinking about how effectively their different 

businesses and growth opportunities use capital. 

That won’t be easy. A few companies are becoming 

more thoughtful about the way they prioritize invest- 

ments and are bringing greater discipline to deci- 

sion making. But when capital is freely available and  

the size of a company determines the personal 

importance of its managers—as is the case in China— 

the motivation for discipline in the use of capital  

is often weak. 

Investors and stakeholders also have a critical role 

to play. The government is already exerting con- 

siderable administrative pressure on state-owned 

enterprises to improve their capital efficiency:  

on average, these enterprises lag significantly behind  

private-sector ones in returns on capital. The 

government can exert this pressure through the 

banking system, which remains the principal 

supplier of capital to the Chinese economy, and 

also through the State Council’s State-owned 

Assets Supervision and Administration Commission  

(SASAC), the agency that represents the govern- 

ment as shareholder in the state-owned companies. 

SASAC has for several years been working actively 

with its portfolio companies to improve their disci- 

pline in using capital. Public-market shareholders 

can also play a helpful role. If the importance of an 

issue like investment discipline is regularly rein- 

forced through dialogue with companies, it will 

gradually move up the management agenda.

Can Chinese companies live up to investor expectations?

Exhibit 2
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Chinese companies would need significant operating 
improvements to justify current valuation levels.

MoF 2011
China valuation
Exhibit 2 of 3

1 Based on forecast long-term growth rate at year-end 2010.

 Source: Bloomberg; Economist Intelligence Unit; McKinsey analysis
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Companies hoping that stricter management of the 

corporate portfolio will improve returns might  

also employ a tool underutilized by even Western 

companies: divestitures and the restructuring  

of portfolios. Yet domestic M&A activity in China 

is extremely low by any metric, and divestitures  

by conglomerates are extremely rare. There is a 

potentially significant value creation opportu- 

nity here: divestitures create more value for the 

selling company’s shareholders than for the 

buyer’s,7 and sellers are more likely to get top dollar 

if they divest while a business is still strong.8 

Our perspective is that selling noncore businesses 

isn’t a mark of failure or poor management—it’s  

a sign that managers are actively making a practical  

trade-off between increasing a company’s size  

and managing it more efficiently, which is what the 

markets are suggesting.

The Chinese government is mindful of these  

issues, which underlie much of the SASAC’s work 

to improve the performance of state-owned 

companies as well as the plans to create active bond  

and equity markets, reducing the banking sys- 

tem’s role in capital intermediation. The former 

creates pressure through administrative mea- 

sures to use capital more effectively, and the latter 

uses market forces to encourage a more efficient 

allocation of capital and, by extension, to impose 

greater discipline on companies. This has been  

an objective of the State Council since the 11th five- 

year plan, in 2006, but events from 2007 onward 

Exhibit 3 Few of China’s sectors have significantly improved returns. 

MoF 2011
China valuation
Exhibit 3 of 3

1 Based on sample of 60 companies listed in mainland China and Hong Kong.
2Data are for 2003 and 2009; advanced industry includes automobile and assembly, renewable-energy equipment, 
and semiconductors.

 Source: Bloomberg; McKinsey analysis

Return on invested capital (ROIC) by industry,1 %
1999

2009

Overall market

Advanced 
industry2

10

10

26

12

Retail and 
consumer goods 20

18

Electric power 
and natural gas 8

11

Pharmaceuticals,
medical products 8

9

Telecom, media 
technology 12

14

Transportation,
travel logistics 5

–5

Basic materials
6

10

Chemicals
7

11



13

slowed its progress. It’s likely to be back on  

the agenda in the 12th five-year plan, and the cur- 

rent focus on controlling inflation and domes- 

tic liquidity is also raising awareness that too much 

freely available capital can have unpleasant  

side effects.

It’s a critical moment for Chinese companies, whose  

valuations are high even as many reach the point 

where growth inevitably slows. Investors apparently  

remain confident that companies will be able to 

raise their operating performance, at least for now.

Can Chinese companies live up to investor expectations?
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