INVESTMENT VIEWS

A

coduos

China - Select oppoftunities
in a changing landscape

By SUHAIL SULEMAN

Chinese equities

Xi Jinping’s tighter grip

ave sold off heavi comes on the back o
h 1d off heavily he back of
after the National increased regulatory
QUICK Congress of the activity and the
TAKE Chinese Communist continued zero-Covid
Party policy

Suhail is joint-Head
of Global Emerging
Markets Research and a
portfolio manager with
20 years of investment
industry experience.

THE FUTURE OF China and the implications of
President Xi Jinping’s unprecedented third term in
office have been a critical theme of debate since
the close of the five-yearly National Congress of
the Chinese Communist Party. Notwithstanding
the universal expectation that Xi’s re-election was
inevitable, given his control of the party, Chinese
equities sold off heavily on the first day of trading.

We believe that the severe negative reaction was
due to the almost complete purge of alternative
viewpoints within the Politburo, with only loyalists
making the cut to the top seven. While the country
prides itself on economic competence, Li Qiang,
who oversaw Shanghai’s heavily enforced - and
sometimes shambolic - lockdown earlier this year,
was rewarded with a position so senior he could
be Prime Minister next year. As a result, investors
have sold out of China en masse, with the broad
MSCI China Index down by a third over five years
and around 45% since peaking in the first quarter
of 2021. This has reduced China’s weight in the
broader MSCI Emerging Markets Index to just
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under 30%, down close to 10% from peak levels
in late 2020.

It is not surprising then that many investors are
questioning whether China is still investable,
especially given the recent experience of Russia’s
invasion of Ukraine.

We are of the view that while the risks of investing
in China have increased significantly over the past
two years, a number of companies in China still
present attractive investment opportunities. Even
the assessment of Li Qiang should stretch beyond
just his handling of the Shanghai lockdowns, with
his longer-term career more reflective of an astute
technocrat that has broadly supported the private
sector. As with all other emerging markets, invest-
ment opportunities in China need to be weighed
up against the risks and issues present in the
country as a whole. Below, | explore possible areas
of investment and our returns expectations going
forward.
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CERTAIN BUSINESSES WILL THRIVE

Aside from the recent leadership developments, the
other key issues in China over the past two years
have been (mostly negative) regulatory changes and
China’s insistent adherence to a zero-Covid policy.
The regulatory changes have, for the most part,
been aimed at stamping out what the state viewed
as harmful practices: excessive spending on school
tuition, precarious gig economy employment, and
anti-competitive behaviour by large established
players are typical examples. Investors (including
us) have been unpleasantly surprised by the scale
of the interventions and the heavy market reaction
suggests many global investors today believe that
China has permanently reduced the potential of the
private sector to deliver the returns to which they
had become accustomed.

While this is certainly the case for many businesses
operating in China, we believe that it is equally
plausible that certain companies will benefit greatly
from having a level playing field. One such business
is JD.com, an Amazon-like business, which we
believe is likely to be better off over the longer term
as a result. This is because the larger incumbent,
Alibaba, can no longer force suppliers to deal
exclusively with only one party. In addition, JD.com
employs most of its staff permanently, with all the
associated costs of employment, setting it apart
from platform-style businesses such as Meituan,
who treat workers as “independent contractors”.
This positions companies like JD.com and others to
likely benefit from China’s thrust to provide better
quality employment and reduce inequality. While
there are many companies which are net-losers as a
result of all these requlatory changes, our job as an
active stock picker is to find the winners trading at
attractive valuations for inclusion into a diversified
portfolio, and our research focus is heavily focused
on achieving this.
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The portfolio has significant indirect portfolio
exposure to China through positions in Prosus/
Naspers. These are attractive partly for their under-
lying investment in Tencent, the largest Chinese
technology group with strong gaming, social
network, advertising, cloud and fintech businesses.
Tencent has historically been astute in its manage-
ment of government affairs and has, so far, only
been moderately affected by regulatory develop-
ments. Although a large part of the group’s current
profits come from gaming, with many other parts
of the business still in the investment phase, less
than 5% of its domestic gaming business is reliant
on minors, an area where regulation has gradually
tightened. Instead, a growing portion of gaming
earnings come from offshore and are not affected
by domestic regulatory measures.

The other key attraction of our Prosus/Naspers
investment case is the large discount to the under-
lying net asset value at which they trade. Not only
can investors currently access Tencent at a 15%
discount to its market value (which we believe is
depressed), but investors also get the balance of
the group’s digital investments outside of China,
which we believe are worth close to €42bn (40% of
Prosus’ market cap), essentially for free. We believe
that given the latest efforts of management to
close the shares’ discount, including an open-
ended buyback funded by incremental sales of
Tencent shares, the potential return of this invest-
ment is large.

SECTORS WE ARE AVOIDING

China’s continued zero-Covid stance has equally
baffled investors. While the rest of the world has
largely adapted to living with the pandemic
through a combination of vaccines and a better
understanding of the virus, China’s extreme
reaction to even low levels of potential exposure to
Covid s, in our view, equivalent to playing whack-
a-mole with its population. Even though we firmly
believe this stance to be untenable in the long
run (at some point, even a country with a vulner-
able elderly population will find the economic
cost of lockdowns too high), we don't pretend to
have any special insight into when the country
will open up. For this reason, we believe the best
approach is to construct a balanced portfolio
consisting of high-conviction bottom-up ideas,
which in several cases would also benefit from
China opening up but are not heavily reliant on
unimpeded mobility of the population for their
success. The direct exposure to companies heavily
reliant on reopening is in the low single digits as a
percentage of the portfolio.

Other sectors we have typically stayed clear of,
with few exceptions, are state-owned enterprises,
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financials, property and basic materials. These
are areas we have often avoided in China and
the state’s stated goal of “Common Prosperity” (a
policy aiming to reduce inequality) has only made
us more cautious about the potential profitability
disruptions and other risks that companies in these
sectors may face going forward.

EXTREME PESSIMISM CREATES SELECT BUYING
OPPORTUNITY

With the exceptions above in mind, it is important
to note that many other companies in non-af-
fected sectors in China continue to operate reason-
ably smoothly. Many are trading at valuations
well below their own historical average and those
of their emerging market peers. Figure 2 shows
that market darlings like India and Saudi Arabia
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are trading close to the top end of their historical
trading range, while the opposite is true for China.
We would agree that a discount to historical levels
is justified given the political developments and
the current Covid stance, but pessimism does seem
to be at extreme levels, and we believe that this
could present very good buying opportunities.

One underappreciated source of reduced risk for
investors is the currency. After finally allowing
the RMB to appreciate against the dollar (due
to concerns by the US of unfair competition and
potentially punitive tariffs), China’s currency
reached a high of around 6.1 to the dollar in 2013. It
has subsequently depreciated by over 20% (Figure
3). Within the emerging market universe, currency
depreciation is often a big factor in realised USD
returns. One often makes great returns in local
currencies only to see these depreciated away
when measured in dollars, which is the pricing
currency of the index. Given the currency’s negative
moves, we are of the view that it does not represent
a big risk factor going forward, at least not relative
to many other emerging market currencies that
also tend to weaken against the dollar over time.

CONSIDERING TAIWAN

The final area to explore is Taiwan. China has
consistently maintained that Taiwan is part of
China and will be incorporated with the mainland,
but the timing of this has been left open-ended.

We are mindful of the implications of the legis-
lative changes in Hong Kong that effectively
ended the “one country, two systems” mechanism
of managing non-mainland provinces. It seems
unlikely that Taiwan will consent to be ruled
by mainland China with promises of de facto
autonomy when Hong Kong’s autonomy has
largely disappeared. This was previously viewed
as the most likely way for Taiwan to come under
mainland “rule” without reducing the freedoms
and autonomy enjoyed by the island. Without the
option of a version of “one country, two systems”
to entice Taiwan, China may take the view that
only unilateral (military) action is appropriate to
achieve its goals. This would have very negative
consequences for the whole world. Unlike Russia,
whose main contribution to the world economy
in recent years has been energy, both China and
Taiwan are integral to the world’s supply of all
types of goods. The scale of disruption to life as
we know it would be very significant.

However, it is also important to keep in mind that
China’s communist party (the CPC) ultimately
derives its domestic legitimacy from being able
to manage the aspirations of its people to be
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wealthier and more secure with each passing
generation. Invading Taiwan is likely to undermine
this goal significantly. This does not mean that it
will not happen. Considering the apparent strong
ideological commitment of President Xi Jinping to
‘reunification’ with Taiwan and the lack of alterno-
tive viewpoints in the senior leadership of the CPC
since the recent politburo personnel changes, we
feel the risk of an invasion has grown.

For this reason, we approach our Taiwanese
exposures with caution, particularly since it is one
of the largest weights in the emerging markets
index and extensively owned by investors around
the world. In the Global Emerging Markets
Strategy, for example, the exposure to Taiwan is
currently around 6% (materially below the index
exposure of 14%), consisting of only select names.
Two-thirds of the Taiwan position is in the world’s
leading manufacturer of chips for computers -
TSMC. As chips have become more technically
complex to manufacture, TSMC has outper-
formed all its peers to the extent that it now has
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captured the majority of the market for the most
cutting-edge chips (those with the most transis-
tors crammed into every wafer). TSMC trades at
11 times forward earnings, a third of the valuation
it reached two years ago despite improving its
competitive position consistently since then.

When combined with the direct and look-through
exposure to China (which is in the low twenties),
we have under 30% exposure to the region. This is
below the index weight of around 43%, reflecting
our view on the risks, but still quite a material
portion of the Strategy’s capital, reflecting the
opportunity we see in select names.

While we are cognisant of the meaningful changes
in the Chinese landscape, we remain confident
that our long-term thinking and rigorous research
enable us to identify businesses that can thrive in
evolving situations and build portfolios that will
ultimately deliver attractive returns for our clients
over meaningful long-term periods. +
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DISCLAIMER

South African Readers

All information and opinions provided are of a general nature and are not intended to address the circumstances of any particular individual or entity. As a result,
there may be limitations as to the appropriateness of any information given. It is therefore recommended that the reader first obtain the appropriate legal, tax,
investment or other professional advice and formulate an appropriate investment strategy that would suit the risk profile of the reader prior to acting upon such
information and to consider whether any recommendation is appropriate considering the reader’s own objectives and particular needs. Neither Coronation Fund
Managers Limited nor any subsidiary of Coronation Fund Managers Limited (collectively “Coronation”) is acting, purporting to act and nor is it authorised to act

in any way as an adviser. Any opinions, statements or information contained herein may change and are expressed in good faith. Coronation does not undertake

to advise any person if such opinions, statements or information should change or become inaccurate. This document is for information purposes only and does

not constitute or form part of any offer to the public to issue or sell, or any solicitation of any offer to subscribe for or purchase an investment, nor shall it or the fact
of its distribution form the basis of, or be relied upon in connection with any contract for investment. In the event that specific funds and/or strategies (collectively
“funds”) and/or their performance is mentioned, please refer to the relevant fact sheet in order to obtain all the necessary information regarding that fund (www.
coronation.com). Fund investments should be considered a medium-to long-term investment. The value of investments may go down as well as up, and is therefore not
guaranteed. Past performance is not necessarily an indication of future performance. Funds may be allowed to engage in scrip lending and borrowing. To the extent
that any performance information is provided herein, please note that: Performance is calculated by Coronation for a lump sum investment with distributions, to
the extent applicable, reinvested. Performance figures are quoted gross of management fees after the deduction of certain costs incurred within the particular fund.
Fluctuations or movements in exchange rates may cause the value of any underlying international investment to go down or up. Coronation Fund Managers Limited
is a full member of the Association for Savings and Investment SA (ASISA). Coronation Asset Management (Pty) Ltd (FSP 548), Coronation Investment Management
International (Pty) Ltd (FSP 45646) and Coronation Alternative Investment Managers (Pty) Ltd (FSP 49893) are authorised financial services providers. Coronation
Life Assurance Company Limited is a licenced insurer under the Insurance Act, No.18 of 2017.

US Readers

Coronation Investment Management International (Pty) Limited is an investment adviser registered with the United States Securities and Exchange Commission
(“SEC”). An investment adviser’s registration with the SEC does not imply a certain level of skill or training. Additional information about Coronation Investment
Management International (Pty) Limited is also available on the SEC’s website at www.adviserinfo.sec.gov. The information in this document has not been approved
or verified by the SEC or by any state securities authority. The opinions expressed herein are those of Coronation Investment Management International (Pty) Limited
at the time of publication and no representation is made that they will be valid beyond that date. Certain information herein has been obtained from third party
sources which we believe to be reliable but no representation is being made as to the accuracy of the information obtained from third parties. This newsletter contain
references to targeted returns which we believe to be reasonable based on current market conditions, but no guarantees are being made the targets will be achieved
or that investors will not lose money.

This article is for informational purposes and should not be taken as a recommendation to purchase any individual securities. The companies mentioned herein are
currently held in Coronation managed strategies, however, Coronation closely monitors its positions and may make changes to investment strategies at any time.

If a company’s underlying fundamentals or valuation measures change, Coronation will re-evaluate its position and may sell part or all of its position. There is no
guarantee that, should market conditions repeat, the abovementioned companies will perform in the same way in the future. There is no guarantee that the opinions
expressed herein will be valid beyond the date of this presentation. There can be no assurance that a strategy will continue to hold the same position in companies
described herein.

Global (ex-US) readers

The information contained in the publication is not approved for the public and is only intended for recipients who would be generally classified as ‘qualified’,
‘professional’, ‘accredited’ or ‘institutional’ investors. The information is not designed for use in any jurisdiction or location where the publication or availability of the
information would be contrary to local law or regulation. If you have access to the information it is your responsibility to be aware of and to observe all applicable
laws and regulations of any relevant jurisdiction and it is recommended any potential investor first obtain appropriate legal, tax, investment or other professional
advice prior to acting upon the information. The value of investments and any income from them can go down as well as up and investors may not get back all that
they have invested. Please be advised that any return estimates or indications of past performance in this publication are for information purposes and can in no way
be construed as a guarantee of future performance. Coronation Fund Managers accepts no liability of any sort resulting from reliance being placed upon outdated
information contained in this publication by any user or other person. Whilst every effort is made to represent accurate financial and technical information on an
ongoing basis, inadvertent errors and typographical inaccuracies may occur. Information, laws, rules and regulations may also change from time to time. Information
contained in the publication is therefore made available without any express or implied representation or warranty whatsoever, and Coronation Fund Managers
disclaims liability for any expenses incurred, or any damage, claims or costs sustained by users arising from the reliance being placed on the use of links, services or any
information or representations contained in the publication. Coronation Asset Management (Pty) Ltd (FSP 548), Coronation Investment Management International
(Pty) Ltd (FSP 45646) and Coronation Alternative Investment Managers (Pty) Ltd (FSP 49893) are authorised financial services providers. Coronation Life Assurance
Company Limited is a licenced insurer under the Insurance Act, No.18 of 2017. Coronation International Limited is authorised and regulated by the Financial Conduct
Authority. Coronation Global Fund Managers (Ireland) Limited is authorised by the Central Bank of Ireland under the European Communities (UCITS) Regulations 2011
and the Alternative Investment Fund Managers Directive 2011, with effect from 22 July 2014. Unit trusts are generally medium to long-term investments. The value of
units may go up as well as down. Past performance is not necessarily an indication of the future. Unit trusts are traded at ruling prices and can engage in borrowing
and scrip lending. Unit trusts may invest in assets denominated in currencies other than their base currency and fluctuations or movements in exchange rates may have
an adverse effect on the value of the underlying investments. Performance is measured on NAV prices with income distribution reinvested.

This article is for informational purposes and should not be taken as a recommendation to purchase any individual securities. The companies mentioned herein are
currently held in Coronation managed strategies, however, Coronation closely monitors its positions and may make changes to investment strategies at any time.

If a company’s underlying fundamentals or valuation measures change, Coronation will re-evaluate its position and may sell part or all of its position. There is no
guarantee that, should market conditions repeat, the abovementioned companies will perform in the same way in the future. There is no guarantee that the opinions
expressed herein will be valid beyond the date of this presentation. There can be no assurance that a strategy will continue to hold the same position in companies
described herein.
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