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UBIQUITOUS APPS, NEVs, HESITANT CONSUMERS, AND
DOMESTIC CHAMPIONS: RESEARCH NOTES FROM CHINA

Equity Research Analyst Matthew Clemmer recently returned from his first post-Covid investment
research trip to China. What he saw there reinforced his belief that China's recovery, while well
underway, will likely be uneven and slower than initially anticipated when pandemic restrictions were
lifted. Here he shares more about what he experienced in Asia and what he learned from company
management teams during his visit.

Highlights:

»  Despite a slowerthan-hoped-for post-Covid recovery, Chinese equities offer
active, bottom-up investors interesting opportunities today.

> Issues with the real estate market, local government financing, and youth
unemployment are the biggest challenges facing China.

» Inmany sectors, domestic Chinese brands have narrowed the quality gap and M ATT CLEMMER CFA
are taking market share from long-established foreign brands — including autos, ’
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where domestic new energy vehicles are edging out the competition. Equity Research Analyst

Q: What were you most surprised to see in China on your first trip
there since 2019?

Matt Clemmer: A lot has changed in three and a half years, and there are some
visible scars of Covid, which have manifested in many ways. The lockdowns
impacted people differently. For instance, some people may have had to close their
business or otherwise had their earnings power reduced. These experiences impact
their current attitudes toward spending.

International travel from China continues to carry obvious scars of Covid, and these
are most visible in large, international airports. Before Covid, international travel
played an important role in supporting regional consumption.

At the same time, in some ways it felt like not much had changed at all. China has
become much more convenient to get around, thanks to the amount of
infrastructure that has been built over the last 12 years, which makes it much easier
to travel from megacity to megacity by high-speed rail. It's very efficient, and just
something that we don't have the luxury of here in the United States. Traveling at
300 kilometers an hour (the equivalent of 186 miles per hour) is very fast!
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CASH IS NO LONGER KING

Perhaps the most obvious thing | noticed right off the plane was how ubiquitous WeChat Pay and Alipay have
become in peoples lives. I've read a lot about this, experienced it before Covid, and have seen the data on it,
but nothing prepared me for what it actually felt like to be a visitor in this nearly cashless society. Almost daily,
it felt debilitating not to have the same access to order or pay for things. It made me realize that during the
entire three and a half years | was away, technological development and consumer technology penetration had
been, and are still, running at 100 miles per hour. As a visitor, | had access to a lighter version of the indigenous
apps. While those remain in development, tech moves fast. Just the other day, the two leading payment
applications announced that they will begin opening their systems to foreign credit cards in a more meaningful
way. | am already looking forward to paying like a local on my next trip.

NEW ENERGY VEHICLES AND THE RISE OF THE DOMESTIC BRANDS

The other, almost tectonic, change is the shift to new energy vehicles (NEVs), both plugin hybrids and pure
battery-powered vehicles. It’s not just the number of these vehicles on the road that was incredible to see

— and they are easy to spot because they have green license plates instead of the traditional blue ones — but
also the number of Chinese domestic car brands and models. It was staggering to see the amount of market
share that has been taken away from foreign joint-venture car makers, especially of the combustion engine
variety, and shifted to the NEVs that, except for Tesla, are now largely domestic brands. Again, | see this data
monthly, but to see it on the road and in the auto showrooms in shopping malls is incredible (Figure 1).

FIGURE 1

New Energy Vehicles Are Rapidly Gaining Adoption in China
China NEV Penetration of New Wholesale Vehicle Shipment
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In November of 2020, the foreign joint-venture share of automobiles was about 70%;
that has come down to around 50%, and even less if you take Tesla out of the equation,
since local production was just getting started in China in 2020. The countries that have
lost the most share were the leaders, such as Germany and Japan. If | were a car
executive from one of those countries on my first trip to China since Covid, | think |
would have left the Shanghai Auto Show in March a bit fearful of the future.

Some of the most interesting interactions | had during my trip happened while speaking
to domestic-brand salespeople, who were excited to share information about the cars
they were selling. It's true that older cars made by the domestic Chinese brands weren't
always of the highest quality. They were relatively less expensive, but there was a
reason foreign brands dominated the market. Today, the new NEVs are high-quality,
equipped with cutting-edge technology, with competitive price points.

In some large cities such as Shanghai or Beijing, one incentive for people to choose an
NEV over a traditional gas-powered car is that NEV owners can receive a free plate
registration. In Shanghai, this could mean a savings of RMB 92,000 @bout USD 13,000).

Q: How is the recovery going in China?

A SLOWER, UNEVEN RECOVERY

Matt: The recovery is happening for some things, in some places, some of the time,
rather than for all things, everywhere, all at once. The meetings | had with Consumer
Discretionary companies pointed to continued growth for 2023 — albeit at a reduced
level than originally anticipated. Several consumer companies | met with that were
initially targeting 15% — 20% top-line growth have now revised that down to 10% - 15%
growth. If you adjust for the Covid impact in 2022, this is more like 8% — 12% organic
growth.

A popular quick-service restaurant company | spent time with shared that demand
post-Covid has returned at weekends and holidays, but spending is slower mid-week, so
they are relying on mid-week promotions to drive traffic and increase sales volumes. A
meeting with a leading Chinese skincare and cosmetics company revealed that they
believe that they are benefitting from consumers trading down from some Western
skincare brands within the “masstige’ space.

PER CAPITA SPENDING REMAINS CHALLENGING

So, while the consumer is showing up, per capita spending remains challenging. The
data following the Chinese Labor Day holiday in early May showed that traffic was up
19% of what it was in 2019, while spending was only up 1%. Some of the industrial
company management teams | met with also confirmed that consumers are not
spending the same way they did pre-Covid — or in 2021. We do believe that the
consumer has more that they can do, they just have to come out and do it.

New models of domestic Chinese cars
are equipped with all the latest
technology and modern conveniences.
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There are two more national holidays coming this year when people traditionally
spend and travel, the Mid-Autumn Festival and National Day. | think these two
holidays will provide a good marker of whether consumption per capita will pick up
in 2024. Additionally, the holidays will provide insights into international travel as

regional airlines should enter more capacity into service leading up to these
holidays.

Domestic travel has come back strongly, but as | alluded to earlier, international
travel in Asia is lagging the Western hemisphere (Figure 2). Historically, Chinese
tourists have been a key driver for international tourism in the region. Thailand is a
good example: Chinese nationals made up nearly 30% of Thailand’s international
arrivals pre-Covid. Currently this percentage is in the low-double digits, but
increasing. Japan and Korea are similar in that Chinese tourists are critical to
reaching pre-Covid international arrival numbers.

FIGURE 2

International Air Travel Has Yet to Resume from China

Chinese Airline Passenger Traffic Recovery Path %
(vs Same Period 2019)
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The difference in international airport
traffic in China pre- and post-Covid is
remarkable — these photos of a nearly
empty international terminal in Shanghai
were taken at 4:00 PM local time.
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When | traveled through Shanghai Pudong Airport, it was eerily quiet in the
international terminals, and many stores and restaurants remain shuttered. Taipei in
Taiwan is better, and Incheon in Seoul, South Korea is even better. But even in those
places, not all the services, like food vendors, have come back. It will take time, but in
Pudong it was incredibly low. In Seoul, the duty-free malls that in the past were bustling
with Chinese tourists and Chinese resellers had only a fraction of the customers. | did
see one lonely Chinese live streamer there who was enthusiastically introducing various
shades of red lipstick.

Q: Are Chinese consumers just saving their money post-Covid? What
do you think would encourage them to spend it?

Matt: That’s the million-dollar question. Pundits believe there are excess savings from
the last two years, but it is unclear how large and “disposable” these savings will be.
Some people have a general insecurity regarding their future and nearterm earnings
potential, and obviously these concerns may cause people to save more. | think there
is a direct correlation between how traumatic an individual’s Covid experience was, be

it lockdown or loss, and how willing they are to spend now. And unlike some other

countries, China's Central Government has not historically approached demand-side | think there is a
stimulus with cash handouts. They may provide subsidies for purchases like new cars or direct correlation
white goods instead, which also helps the employment base. We have seen some cities between how

and provinces execute vouchers to help stimulate consumption, but not really at the traumatic an
Central Government level. individual’s Covid

experience was,
be it lockdown or
loss, and how
willing they are to
spend now.

We are seeing continued growth in certain areas such as European luxury bags and
domestic travel, but we are still waiting for spending to come back during “quiet
periods”, such as mid-week or post-holiday. As an example, having 90% hotel
occupancy on Friday and Saturday is great, but we want to see that during the week
too. My conversations with taxi drivers and store and restaurant owners confirmed this
post-holiday hangover and corresponding disappointment.

But remember, the likelihood of a recession in China is low, perhaps 10%. What were
seeing on the consumer side is more of a growth recession. At the company level,
there is still double-digit organic growth; it just doesn't feel as good as we had hoped at
the beginning of this year. | think addressing the tepid consumer will come more from
the overall employment environment firming up, which can be helped by the
manufacturing and real estate industries improving.

Q: What are the biggest challenges to China’s economy now?

REAL ESTATE

Matt: Real estate is in a tough spot because of a government policy decision to try and
address previous years of excessive investment and speculation. Like a lot of major
economies, real estate, housing, and construction are a significant part of the economy
and can be a big growth driver or a decelerator. In this case, over the last 16 - 18
months, it’s been a headwind to growth.
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LOCAL GOVERNMENT FINANCING

There are also issues with local government financing, regarding debt that has been incurred by
certain provinces over the last 12 years to fuel things like infrastructure. There is no doubt that
investment in infrastructure is key to China's success and future; however, there are some provinces
that used debt to fund infrastructure projects that may not have provided the same economic
benefits as other investments. If local governments need to deleverage, it means they will have to
grow GDP away from infrastructure, reduce spending, or a combination of both (if GDP is being used
as a proxy for provincial income).

Historically, land sales for real estate projects were a local government’s key revenue source. With real
estate demand slowing down, jurisdictions which relied heavily on land sales will have a more difficult
time reducing their leverage ratios. In some respects, the Central Government has taken the punch
bowl away and is requiring certain provinces to sober up. This is not happening across the entire
country, and it may be more of a city-level problem that could become a provincial-level issue.

The Central Government has a stated agenda of rebalancing economic growth away from
infrastructure toward more consumption. Whether measures put in place in the past several years are
sufficient to accomplish this agenda remain to be seen. In my opinion, the challenges facing real estate
and local government financing are intended consequences of addressing years of excessive
investment and debt buildup. We are witnessing the Central Government’s approach to a controlled
burn, with the intended result being a rebalanced economy for healthier growth going forward.

YOUTH UNEMPLOYMENT

Youth unemployment is also a known concern. The unemployment rate is over 20% for workers aged
15 - 24. It is worth noting that some of the sequential change in youth unemployment feels a bit
seasonal, and we are likely to see the numbers improve after this recruiting season.

Q: What are the most encouraging things you’re seeing in China from an
investing perspective?

DOMESTIC CHAMPIONS

Matt: The emergence of domestic champions in China is really encouraging, and this extends beyond
NEVs and consumer technology. | had meetings with great companies from a wide range of industries,
such as industrial automation and machinery.

Within the industrial automation space, there is a company that started out making inverters for
elevators that has now grown to also produce servo motors, programmable logic controllers, and
industrial robots — all key components for industrial automation. Over a 12-year period, they’ve grown
to be the number one supplier in China for servo motors, a spot which has historically been occupied
by foreign equipment manufacturers. The company’s supply chain is largely onshore, and Covid
certainly helped it take more market share. The supply-chain issues some multinational companies
faced were not felt by this company in the same way, and this company really took advantage of the
opportunity to fulfill orders and widen their customer base.
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INVENTIVE MARKETING

Another example is a domestic cosmetics company. This company initially launched
products that targeted teenagers and college students who were looking for more
affordable alternatives. As their customer base aged and began to earn more money,
product expectations increased and the company responded by raising the quality of
the products, packaging, and active ingredients, which pushed price points higher.
Now they’ve moved more into the masstige space that was historically dominated by
foreign brands. This company is expected to grow its top line more than 30% against
the backdrop of a challenging consumer spending environment.

While visiting this company’s headquarters, | saw about 25 small rooms for online live
streamers, who work in shifts to put out content for this brand 20+ hours a day. They
are educating their customers and reaching them where they are onling, not at a
traditional cosmetics counter. I'd heard about this marketing initiative in virtual
meetings during the pandemic, but to see it in-person was incredible. It's not too
different from the home shopping network, but faster, younger, and pushing a single
company'’s products.

IMPROVED PRODUCT QUALITY

What has changed in China — and this is not by chance, this is by design — is some
domestic companies’ product quality. The movement up the technology, quality, and
value curve has massively improved. Again, not everywhere, all at once, all the time,
but certain domestic companies have narrowed the quality gap against international
competitors in a meaningful way. I'm not talking about low-end, low-quality
manufacturers, but rather the companies making products that are replacing foreign
brands in China. This is thanks to years of investment in research and development,
human capital, and supply chain improvements.

Premier foreign brands remain highly sought after across many industries. But in some
areas, were seeing domestic substitution — although these are typically single
champions in their respective industry or category, not a group of champions for
each industry or sector. There will continue to be room for the foreign leaders, but
some second-tier foreign players are already being squeezed out.

Whether the rise of domestic champions can translate outside the country is yet to
be seen. Many years ago China became the largest new car market in the world. This
was driven by domestic consumption and supported by foreign joint ventures.
However, the Chinese export story is largely new and, while foreign brands such as
Tesla contribute to the export volumes, the domestic branded volumes are increasing
as well. China is exporting more cars than it ever has (Figure 3) — an estimated 4
million vehicles this year. China long ago surpassed the US and Japan combined in
terms of auto production. This year China moved ahead of Germany and Japan to
become the world’s largest auto exporter of automobiles. This may be an early sign
of things to come in value-added products in multiple industries in the future.

There will continue
to be room for the
foreign leaders,
but some second-
tier foreign players
are already being
squeezed out.
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FIGURE 3

Auto Exports From China Are on the Rise

China Monthly Passenger Car Exports
(12-Month Rolling Sum, USD Billions)

L | 52023
"\ $58 billon

50

40

30

USD, billion

20

0 T T T T T T T T T T T T T T T T
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 20222023

Sources: GW&K Investment Management and Macrobond

Several other countries have gone through the product quality evolution that China is going
through right now. For example, US consumers had a much different perception of the quality
of South Korea autos in the early-2000s than they do today. Will politics allow other countries
to see China on the global stage the same way they see South Korea or Japan? That may be
an open question for the United States for now, but | think China will find market opportunities
for their vehicles quickly in Australia, which is really an “import-only” market for passenger
vehicles, Southeast Asia, and Eastern Europe.

My career as an emerging markets analyst has moved in tandem with these developments, so
it is very interesting, and encouraging, to see these initiatives coming to fruition.

Q: Any final thoughts?

Matt: The trip underscored the value of visiting with consumers and businesses as opposed to
just reading reports. Much of my trip involved informal discussions that provided a deeper
understanding of what post-Covid China looks like. Signs of progress were everywhere in
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terms of the move to cashless, new energy vehicle penetration, domestic brand perception,
high-speed travel, and industrial development.

For reasons we discussed, China is not yet experiencing the reopening bounce that was
anticipated. Being on the ground, the delayed response is understandable, given the overhang
of revolving lockdowns, Covid uncertainty, and the headwinds from years of excessive real
estate development. Is the recovery delayed or were hopes of a material recovery misplaced?
My view is that the recovery is delayed, and Mid-Autumn Festival and National Day will provide
the next datapoints to test any progress.

DISCLOSURES:

This represents the views and opinions of GW&K Investment Management and does not constitute investment advice, nor should it be considered predictive of
any future market performance. Data is from what we believe to be reliable sources, but it cannot be guaranteed. Opinions expressed are subject to change. Past
performance is not indicative of future results.



