THE LONG VIEW

Notes from the Road — China

We report on a recent research trip to China, Skerryvore's first since valuations peaked in 2020.
Highlights include observations about the influence of the benchmark and some interesting
prospects for our watchlist.

"The mountains are high and the emperor is far away."
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THE MOUNTAINS ARE HIGH AND THE
EMPERORIS FAR AWAY

This ancient Chinese proverb is often used to depict
the Chinese Communist Party's authority becoming
steadily more diluted the further one gets away from
Beijing. As risk-aware emerging market investors,
government interference is something that the
investment team likes to keep 'far away'.

It was with this in mind that team members took a

trip to China this spring, avoiding Beijing and instead
focusing on a cohort of privately owned medium-sized
companies in cities such as Shenzhen, Guangzhou,
Shanghai, Hangzhou, Hefei and Changsha.

Many of these companies are listed on the local
‘A-share’ markets and have become available to
international investors only in the past decade, since
the introduction of the Hong Kong Stock Connect
scheme in 2014. Further stock market reforms
prompted the index provider MSCI to begin a staged
addition of China A-shares to the Emerging Market
Index in 2018.

Coupled with the growing popularity of Chinese
internet companies listed in the US and Hong Kong,
this meant asset allocators scrambled to increase
their exposure to Chinese equities, providing plenty of
support for equity market valuations. Indeed, such was
their popularity that the weight of China in the MSCI
Emerging Markets Index reached circa 40% at its
peak in October 2020 (Figure 1).

Enthusiasm for Chinese equities became somewhat
detached from the reality of what was happening

on the ground. Economic growth was slowing and
fears were rising over high debt levels at property
companies and local governments. Earnings growth
was consistently below expectations, making equity
market valuations difficult to justify. An ensuing
property market collapse and extended Covid-19
lockdowns led to further disappointment. The MSCI
China Index fell more than 50% from the peak, with
China's weight in the EM benchmark now sitting

at 25%.

Figure 1. China’'s Weight in MSCI EM Index
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Source: MSCI EM Index; China weight based on ‘Country
of Domicile’; End September 2024; Skerryvore

These extreme moves partly explain why we at
Skerryvore ignore index weights. Fundamentally we
don't believe that the benchmark is a sensible way

to allocate capital, and the benchmark is backward-
rather than forward-looking. The good news, though, is
that this dynamic can sometimes create opportunities
to buy good-quality companies at reasonable prices.
Our China trip uncovered a variety of businesses
whose valuations have fallen dramatically from the
dizzy heights they traded at in 2020.

However, we start with two important general
observations about supply and demand.

OVERSUPPLY IS EVERYWHERE

In our view, real estate is an example to the outside
world of an industry suffering from oversupply. We
drove past vast blocks of towers in smaller cities like
Hefei, many of which looked like they had been
abandoned for quite some time. We also met kitchen
appliance companies in Hangzhou that had as little
insight into where the property market would bottom
out as an outside observer. Only now are we starting
to see developers being put through bankruptcy
proceedings, which is perhaps the start of the long
path to recovery.
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What we found more interesting, however, was the
excesses we saw in industries such as solar panels,
lithium batteries and autos. Chasing growth in these
markets has led to questionable capital allocation
decisions. One second-tier electric vehicle (EV)
battery manufacturer, the partner of a large European
original equipment manufacturer (OEM), stated to
us it would not hesitate to spend whatever it takes
to keep up with the industry. Having already spent
almost six times the company’s cumulative historic
operating cash flow expanding its capacity over the
past two years, in our view, shareholder returns are
clearly not top of the agenda.

Our other striking observation was the breadth of EV
brands on show - there are still around 100 Chinese
electric-car makers, down from roughly 500 in 20192
We encountered dozens of these brands on the

roads or on display in shopping malls, where they all
boasted impressive specifications and price tags that
make it difficult to see how western brands could ever
compete. Although EV sales are still growing in China,
overall auto sales are falling. Factor in lower subsidies,
rising tariffs and a falling export market and, again, it
feels likely this will not end well for investors.

CONSUMER BUSINESSES CHALLENGED BY
BOTH DEMAND AND SUPPLY ISSUES

An area that typically proves a fruitful hunting ground
for our philosophy is consumer goods, where brand
loyalty and distribution are effective ingredients for
generating high returns.

The emergence of Douyin, the Chinese version of
TikTok, as the second-largest ecommerce site in China
has meant that traditional marketing methods have
had to be rethought?. The old advantages of physical
distribution and in-store promotion have been
negated and live-streaming product demos are now
where the battles for wallet share are being fought.
This is just as apparent in higher-value items like
skincare and cosmetics as it is with more mundane
purchases such as laundry detergent.

Barriers to entry for starting a consumer company have
therefore fallen dramatically. We saw this on full display
when we visited a listed snacks company whose
headquarters were on the top floor of a skyscraper

in Changsha. Our visit revealed that they shared the
building with nine other competing snacks companies!
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A heightened competitive environment is exacerbated
by two other trends. First, downtrading - i.e. choosing
lower-cost items. Lower consumer confidence,
impacted by falling property prices, is resulting in

the Chinese spending more frugally. Discount stores
are one of the few growth areas of bricks and mortar
retail. Second, the Chinese consumer is fickle. Keeping
a customer loyal to your brand can be difficult when so
many other options are available.

ATTRACTIVE NICHES CAN STILL BE FOUND

Ultimately, these issues of heightened competition
and the resulting oversupply mean many businesses
we encountered would fail our ultimate test of
franchise quality - few exhibited signs of sustainable
pricing power. However, it wasn't a wasted trip.

The more interesting companies to us were
founder-owned businesses, far removed from state
interference and perhaps characterised as operating
in unglamourous sub-sectors with less competition.
We met an array of industrial companies that had built
businesses on solid reputations and are competing on
a par with best-in-class global peers.

These included a producer of sorting and inspection
machines used in agriculture and food processing,

a manufacturer of temperature-control equipment
used in telecommunications infrastructure and a
leading domestic player in industrial compressors
and vacuum pumps. All three of these businesses
had built leading domestic market shares through a
reputation for the quality of their products and after-
sales service and were gaining share internationally
in their fields. Importantly, they had preserved strong
balance sheets, implemented stock ownership plans
for their employees and had track records of growing
dividends.

Another area that provided ideas for further work was
the healthcare sector. With an aging population and
recent memories of the pandemic still to the fore, the
emphasis is on growing self-reliance in areas such as
innovative drugs, medical equipment and diagnostics.

One of the best examples we came across was
China's leading manufacturer of patient-monitoring
diagnostic systems. Despite rising geopolitical
tensions, its equipment is an increasing presence in
hospitals globally, and the company has shown an
ability to successfully expand its product offering into
other areas of medical devices. It also now trades on

a far more palatable valuation, with its share price
almost halved from its peak.
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CONCLUSION

Back when China was more popular our low exposure
to the country meant we were often questioned about
whether we had an unconscious bias against the
opportunity set within the country. Our investment
philosophy does rule out large swathes of the Chinese
equity market, including state-owned enterprises
(SOEs), variable-interest entities (VIEs) and other
politically exposed or dependent businesses. It's fair
to say that these are more prevalent in the Chinese
market than in many other countries®.

However, this doesn’t rule out all Chinese equities.
When we established Skerryvore in 2019 we simply
couldn't find good-quality businesses trading at
valuation levels that met our absolute return-based
requirements. There are pockets of the Indian market
today where we would say the same.

SOURCES

While our first trip to China post Covid-19 has raised
our required return for some industries (consumer,
solar, EV), we uncovered plenty of privately owned,
first-generation founder-run businesses with

good records of generating returns for minority
shareholders.

A difficult economic backdrop has sent share

prices tumbling across China. In equity markets it is
often darkest before the dawn. This often creates
opportunities to buy quality businesses at discounted
valuations. Having added new companies to our
watchlist on the back of the trip, we feel well placed
to take advantage of valuation opportunities that
become available.
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Disclaimer
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This document is issued and approved by BennBridge Ltd
("BennBridge”). Effective August 1, 2024, following regulatory
approval from the UK'’s Financial Conduct Authority,
BennBridge became a wholly owned subsidiary of Skerryvore
AM LLP ("Skerryvore”). Collectively, BennBridge and
Skerryvore are referred herein as the Investment Manager or
Firm. The Firm is based at 45 Charlotte Square, Edinburgh
EH2 4HQ in the United Kingdom. The registered office of the
Firm is Windsor House, Station Court, Station Road, Great
Shelford, Cambridge CB22 5NE.

Skerryvore Asset Management, the new trading name of
BennBridge, is an investment manager authorised and
regulated by the Financial Conduct Authority in the UK and is
registered as an investment adviser with the US Securities
and Exchange Commission ("SEC").

This materialis provided as a general overview of the Firm,
our processes and our investment capabilities. It has been
provided for informational purposes only. It does not
constitute or form part of any offer to issue or sell, or any
solicitation of any offer to subscribe or to purchase, shares,
units or other interests in investments that may be referred
to herein and must not be construed as investment or
financial product advice. BennBridge has not considered any
reader's financial situation, objective or needs in providing
the relevant information.

Any projections, market outlooks or estimates contained in
this document constitute forward looking statements and
are based on certain assumptions and subject to certain
known and unknown risks. Accordingly, such forward
looking statements should not be relied upon as being
indicative of future performance or events. The information
provided in this document relating to specific companies/
securities should not be considered a recommendation to
buy or sell any particular company/security.

Past performance does not predict future returns. Potential
investors in Emerging markets should be aware that
investments in these markets can involve a higher degree of
risk. Any investment should be viewed as medium to long
term and should only be made by those persons who could
sustain a loss on theirinvestment. It should not constitute a
substantial portion of an investment portfolio and may not
be appropriate for all investors. The value of investments
and the income from them may go down as well as up and
may be subject to sudden and large falls in value. An investor
may lose their entire investment.

The views and opinions contained herein are those of the
Skerryvore investment team. BennBridge will not assume
any liability for any loss or damage of any kind arising
directly or indirectly by using the information provided.
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This document may not be reproduced or distributed by the
recipient, in whole or part, except that this document may be
provided to the recipient’s advisers in connection with an
evaluation of a potential investment.

The distribution of this document and the offering or
purchase of interests in strategies or funds managed by
BennBridge may be restricted in certain jurisdictions. No
person receiving a copy of this document in any such
jurisdiction may treat this document as constituting
marketing or an invitationto them to subscribe for
interests in a BennBridge fund or otherwise make an
investment.

It is the responsibility of any persons in possession of this
document, including individuals who may be employed by or
a consultant to the recipient, to inform themselves of, and to
observe, all applicable laws and regulations of any relevant
jurisdiction. If any recipient, including individuals, is or
becomes aware that the receipt of this document by them
contravenes any law or regulation, they must destroy it or
return it to BennBridge immediately. Prospective investors
should inform themselves as to the legal requirements of so
applying and any applicable exchange control regulations
and taxes in the countries of their respective citizenship,
residence, or domicile.

Telephone calls may be recorded for training and
monitoring purposes.

RISK FACTORS

= Capital is at risk and there is no guarantee any
investment will achieve its objective. Investors should
make sure their attitude towards risk is aligned with
the risk profile of their investment, however made.

= Past performance does not predict future returns. The
value of investments and the income from them may go
down as well as up and investors may not get back the
amounts originally invested.

= Currency exposure is not hedged.

= Equity prices fluctuate daily, based on many factors
including general, economic, industry or company news. In
difficult market conditions, BennBridge may not be able
to sell a security for full value or at all. This could affect
performance of an investment and with regards to an
investment made via a fund, could cause the fund to defer
or suspend redemptions of its shares.

= Investments in Emerging markets can involve a higher
degree of risk.
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Disclaimer

FOR INVESTORS RESIDING IN THE UNITED
KINGDOM OR THE EUROPEAN ECONOMIC
AREA

In the United Kingdom this document is only available to
professional investors meeting the criteria for Professional
Clients set out in COBS 3.5 of the Conduct of Business
Sourcebook in the Financial Conduct Authority’s Handbook of
rules and guidance.

Although the information in this document is believed to be
materially correct as at the date of issue, no representation or
warranty, express or implied, is given as to the accuracy,
reliability, or completeness of any of the information provided
as at the date of issue or at any future date. Certain
information included in this document is based on information
obtained from third-party sources considered to be reliable.
Any projections or analysis provided to assist the recipient of
this document in evaluating the matters described herein may
be based on subjective assessments and assumptions and
may use one among many alternative methodologies that
produce different results. Accordingly, any projections or
analysis should not be viewed as factual and should not be
relied upon as an accurate prediction of future results.
Furthermore, to the extent permitted by law, BennBridge, any
BennBridge fund, their affiliates, agents, service providers and
professional advisers assume no liability or responsibility and
owe no duty of care for any consequences of any person
acting or refraining to act in reliance on the information
contained in this document or for any decision based on it.

FOR INVESTORS RESIDING IN AUSTRALIA OR
NEW ZEALAND

This information is issued and approved by Bennelong
Funds Management Ltd (ABN 39 111 214 085, AFSL
296806) ("BFML"). BFML has appointed BennBridge
Ltd (“BennBridge”) as the investment manager, which
is authorised and regulated by the UK's Financial
Conduct Authority (with Firm Reference Number
769109). BennBridge is a Corporate Authorised
Representative of BFML (AFSL Representative No.
1281639). All regulated activity relating to portfolio
management, including the execution of trades, takes
place within BennBridge as the regulated entity.

This is general information only, and does not constitute
financial, tax or legal advice or an offer or solicitation to enter
into any investment management agreement with BFML or
subscribe for units in any fund of which BFML is the Trustee
or Responsible Entity (Bennelong Fund). This information has
been prepared without taking account of your objectives,
financial situation or needs. Before acting on the information
or deciding whether to enter into an agreement, acquire or
hold a product, you should consider the appropriateness of
the information based on your own objectives, financial
situation or needs or consult a professional adviser. For any
Bennelong Fund, you should also consider the relevant
Information Memorandum (IM) and or Product Disclosure
Statement (PDS) which is available on the BFML website,
bennelongfunds.com, or by phoning 1800 895 388 (AU) or
0800 442 304 (NZ). Information about the Target

Market Determinations (TMDs) for the BFML funds is
available on the BFML website. BFML may receive
management and or performance fees from the BFML
Funds, details of which are also set out in the current IM and
or PDS. BFML and the BFML Funds, their affiliates and
associates accept no liability for any inaccurate, incomplete,
or omitted information of any kind or any losses or damage
caused by using this information. All investments carry risks.
There can be no assurance that any investment or BFML
fund will achieve its targeted rate of return and no
guarantee against loss resulting from such investment.
Past performance does not predict future returns.
Informationis current as at the date of this document.
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SKERRYVORE

45 Charlotte Square, Edinburgh EH2 4HQ
clients@skerryvoream.com

Charles Oldmeadow
Head of Distribution
Charles.Oldmeadow®@skerryvoream.com
+44 (0) 7866 222 172

Fiona Stout
Product Marketing Co-ordinator
Fiona.Stout@skerryvoream.com

+44 (0) 131202 3089

OUR DISTRIBUTION PARTNERS

FRONTIER ONE LLC
1033 Skokie Boulevard, Suite 260
Northbrook, IL 60062

Jason Ciaglo
jciaglo@frontieronellc.com

Bill Forsyth
bforsyth@frontieronellc.com

BENNELONG - AUSTRALIA
Level 26, 20 Bond Street, Sydney NSW 2000

Bennelong House, 9 Queen Street
Melbourne VIC 3000

Level 37, Riparian Plaza
71Eagle Street, Brisbane QLD 4000

Level 1, 81 Stirling Highway
Nedlands, Perth WA 6009
client.experience@bennelongfunds.com
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