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In 2023, many of the headwinds that have been dragging the Chinese equity market down over the last
two years may turn into tailwinds. Indeed, Chinese equities have faced a number of challenges, from
the self-induced, risk-focused regulatory tightening on certain sectors, to COVID outbreaks and resultant
lockdowns hindering domestic activities, to weakness across the property markets.

But with the reopening of the Chinese economy at the end of 2022, we believe the bear market has ended
and the outlook for Chinese equities looks positive. In particular, China's government has committed to
focusing on growth—suggesting that a number of supportive policies are likely to follow. Subsequently,
the International Monetary Fund has forecast that China's economic growth could reach 5.2% in 2023,
outpacing that of developed markets and making China one of the fastest growing major economies.!

Economic Reopening to Support Consumption

China's zero-COVID policy was a key factor in stalling the country’s economic engine in 2022, with
lockdowns disrupting domestic manufacturing and consumption activities. However, toward the end of
the year, the government concluded that the lethality of COVID variants had fallen to acceptable levels
and began efforts to rapidly unwind restrictions.

By January 2023, high-frequency mobility data showed that both intra-city and intercity traffic are
rapidly recovering. Subway ridership in major cities has improved by around 50% from the trough, to
approximately 30% below pre-pandemic levels, while national highway traffic mobility has exceeded the
same period.2 Recovery of air traffic has been staggered, with domestic flights returning to 96% by the
end of January, while cross-regional flights recovered to 13% of the pre-pandemic level, led by flights

to Greater China destinations, Southeast Asia and Europe.® This favorable backdrop, combined with the
Chinese New Year holidays, has led to a rebound in domestic consumption. Over the Chinese New Year
holidays, domestic tourism revenue grew by 30% year-over-year, reaching 73% of the 2019 level, while
catering revenues grew by 16.4% year-over-year, or 73% of the pre-pandemic level 4

Figure 1: China Sees Recovery in Air Traffic
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Going forward, the recovery in Chinese consumption is likely to continue.
Chinese household savings in 2022 grew by RMB17.8 trillion ($123.7 billion),

and a sizable portion of this is likely to turn into pent-up consumer demand in
the year ahead. Adding further support to the rebound, the Chinese government
prioritized “increasing consumer demand” at the 2022 Central Economic Work
Conference’—which suggests the potential for a variety of stimulus aimed at
boosting consumer sentiment, from tax cuts and purchasing incentives, to the
issuance of consumption vouchers. The focus of this consumption-related
policy support is likely to be directed at the mass population, and will have a
greater impact on households with lower disposable income. As a result, the
consensus earnings estimate for consumer staples and consumer discretionary
companies has outperformed the broader MSCI China Index, with earnings of
consumer staples 8.6% above pre-pandemic levels (Figure 2).

Figure 2: Consensus Earnings for Consumer Staples and Discretionaries Outperform

Consensus EPS, MSCI China, Rebased to December 2019
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Source: FactSet; Barings. As of January 2023.

Regulatory Tailwinds for Property, Tech and Consumption

In addition to the favorable policy boost expected for the consumer sector,
internet companies and property developers are likely to be supported by

a potential easing of regulations going forward. This is another facet of the
government's concerted efforts to bolster domestic activities and consumer
sentiment. Prior to 2020, many internet and property sector companies relied
heavily on external financing and high leverage, but with a low regard for the
longer-term sustainability of their business models. While the current regulatory
direction may seem to be a reversal of previous policies, we believe the regulatory
tightening initiatives have improved the quality of the future competitive
landscape, as the stronger companies with positive business practices remain.

5. Source: The State Council of People’s Republic of China. As of December 2022.
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For the property developers that survived the storm, their balance sheets are receiving much-
needed lifelines in the form of credit provisions from Chinese banks. Nearly a dozen supportive
policies have already been introduced since late 2022 to improve balance sheet quality and
housing affordability. These measures include reducing the minimum mortgage lending rates

for homebuyers, providing equity financing support for developers, and relaxing housing
purchasing restrictions in certain regions. Homebuyer sentiment will likely improve as a result,
along with valuations and fundamentals across the sector. Further, the property market is crucial
to revitalizing consumption, as houses are typically the catalyst for large-ticket durable purchases
such as automobiles and household appliances. Therefore, relaxing property market policies could
have positive, knock-on effects for the consumer sector.

Similarly, the policy stance toward internet companies turned supportive in the second quarter

of 2022 when approval of new gaming licenses resumed. However, due to the impact of the
weakening consumption outlook at the time, many internet and platform companies had to resort
to cost optimizations in order to protect profit margins. Looking ahead, as consumer sentiment
gradually improves, platform companies could emerge with a higher wallet share of offline
spending as well. This is largely because the lockdowns have increased consumer reliance on
platform apps for their day-to-day activities, and businesses are leveraging online platforms to
drive foot traffic toward their offline venues. While the growth of total retail sales in the first eleven
months of 2022 was flat, online sales of goods grew by over 10%, with positive growth across
dining, clothing and durables goods.® In our view, the market share of online platforms will likely
continue to expand, and the linkage of online-offline consumption activities will strengthen.

Given a benign inflationary backdrop, monetary policy remains accommodative in China. This
may be partly attributed to the mild demand in China, where suppressed consumption has kept
costs grounded. Although China's reopening will likely increase overall demand, the pressure could
be counterbalanced by cooling demand in developed markets and falling energy prices. At the
same time, when interest rates in the U.S. approach their peak, pressure on the Renminbi exchange
rate could also moderate, encouraging inflows from global investors and supporting exports.

Areas of Long-Term Opportunity

China’'s government recently highlighted the key strategic directions envisioned for the country—
with objectives including the dual circulation model of economic development, sustainable
development, innovation and modernization and improved social wellness.” Looking ahead, these
initiatives will likely shape long-term investment opportunities in the companies and sectors that
have exposure to the themes.

6. Source: National Bureau of Statistics, Barings. As of January 2023.
7. China published its “"14th Five-Year-Plan for National Economic and Social Development and the Long-Term
Objectives Through 2035" in 2021.
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Figure 3: Domestic Brands Dominate China’'s Software Industry

Market Share of Top 10 Software Vendors in China
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DOMESTIC BRANDS DOMINATE

One of the key priorities of the dual circulation model initiative—a centric piece of China's national
strategy—is internal circulation, which aims to cultivate a strong domestic economy with locally
produced goods and services comprising a significant portion of domestic consumption. As a result
of these efforts, local brands have become more competitive through improved quality of products
and services (Figure 3). Domestic brands are also often better able to keep up with the evolving
tastes of Chinese consumers and develop more suitable products for their lifestyle and preferences.
For example, Chinese households typically prefer mopping the floor after sweeping. Local brands
have produced cleaning robots with the added function for floor mopping, resulting in domestic
companies dominating this product category. The trend for localization is likely to continue going
forward—with an increasing number of local brands outperforming in areas such as sportswear,
software, automobiles and consumer goods. The beneficiaries of this theme are likely unique to the
Chinese market, which offers investors the potential for uncorrelated returns over global peers.

CHINESE COMPANIES INCREASE VALUE-ADD IN GLOBAL SUPPLY CHAINS

The external circulation aspect of the dual circulation initiative aims to enhance China’s
competitiveness within the global supply chain, and improve Chinese companies’ entry into higher
value-add segments through rigorous research and development. This requires leveraging China's
supply chain advantage, as well as its position as the world’s largest market, to foster innovation
and broaden product distribution globally. In particular, China produces some of the largest cohorts
of STEM graduates every year, enabling Chinese companies to dominate a number of forward-
looking industries and products. For example, over two-thirds of the production within the global
solar panels supply chain are manufactured in China (Figure 4). Chinese hardware companies are
also expanding toward emerging industries such as the manufacturing of AR/VR devices.

Figure 4: Chinese Companies Lead Forward-Looking Industries
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Source: Morgan Stanley Research; IDC. As of January 2023.
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INCREASING FOCUS ON SUSTAINABILITY AND HIGH-QUALITY GROWTH
Another area that presents the potential for long-term opportunity is sustainability, which

is a strategic priority for China. In particular, energy has been a key—but costly—import for
China. In the past two decades, the Chinese economy, in many instances, compromised
on efficiency in pursuit of stronger growth. As the focus is shifting from high-speed growth
to high-quality growth, efficiency improvement and risk mitigation are becoming key
priorities for optimization. As a result, there is a growing focus on sustainable development,
including expanding the renewable energy infrastructure and reducing waste. While this
will help mitigate climate-related physical and transitional risks, it will also likely decrease
China's reliance on energy imports, and shape opportunities in companies that are drivers
of the transition to a low carbon world.

Figure 5: China’s Transitioning Energy Mix
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Source: CICC. As of December 2020.

External Risks Remain

While there are indeed areas of long-term opportunity in China, the competitive environment
in certain sectors could become difficult going forward. Technological protectionism, led

by the U.S,, has sanctioned China's access to advanced semiconductors and biotechnology.
Although this suggests certain setbacks, more importantly, it also serves as a wakeup call for
China to develop self-sufficiency in cutting-edge technologies. The catch-up process is likely
to be challenging and capital intensive, but China's deep market could help to absorb part of
the cost, while also creating unique investment opportunities.

In particular, while many of the lower value-added industries are gradually migrating to
India, Southeast Asia and even Latin America, Chinese companies are actually among the
first to expand their supply chains and logistical networks. For instance, Chinese textile
manufacturers began this process a decade ago, while Chinese semiconductor companies
have started to diversify their supply chains since the pandemic. China'’s experience in
capitalizing on its demographic dividend could be beneficial for Chinese companies looking
to succeed in other developing Asian countries.
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“The market consolidation is presenting attractive entry points for investors
to gain exposure to the world s second largest economy and equity market.”

Recovery of Fundamentals Expected to Continue

China's economic reopening has already resulted in a rally across Hong Kong China equities
from November 2022 to January—but the market has yet to fully recover compared to
previous peaks. In January, sentiment remained poor relative to fundamentals, resulting

in attractive valuations for Chinese equities, which are still trading below the 20-year
average. This represents a significant 32% discount from two years ago, while the earnings
consensus only fell by 10% (Figure 6).

Figure 6: Attractive Current Valuations
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Source: FactSet; Barings. As of January 2023.

Looking ahead, with uncertainties such as company earnings announcements and global
economic growth on the horizon, volatility is likely to remain elevated. But as the short and
long-term factors shaping the Chinese economy continue to unfold—from an economic
reopening, to a recovery in fundamentals, to favorable policy support—we believe the
outlook for Hong Kong China equities is positive. In our view, the market consolidation

is presenting attractive entry points for investors to gain exposure to the world's second
largest economy and equity market.

Insights | February 2023 7



Barings is a $347+ billion* global investment manager sourcing differentiated opportunities and building
long-term portfolios across public and private fixed income, real estate and specialist equity markets. With investment
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