Whlte Paper JANUARY 2018 NEUBERGER | BERMAN

-~ .
- \ﬁh > /G{\

BIN YU

Senior Portfolio Manager
Head of China Equities Group

China: The Anatomy of an Equity Market

In accordance with its sizable economy, China also has the world’s second largest equity market by
value. More than 4,000 publicly traded companies are listed across various markets, with a total
market capitalization of $12 trillion. We believe that 2018 will be an important year for this big
market, when the leading index provider MSCl is set to include onshore “A shares” in its MSCI
China Index for the first time, as a natural outcome of their becoming available to global investors
through the Hong Kong “Stock Connect” schemes. In this paper, we provide an outline of China’s
equity market for non-Chinese investors, assessing its fundamental foundations and its direction of
travel, as well as certain demands it makes on those who would invest there.



Executive Summary
« There are over 4,000 publicly traded Chinese companies with a total market capitalization of more than $12 trillion.

« Most familiar to global investors are the 600 or so Hong Kong-listed H shares and approximately 100 U.S.-listed ADRs, as around 150
of the largest of these offshore stocks go into the benchmark MSCI China Index.

« But where the offshore market is better-known and more accessible, the onshore market is bigger, deeper and faster-growing: the most
dynamic emerging Chinese companies in the consumer, health care and industrial sectors are almost always listed as A shares.

« Until November 2014, access for foreign investors was limited to the quotas defined by the Qualified Foreign Institutional Investor
scheme (QFII). The establishment of the Shanghai-Hong Kong Stock Connect investment channel and, from 2018, the inclusion of
more than 200 large-cap A shares in indices maintained by MSCI, is set to change this.

CHINA'S ONSHORE A-SHARE MARKET IS LARGER AND MORE DIVERSE THAN THE OFFSHORE CHINA EQUITIES MARKET...
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« China is already the world's second biggest economy, but we believe it still has considerable catch-up growth potential, with
implications for investment opportunities.

« GDP per capita remains relatively low but is growing fast, while rapidly improving education levels are creating not only more informed
and sophisticated consumers, but centers for research and development in an increasingly knowledge-based economy that has already
established innovative technology and health care companies that compete with the global giants in their sectors.

« Recent policy announcements signal a shift of attention to the quality of growth rather than the pace of growth.

« While the risks associated with leverage in the banking and shadow banking system and an aging population are real, they are both
manageable and high on the agenda of China’s authorities and business leaders.

« The increasing openness of China's onshore equities market presents global investors, in partnership with a knowledgeable local
portfolio manager, with the opportunity to participate in this ongoing growth story.



China’s economy became the world’s second largest in 2011 and is on track to overtake the U.S. as the world's largest within the next
couple of years. It is therefore no surprise to find that it is also home to the world’s second largest equity market.

There are over 4,000 publicly traded companies with a total market capitalization of more than $12 trillion, listed onshore as RMB-
denominated “A shares” on the Shanghai and Shenzhen Stocks Exchanges, or offshore as “H shares” on the Hong Kong Stock
Exchange or American Depositary Receipts (ADRs) in the U.S.

FIGURE 1. THE ANATOMY OF THE CHINA EQUITIES MARKET
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The anatomy of the market

Most familiar to global investors are the 600 or so H shares and approximately 100 ADRs, as around 150 of the largest of these are the
stocks that go into the benchmark MSCI China Index. They also make up some 20% of the MSCI Emerging Market Index.

Those markets are historically accessible only to U.S. dollar investors based outside China, and for all practical purposes, they are also
the only China equities accessible to non-Chinese investors. Not surprisingly, Chinese companies that list on overseas exchanges have
catered to global investors preferences. As a result, H shares are dominated by the largest state-owned companies (SOEs) such as
banks, energy and telecom companies. ADRs are mostly big internet and media companies such as Alibaba and Baidu.

But where the offshore market is better known and more accessible, the onshore market is bigger, deeper and faster-growing. It
boasts more than 3,300 companies, $9 trillion of market capitalization, and $60 billion of average daily liquidity. That liquidity, and the
typically more generous valuations, make onshore the preferred listing venue for most Chinese companies. The most dynamic emerging
Chinese companies in the consumer, health care and industrial sectors are almost always listed as A shares, and there were more than
400 IPOs in 2017.

FIGURE 2. THE A SHARE MARKET IS MORE DIVERSE THAN THE TECH-DOMINATED H SHARE MARKET
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Based upon China’s GDP and the size of its stock market, investors remain notably underexposed. Moreover, this is true of both
offshore and onshore investors.

Offshore investors have generally been underweight in emerging markets equities since the 2010 euro zone crisis. Flows have recovered
only recently and have yet to return to pre-crisis levels. Within that general emerging markets underweight, portfolio managers are still
further underweight in China due to their concerns about its diminishing growth potential and the quality of its assets.

The onshore market has historically been dominated by retail investors who tend to trade rather than invest—and even these
participants represent only a small fraction of overall household assets. As individual Chinese accumulate more wealth, we anticipate
that they are likely to allocate to the domestic equity market, and also that they are more likely to do so through institutional
intermediaries. China's insurance companies and pension funds have grown steadily in recent years but remain much smaller than
those in other markets.

A market rapidly opening to foreign investors

The A-share market is changing in other ways, too. Until November 2014, access for foreign investors was limited to the quotas
defined by the Qualified Foreign Institutional Investors and Renminbi Qualified Foreign Institutional Investors schemes (QFII/RQFII). The
establishment of the Shanghai-Hong Kong Stock Connect investment channel in 2014 began to change that by allowing investors with
Hong Kong Stock Exchange accounts to buy mid and large-cap A shares. A similar version of Shenzhen-Hong Kong Connect followed
in 2016.

This has made most China A shares more freely accessible to global investors: currently, 80% of A shares market capitalization is
accessible through this channel, with a generous overall quota and cap on daily trading volume.

Another big step forward is due in 2018, when MSCI will follow through on its announcement, made in June 2017, that it will include
an initial batch of more than 200 large-cap A shares to its indices through 2018. MSCI has not indexed A shares in the past because
global investors had extremely limited access to them until the Hong Kong Stock Connect schemes were initiated.

The decision is expected to initially bring approximately 2.5% of A shares’ free-float market capitalization into MSCl indices, growing
to 5% by the end of 2018. China International Capital Corporation (CICC) estimated that this will bring $15 billion of inflows into
China’s onshore market. In our view, MSCI will likely increase index weights further over the next few years. We expect that the
onshore market's weight will eventually be just as big as that of the offshore market in the MSCI China Index, and represent as much
as 20% of the overall MSCI Emerging Market Index.

While we expect this move to have only a small initial price impact on the market, we believe that its long-term implications may
be considerable.

First, the change in index weights will compel benchmarked global institutional investors to increase their allocation to Chinese equities.
Over time, we believe they are likely to consider China equities as a separate asset class—much as they do Japan equities today.

Second, we feel this development opens up access to the most relevant sectors in the China growth story: consumer sectors,
industrials and health care.

Last but not least, we believe the decision will bring a different kind of investor base to A shares, accelerating the institutionalization
of the market. New investors with longer-term views and a more fundamental analytical framework could become major shareholders
of certain Chinese companies. Over time, we believe that changing investor base could influence company behavior and investor
psychology to make the overall market more attractive. The potential impact was perhaps presaged this year, as foreign investors
became significant shareholders in some blue-chip companies and, we feel, drove substantial outperformance in their shares.
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China’s long-term fundamentals

After four decades of unprecedented growth China is already the world's second largest economy. But we believe it clearly has the
potential to grow still further—and possibly a lot further.

Despite its overall size and the first-rate infrastructure in Tier-One cities that wows many visitors, the vast backwaters of Lower-Tier
cities have considerable growth potential. Many, such as Wuhan and Chengdu, are vibrant, and look and feel just like Beijing and
Shenzhen 10 years ago. As the next generation of major Chinese cities tries to close the gap with the Tier-One and Tier-Two centers,
we believe they will provide a strong growth base for the next 10 years.

China’s per capita GDP of about $8,000 is on a par with mid-level emerging economies such as Malaysia and Mexico and far below
that of industrialized countries and regions in Eastern Europe (such as Greece at $18,000) and East Asia (such as South Korea at
$28,000). Given China's current capabilities and resources, we expect per capita GDP to move to a level between Eastern Europe’s and
East Asia’s over time.

FIGURE 3. CHINA'S POTENTIAL CATCH-UP GROWTH REMAINS CONSIDERABLE
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But China is about so much more than headline GDP-growth numbers. Through that growth, it has also accumulated world-class
infrastructure, know-how and a highly educated workforce, all of which establishes the foundation for the future expansion and
upgrading of the economy.

There are challenges, of course, and every country is subject to economic cycles. But we firmly believe China remains far from its full
potential and will continue to reinvent itself as its economy develops.
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Where are the opportunities?

Let's start with the people. Almost 40% of China’s 18-year-olds went to college in 2016. That ratio was 2% in 1986. There are now
over 120 million college graduates in China, up from about 15 million at the beginning of the century.

FIGURE 4. AN INCREASINGLY EDUCATED ECONOMY
Education and infrastructure is keeping pace with GDP growth.
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Better education and better skills has implications for the choices people make: more sophisticated people become more sophisticated
consumers. They demand a higher quality of life, and so it makes sense for investors to focus on the things that matter to them:
environmental services and consumer brands, and new services such as health care, travel, entertainment and media that enrich their
lives. The investment bank CLSA estimates that Chinese consumers made 120 million trips abroad and spent $260 billion outside China
in 2016.
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Second, a smarter population means better employees and additional business opportunities for Chinese companies. As millions of fresh
graduates join the workforce every year, from graphic artists to engineers, they enable Chinese companies to build up strong research and
development capabilities. In a knowledge-based economy, the network effect is strong and experience matters, and so a growing and
more experienced workforce will generate more original ideas and realize them ever more efficiently.

In industries ranging from health care to artificial intelligence, technology companies like Tencent and Huawei, and pharmaceutical
firms such as Hengrui and BeiGene, are creating products and running sophisticated processes that were unimaginable just a few years
ago. Tencent started as a humble developer of an internet chat system, and shrewd management and clever products have brought

it shoulder-to-shoulder with global giants like Facebook and Google. In the vast office parks of Shenzhen, Shanghai and Beijing,
hundreds more companies are trying to make the same leap in areas ranging from electric vehicles to biopharmaceuticals.

Third, as China moves into the next decade with new leadership, we are looking at a new political cycle where the emphasis will be
on the quality and efficiency of growth, rather than the rate of growth at any cost. With this shift in mentality, we think there could be
attractive potential investment opportunities in the restructuring of state-owned enterprises (SOEs).

SOEs tend to be conservative, size-driven and often burdened with social responsibilities. At the same time, many own good assets, strong
competitive positions and robust financial profiles, and they can certainly be made a lot more dynamic with a change of ownership and
better allocation of capital. Indeed, while they are not the first place to look for the next Tencent, the fact is that some of the best China
success stories have been SOEs run with a private enterprise mentality. Anhui Conch Cement and Kweichou Moutai Liquor started out as
small SOEs in the middle of nowhere, but both came to dominate their respective industries, with the help of entrepreneurial leaders and
operational freedom. We hope to find similar examples as more companies are offered these opportunities.

Where are the risks?

In this new political era, we believe that cyclical industries that rely heavily on capital-intensive investment and leverage will likely take a
back seat. Leverage in the financial industries and the banking system is deemed too high, and as the government focuses on managing
systemic risks they do not appear to be attractive sectors despite their low valuations. Banks' balance-sheet growth will be limited, for
example, as the line for product creativity and regulatory arbitrage gets redrawn through more regulations.

FIGURE 5. DELEVERAGING HAS PROCEEDED RAPIDLY
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On the social and demographic side, China, like many societies, is getting older quickly. That shift turns a large population from a
tailwind into a headwind for lots of businesses. For example, lower-value manufacturers are clearly struggling with a growing labor
shortage—this is why China has become the largest market for industrial robots in the world, by a wide margin. On the demand
side of the economy, while there are too many apartments in places where the population is not growing, there are still not enough
retirement facilities or clinics for chronic health problems.

Investing in China: Be local, active and focused on change

China is a big country, but it also has distinct market segments, cultures, geographies and people in different stages of development. Most
importantly, it is constantly evolving. What you see working well for investors today is not necessarily what will work well tomorrow.

These nuances and the reality of rapid change can lay traps for investors who are not on-the-ground in China, familiar with its local
markets, culture, business practices and governmental agencies, and living through its changes. Fluency in Chinese is becoming more
and more important even for investors in Hong Kong-listed companies because the domestic market is so big, Chinese companies are
increasingly focusing at home, and conducting investor communications and expert calls in Chinese.

Passive indexing could be a highly inefficient way to address this market. The MSCI China Index, like many emerging market country
indices, is dominated by a few companies and sectors. Behemoths like Tencent (17%) and Alibaba (15%) mean that technology
accounts for more than 40% of MSCI China today. While investors have benefited from the 100%-plus moves in those stocks during
2017, such performance cannot be counted on to persist, and concentration in a single theme can mean missing out on opportunities
in other sectors. At the peak of last cycle in 2007, telecoms and banks were the dominant and most profitable components of the
Index: passive investors suffered from the opportunity cost in holding these companies after they entered a long cycle of decline in
relevance and performance, and the new technology innovators took over.

We believe that long-term, bottom-up fundamental investing is well-suited to navigating China's equity market. Company
fundamentals should become more important drivers of performance as the market opens up and becomes more institutional. In the
meantime, its famous volatility and somewhat hyperactive domestic retail investors often generate good opportunities for more patient
investors who maintain their discipline to build their positions in the high-quality companies that will define China’s tomorrow.
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