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CONSIDERABLE UPSIDE POTENTIAL FOR CHINA
EQUITIES WARRANTS EXPOSURE

China equities have rallied considerably recently, rising by more than 50% from
the lows in October 2022. Despite this rally, they are still down more than 50%
from the peak in February 2021, materially underperforming all major economies

in the MSCI World Index with an annual return of -4.5% for the past 5 years. By

comparison, US equities had a positive annual return of 8.8% for the same period, \

according to the MSCI USA Index. THUMAS MASL CFA
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the past few years, the return potential over the next 5 years is quite extraordinary.
The combination of strong economic growth, an improvement in margins, and a
return to average valuation have set the stage for China to potentially move from

near the bottom of the performance list to the top.

In this piece, we analyze 22 years of data, including historic profit margins and
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valuations for China. Our conclusion is that despite the concerns, China — the
second largest global economy — is too big to ignore. Many multinational
companies have come to the same conclusion. We believe investors will begin to

recognize the return potential in the years ahead.

Is There Further Upside for Chinese Equities?

Although Chinese equities have returned more than 50% since the multi-year lows
in October 2022, we believe there is scope for material additional upside from
current levels. Before we go into the reasons for our bullish expectations, let’s take
stock of the last 22 years of investing in Chinese equities, from January 2000
through December 2022:*

» Chinese equities have returned 5.5% per year in USD, including a gross dividend
yield of 2.4%.

» Chinese EPS growth in USD was 3.5% per year during that period.

» Chinese 12-month trailing P/E was 11.7x on January 31, 2000, while it was 10.7x
on December 31, 2022.

*Sources: Bloomberg, MSCI
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To fully appreciate the changes in MSCI China during this
period, Figure 1 shows a dramatic increase in the number of
companies from 16 in 2003 to 714 companies currently, as
well as a dramatic increase towards Consumer Discretionary,
Financials, and Healthcare, and away from commodities and

government-controlled sectors.

FIGURE 1
MSCI China 2003 vs 2022
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Our main argument supporting superior earnings growth for
Chinese companies in the future compared to US large cap

stocks is the fact that the recently ended zero-Covid policy
had a dramatically negative impact on Chinese net profit

margins:

» Chinas net profit margin has averaged 11.5% between 2000
- 2022 (Figure 2), while the current net profit margin of

6.5% is close to its all time low. Pursuing a zero-Covid policy

for the past couple of years has been taxing to corporate
margins in China.

» US large cap net profit margins (7.8% average 2000 -
2022; Figure 2) have historically been lower than Chinese
net profit margins (11.5%). However, due to the pandemic
stimulus, US margins caught up to Chinese peak margins in
2021. Currently, US margins are under pressure from slower

top-line growth and rising input-cost inflation. Deglobalization

and onshoring of manufacturing could pose a threat to net
margins for large cap US companies.

» The dramatic exit from the zero-Covid policy three months ago
has set the stage for a strong recovery in Chinese net profit
margins. Consequently, the IMF has raised its 2023 GDP forecast
for China from 4.6% to 5.4%. We believe this signals the re-
opening of the Chinese economy is in full force early in 2023.

FIGURE 2
Chinese vs US Large Cap Net Profit Margins,
2002 - 2022, Trailing %
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What Caused Volatility in Chinese Profit Margins?

Chinese net profit margins experienced high levels of volatility early
on in our 20-year research period partly because the benchmark
included less than 20 members in total. As the number of Chinese
companies included in MSCI China increased, volatility in net profit

margins declined to more normal levels (Figure 3).

For the period 2001 - 2022, the volatility in Chinese net profit
margins was lower (1.09) than in US large cap stocks (1.3). More
recently, the zero-Covid policy increased the volatility in Chinese

net profit margins, which are now higher than US large cap stocks.
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FIGURE 3
Standard Deviation of Net Profit Margin,
3-Years Trailing

Sources: Bloomberg, MSCI

Chinese Equities Could Return More than 90%

Chinese equities would benefit materially — and provide
significant upside for investors — if post zero-Covid profit
margins returned to historical average levels. Returning net
profit margins, currently at 6.5%, to the historical average
of 11.5% while maintaining the current 11.7x P/E, would give

investors a 79% investment return (Figure 3).

Historically, Chinese equities have traded at a 29% discount
versus US large cap equities (Figure 4). That discount is
currently 44%. Returning net profit margins to the historical
average of 11.5%, and the discount of Chinese equities to US
large cap equities to 29%, has the potential to give investors

99% investment return.

In essence, the combination of a recovery in net margins and
an expansion in the P/E could offer investors returns above
90%. This does not factor in the potential for exceptional
growth of the Chinese economy and lower volatility in

corporate profit margins going forward.

FIGURE 4
P/E Trailing 12 Months
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What Are the Risks?

Anyone considering investing in Chinese equities should factor in

the risks for the possible isolation of China driven by:

» Increasing trade tensions between the US and its allies
towards China. One clear example is the current ban on
exporting high-end computer chips to China by multiple
Western nations, led by the US.

» Government intervention in the economy and the crowding
out of the private sector.

» Potential conflict between China and Taiwan.

» Challenges in managing a self-inflicted bursting of the real-
estate bubble.

We believe the growth in middle-class consumption centered
in Asia will be the most powerful investment driver of returns
over the coming decades. We believe China will attain rich
nation status by 2035 as it continues to shift its economy to
consumption and retain its currently unrivalled competitive
edge in manufacturing. Finally, we believe that even with the
risks mentioned above, investors should consider an allocation

to Chinese equities in their portfolios. We believe well-run
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companies with strong brands and sustainable competitive advantages serving the EM consumer in Asia in general, and in China
in particular, are likely to continue to experience strong earnings growth and equity returns. As of January 31, 2023, GW&K’s
Emerging Wealth Strategy has a weight in China of approximately 59%, which compares with the China weight of 33% in the
MSCI EM index.
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INDEX PERFORMANCE

Index MTD YTD MSCI Emerging Markets Index MTD YTD
MSCI Emerging Markets 7.91% 7.91% Financials 3.54% 3.54%
MSCI World Index 7.10% 7.10% Information Technology 13.72% 13.72%
MSCI EM EMEA 2.29% 2.29% Consumer Discretionary 11.50% 11.50%
MSCI EM Latin America 9.90%  9.90% Communication Services 13.43%  13.43%
MSCI EM Asia 8.64% 8.64% Consumer Staples 4.10% 4.10%
MSCI Emerging Markets Growth 8.56% 8.56% Industrials 4.93%  4.93%
MSCI Emerging Markets Value 7.22% 7.22% Health Care 5.53% 5.53%

Materials 7.72% 7.72%

Source: FactSet

Source: FactSet

DISCLOSURES:

This represents the views and opinions of GW&K Investment Management. It does not constitute investment advice or an offer or solicitation to purchase or sell any
security and is subject to change at any time due to changes in market or economic conditions. The comments should not be construed as a recommendation of
individual holdings or market sectors, but as an illustration of broader themes.

Investing in securities or investment strategies, including GW&K'’s Investment Strategies presented in this document, involves risk of loss that clients should be
prepared to bear. No investment process is free of risk; no strategy or risk management technique can guarantee returns or eliminate risk in any market environment.
There is no guarantee that GW&K's investment processes will be profitable, and you therefore may lose money. Past performance is no guarantee of future results.
The value of investments, as well as any investment income, is not guaranteed and can fluctuate based on market conditions. Diversification does not assure a profit
or protect against loss. GW&K's active management styles include equity and fixed income strategies that are subject to various risks, including those described in
GW&K’s Form ADV Part 2A, ltem 8. GW&K'’s Form ADV Part 2A may be found at https://adviserinfo.sec.gov/Firm/121942 or is available from GW&K upon request.

Indexes are not subject to fees and expenses typically associated with managed accounts or investment funds. Investments cannot be made directly in an index. Index
data has been obtained from third-party data providers that GW&K believes to be reliable, but GW&K does not guarantee its accuracy, completeness or timeliness.
Third-party data providers make no warranties or representations relating to the accuracy, completeness or timeliness of the data they provide and are not liable for
any damages relating to this data. The third-party data may not be further redistributed or used without the relevant third-party’s consent. Sources for index data
include: Bloomberg (www.bloomberg.com), FactSet (www.factset.com), ICE (www.theice.com), FTSE Russell (www.ftserussell.com), MSCI (www.msci.com) and
Standard & Poor’s (www.standardandpoors.com).



