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An accommodative policy backdrop, a smooth
political transition and a more moderate
regulatory environment could cause Chinese
equity markets to re-rate in 2022. Meanwhile,
China’s new growth narrative provides
opportunities to invest in sectors that are
aligned to China’s policy priorities and to
benefit from their secular growth over the
long term.

It is no secret that China’s growth is slowing in
2022. At this year's National People’s Congress,
the Chinese government had set a growth target
of 5.5% for 2022, down from 6% in 2021, but
still seen as an ambitious target by analysts. 2021's
deleveraging measures on the property sector
continue to weigh on the sector and the broader
economy. Fixed asset investment has slowed down
although still-strong export demand means that

manufacturing investment remains relatively healthy.

Meanwhile, China’s zero-COVID policy has hurt
mobility and domestic consumption.

We expect the Chinese economy to have an
L-shaped recovery this year on the back of
accommodative monetary and fiscal policies and
some supportive measures for the property sector,
such as lowering down payment ratios for mid/low
tier cities and relaxing controls on pre-sales funding.
Economic stability would be a key priority this year
in light of the upcoming 20th Communist Party

National Congress meeting, which will elect China'’s
new leaders in the next five years.

China’s zero-COVID policy remains the key source of
disruption to China’s production and consumption.
Therefore, any changes or policy relaxation would
cause economic growth to surprise on the upside,

in our view. The 9th version of the Diagnosis and
Treatment Protocol for Novel Coronavirus Pneumonia
which was released by the National Health
Commission on March 15th signals potential policy
relaxation. A full normalisation and opening of the
Chinese economy would not only support growth but
can also lift market sentiment significantly.

CHINA’'S NEW GROWTH PRIORITIES

China is trying to transition away from the old growth
model which relied primarily on credit growth and
infrastructure spending. Instead, the Chinese economy
wants to be increasingly driven by technological
innovation, new economy sectors, strong consumption
growth and a growing focus on environmental, social
and governance (ESG) factors. Rising geopolitical
tensions are also likely to accelerate China’s focus on
dual-circulation, energy security and technological
self-reliance. See Fig. 1. These changes will take time
and will slow growth in the near to medium term

but is expected to result in higher quality and more
sustainable growth over the longer term.



China has historically been the factory of the world,
churning up cheap goods by leveraging on its
massive labour force. To increase its supply chain
resilience, China has been trying to speed up import
substitution by encouraging breakthroughs in core
technologies, equipment and materials. Compared to
many other developing countries, China potentially
offers more advanced technical capabilities. At the
same time, it also offers cheaper high-quality labour
versus the developed countries. As such, China’s
unique advantage should still position it well as
global supply chains evolve.

Meanwhile, given China’s goal to be carbon neutral
by 2060, investments in green energy have been
rising and are expected to remain high. See Fig. 2.
The recent surge in oil prices emerging from the
Russia-Ukraine conflict will also likely accelerate the
investments in renewable energy such as solar and
wind.

NEW PRIORITIES; NEW OPPORTUNITIES

We see opportunities in sectors that will help
drive China’s higher quality growth. For example,
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Fig. 1: China’s key economic priorities over the next five
years

» Tech self-reliance as a national strategic pillar

» Build a digital China: Modernise supply chains, services and
transportation. Develop strategic new industries

» Expand domestic demand with innovation-driven, high-quality
supply and promote “dual circulation”

» Promote low-carbon development

» Leading Chinese players in Machinery, Software and
Automation, New Energy Vehicles supported by Gov focus

Source: Eastspring Investments. February 2022.

common prosperity will boost the size of the

middle class and narrow the wealth gap, which

will drive consumption. This implies that there are
opportunities in the consumer sectors such as
sportswear, cosmetics and duty free; in particular, we
favour the leading domestic names in these sectors
which stand out in terms of distribution, branding
and product quality. In addition, given that less

Fig. 2: Green energy investment (RMB bn)
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Source: Eastspring Investments, HSBC, as of Decemeber 2021. Any projection or forecast is not necessarily indicative of the future or likely performance.




than 10% of China’s population has a passport, we
believe that there are significant opportunities in the
tourism and hospitality sectors. That said, although
we are positive on China’s long-term consumption
growth, we note that the negative spill over effects
from the earlier regulatory scrutiny on the property
and internet sectors may weigh on consumption in
the near term.

Within the clean energy sectors, we like companies
that are already dominant in the domestic market
but possess the potential to penetrate the global
market. Also, as digitalisation continues to rise

in China, data proliferation will benefit the cloud
computing companies. As China boosts innovation
and R&D spending, we also like companies that will
benefit from China’s domestic substitution efforts in
both hardware and software solutions.

Chinese financials are also likely to benefit from

the structural growth of consumption and wealth
creation in China. As common prosperity boosts
the size and the wealth of the middle class in China,
this would in turn drive the demand for the more
lucrative consumer loans, wealth management
services and insurance products.

The Chinese internet sector’s underperformance
was driven by regulatory headwinds and more
recently the slowdown in consumption in China.
As the sector grows and becomes more important
economically and socially, governance frameworks
will need to be put in place to provide a more
sustainable platform for future growth. While

the large internet companies may elicit concerns
over their network effects and access to/control
over consumer data, they are important in driving
innovation and productivity gains in the economy.
Therefore, in China, while more regulations may be
unveiled in 2022, the worst is likely to be behind us
in terms of regulatory intensity. Such a backdrop
presents opportunities for investors to cherry pick
innovative internet companies with resilient business
models and excellent execution track records to
invest in for the long term.
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Meanwhile, valuations of the Chinese equity markets
look attractive. See Fig. 3.

POLICY DRIVES THE CHINA A-SHARE MARKET

The China A-share market has historically been

a policy driven market. Research suggests that
China A shares have a higher correlation of 0.46

to Chinese policies, while China offshore markets
have a lower correlation of 0.24". As such, in line
with policy support, besides the opportunities in

the green energy and consumer sectors mentioned
above, we also see opportunities in investing in the
local champions within the advanced manufacturing
(Information Technology, Industrials, Materials)
sector. The A-share market’s high exposure to

the Materials, Healthcare, Industrials, Consumer
Staples and Information Technology sectors and the
inefficiencies in the overall market imply that there is
a large universe for stock pickers to add alpha.

While the A-share market'’s rising representation in
the MSCI Emerging Markets Index is expected to
lift foreign ownership of the market over time, we
should also see increasing interest from domestic
investors as the property market slows. Chinese
households currently only allocate about 32% of
their assets in financial assets, compared to US and
Japanese households who allocate 71% and 63%
respectively. The amount held directly in shares
accounts for less than 10% of Chinese households’
financial assets with the bulk (66%) still in cash
and deposits. This percentage in cash and deposits
is high even when compared to other emerging
markets such as Brazil (22%) and Chile (13%). See
Fig. 4. As China bolsters its social safety net going
forward, Chinese households’ allocation to stocks
and other investments should rise.

At the point of writing, the China A-share market'’s
forward price to earnings ratio stands around 10x?
below its historical average of 10.5x, and close to its
COVID-induced trough of 9x.

Source: 'Goldman Sachs. Portfolio Strategy Research. January 2022. Based on monthly data since 2012. Offshore China proxied by MXCN while China A shares

proxied by CSI300 index. 2As of 15 March 2022.



eastspring >
mvestments

\\ N

A Prudential plc company = 'f{

Fig. 3: Price to earnings valuations — 2022E (x)
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Fig. 4: Cross-country financial asset holding structure, 2018
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NOT A ONE-WAY BET; ACTIVE STOCK PICKING
NEEDED

We believe that attractive valuations and the current
poor sentiment towards Chinese equities present
long-term and contrarian investors with an attractive
entry point.

The volatility in Chinese equities in recent years
suggests that investing in China is not a one-way
bet. While some sectors ride on the economy’s
broader macro cycle, others may have their own
industry-specific cycle. The key is to actively identify
the sectors which are in an up-cycle and dynamically
select winning companies based on their competitive
edge, financial strength and governance framework.
Only then can investors stay ahead in China’s new
growth narrative.

This is the second of a series of eight articles
which examines the different investment strategies

investors can adopt to tap on the opportunities
that are emerging in Asia.
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Disclaimer
This document is produced by Eastspring Investments (Singapore) Limited and issued in:

Singapore and Australia (for wholesale clients only) by Eastspring Investments (Singapore) Limited (UEN: 19940763 1H), which is
incorporated in Singapore, is exempt from the requirement to hold an Australian financial services licence and is licensed and regulated
by the Monetary Authority of Singapore under Singapore laws which differ from Australian laws.

Hong Kong by Eastspring Investments (Hong Kong) Limited and has not been reviewed by the Securities and Futures Commission of
Hong Kong.

Indonesia by PT Eastspring Investments Indonesia, an investment manager that is licensed, registered and supervised by the Indonesia
Financial Services Authority (OJK).

Malaysia by Eastspring Investments Berhad (531241-U).

This document is produced by Eastspring Investments (Singapore) Limited and issued in Thailand by TMB Asset Management Co., Ltd.
Investment contains certain risks; investors are advised to carefully study the related information before investing. The past performance
of any the fund is not indicative of future performance.

United States of America (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H), which is
incorporated in Singapore and is registered with the U.S Securities and Exchange Commission as a registered investment adviser.

European Economic Area (for professional clients only) and Switzerland (for qualified investors only) by Eastspring Investments
(Luxembourg) S.A., 26, Boulevard Royal, 2449 Luxembourg, Grand-Duchy of Luxembourg, registered with the Registre de Commerce
et des Sociétés (Luxembourg), Register No B 173737.

United Kingdom (for professional clients only) by Eastspring Investments (Luxembourg) S.A. - UK Branch, 10 Lower Thames Street,
London EC3R 6AF.

Chile (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H), which is incorporated in
Singapore and is licensed and regulated by the Monetary Authority of Singapore under Singapore laws which differ from Chilean laws.

The afore-mentioned entities are hereinafter collectively referred to as Eastspring Investments.

The views and opinions contained herein are those of the author on this page, and may not necessarily represent views expressed or
reflected in other Eastspring Investments’ communications. This document is solely for information purposes and does not have any
regard to the specific investment objective, financial situation and/or particular needs of any specific persons who may receive this
document. This document is not intended as an offer, a solicitation of offer or a recommendation, to deal in shares of securities or any
financial instruments. It may not be published, circulated, reproduced or distributed without the prior written consent of Eastspring
Investments. Reliance upon information in this posting is at the sole discretion of the reader. Please consult your own professional adviser
before investing.

Investment involves risk. Past performance and the predictions, projections, or forecasts on the economy, securities markets or the
economic trends of the markets are not necessarily indicative of the future or likely performance of Eastspring Investments or any of the
funds managed by Eastspring Investments.

Information herein is believed to be reliable at time of publication. Data from third party sources may have been used in the preparation
of this material and Eastspring Investments has not independently verified, validated or audited such data. Where lawfully permitted,
Eastspring Investments does not warrant its completeness or accuracy and is not responsible for error of facts or opinion nor shall be
liable for damages arising out of any person’s reliance upon this information. Any opinion or estimate contained in this document may
subject to change without notice.

Eastspring Investments (excluding JV companies) companies are ultimately wholly-owned/indirect subsidiaries/associate of Prudential
plc of the United Kingdom. Eastspring Investments companies (including JV's) and Prudential plc are not affiliated in any manner
with Prudential Financial, Inc., a company whose principal place of business is in the United States of America or with the Prudential
Assurance Company, a subsidiary of M&G plc (a company incorporated in the United Kingdom).
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