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Q&A with the Portfolio Manager: Greater China Equities = 2023

1. Since 2023 Greater China Equities have
benefitted from the reopening pivot,
stabilisation in China’s property sector and
pro-growth government policies. Can you
share the latest sector outlook and illustrate
how differentiated you are in capturing this
rally?

As we highlighted earlier this year, the service
sector's recovery should be the most significant
development to emerge from China’s reopening. As
it evolves, consumption-related plays are fuelled by
recovery and reopening dynamics across sectors.’
Before the government’s official announcement in
Q4 2022, as active managers, we were already
positioned in a variety of sub-sectors that went on to
benefit from China’s re-opening, including i) online
platform companies, ii) hospitality (online travel
agencies and hotels), iii) healthcare names (medical
devices and equipment). These investments
delivered positive returns in the Q1 2023 rally. We
also selectively took profits in some consumer
names, e.g., luxury retailers, Macau gaming, and
duty-free companies.

We continue to believe that various consumption-
related sectors, e.g., e-commerce, hospitality, and
domestic sportswear brands, may ride on a
potentially sustainable recovery into the second half
of this year on the back of higher demand, better
pricing, and volume growth.

We had also expected that a strong rebound in
consumption would trigger investment appetite. In

" National Bureau of Statistics in China, Bloomberg, as of 18 April 2023:
domestic demand for goods and services rebounded and drove up retail
sales; Ministry of Culture and Tourism, as of 6 April 2023: domestic
tourism (leisure and business) has rebounded to over 80% of 2019
levels.

Greater China stock markets experienced an impressive rebound on cyclical
drivers such as China’s reopening and economic re-acceleration. In this Q&A,
Kai Kong Chay, Senior Portfolio Manager, Greater China Equities, highlights the

secular growth themes and puts some top-of-mind queries into perspective.

fact, the reopening accelerates the pace of
digitalisation of traditional industries, and our
positions in innovation-related themes, such as
application software, semiconductors, and online
gaming, are well supported in this rally.

2. Due to geopolitical tensions, COVID-19
disruption and rising labour costs, the past
few years have seen multinational firms shift
part of their global supply chains out of China
and pursue an additional supply chain in
other places like Southeast Asia and Mexico
(“China+1”). What’s your view of this
diversified supply chain model? Which
advantageous and strategic industries does
China retain in the global supply chain?

Global manufacturing GDP of around US$14.2 trillion
in 2021 was underpinned by thousands of
companies in traditional industries 2. Nowadays,
goods are not merely from traditional industries; they
could include electric vehicles (EVs), semiconductor
products and innovative software/hardware products
that call for a new and diversified supply chain.

China's manufacturing — too big to decouple

China’s approximately US$4.9 trillion manufacturing
economy ranked the largest (over 30%) globally in
2021, vs US and Europe (about 16% each). Despite
China’s sheer size and dominance, its manufacturing
GDP (in local-currency terms) still showed growth
momentum, which rose by 9.8% YoY and 7.0% YoY
in 2020-21/2021-22, respectively?.

2 Morgan Stanley. Traditional industries include automotive, aerospace,
energy, food & beverage through to consumer appliances, furniture, and
textiles.

3 Morgan Stanley Research.
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Besides, when we look at China, it is now emerging
as the single largest market for industrial original
equipment manufacturers (OEMs) 4, as these
companies grow their presence in China not only
because of its manufacturing capabilities but also
due to market proximity and onshore customer
needs. We believe the linkages between China’s
manufacturing supply chain and the rest of the world
are still strong.

From “Made in China” to “Made by China”

We acknowledge the scenario whereby more supply
chains were moving out or finding a replacement for
China in the past few years due to geopolitical
tensions, COVID-19 disruption, and rising labour
costs. Indeed, multi-national companies (MNCs)
have been rethinking the two-decade production
models (“Made in China”) and advocate the
“China+1” model to avoid overconcentration in
China’s production lines, to diversify business lines
and reduce risk.

Besides MNCs, we see Chinese exporters becoming
more internationalised by forging the same path as
Japanese and South Korean companies: they are
building plants and shifting production bases
offshore ° to hedge against rising local
labour/environmental costs and growing geopolitical
risks so clients can place orders in a third country.

For example, it's reported that furniture companies
are moving to Mexico, as are large home appliance
and car manufacturers, in order to serve customers
in the United States and take advantage of a 2020
North American trade deal ®. Ultimately, these
Chinese exporters’ goods (“Made by China”) will be
labelled as “Made in Mexico”.

Another example is consumer electronics. An
international smartphone operator expanded its
production lines to India via its Chinese contract
manufacturers under India’s Production Linked
Incentive (PLI) Scheme. These smartphones are
made by Chinese manufacturers in India and will be
labelled as “Made in India”.

China expands into high-end sophisticated
supply chains

As highlighted in our 2023 outlook, China has
focused on supply chains that drive technology
innovation/localisation and manufacturing upgrades.
In fact, China had not lost any ground in global
manufacturing as of 2021 (refer to Chart 1). China
may lose market share in the supply chains of low-
tech industries like textiles and footwear to Vietnam
and Thailand while gaining a larger share of more
sophisticated sectors such as EV and batteries
exports.

Chart 1: China’s global manufacturing share still shows growth momentum
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Source: World Bank Data, Morgan Stanley Research, as of 1 May 2023. Percentage figure represents China and US’s contribution to global

manufacturing GDP.

4 Morgan Stanley Research.

5 China’s Ministry of Commerce. As of end-2020, the foreign direct
investment (FDI) from China in Mexico totally amounted to
approximately US$1.17 billion.

6 U.S. — Mexico — Canada Agreement (USMCA), 15 May 2023


https://www.bloomberg.com/news/articles/2022-09-13/chinese-companies-get-around-us-tariffs-with-some-help-from-mexico
https://www.bloomberg.com/news/articles/2022-09-13/chinese-companies-get-around-us-tariffs-with-some-help-from-mexico
https://www.bloomberg.com/news/articles/2022-09-13/chinese-companies-get-around-us-tariffs-with-some-help-from-mexico
https://www.nytimes.com/2020/01/29/business/economy/usmca-deal.html
https://www.meity.gov.in/esdm/pli
https://www.meity.gov.in/esdm/pli
https://www.manulifeim.com.my/insights/greater-china-equities-pivots-positioning-and-pace-forward.html
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Furthermore, China is adapting to supply-chain
changes by moving up the quality scale in EV
production. The country is self-reliant in the EV
battery supply chain, and it's estimated that China-
made EV battery volume is more than double that of
every other country combined’. China’s complete EV
supply chain spans mining rare raw materials (cobalt,
nickel), processing and refining (with government
support in the form of cheaper land and labour),
component manufacturing and battery assembly.
Most global companies would need to partner with
Chinese component manufacturers to enter or
expand in the EV industry.

As mentioned earlier, businesses such as
international OEMSs, are unlikely to move their entire
supply chains out of China, given the country is often
their single largest market. Instead, they need to
maintain access and strike a balance between
customer proximity and manufacturing location. The
manufacturing universe is also highly
interconnected, and logistics must be managed to
control costs. For example, around 45%3 of car parts
and components used by auto firms in the US and
Europe have, at some stage, moved in and out of
China.

We also believe that technology-savvy domestic auto
suppliers will likely gain market share on the back of
localisation efforts in China. Instead of sourcing their
components elsewhere, international OEMs may
need to increase their reliance on China-based
suppliers.

3. China-US relations have been under
pressure since 2018, and the tech race has
been raised as a market concern. How could
this impact China’s medium to longer-term
structural growth story?

In addition to boosting middle-class consumption and
becoming more self-reliant, China must focus on
business-model innovation, technology localisation
and advanced manufacturing. Our team has
identified opportunities in the automation and
artificial intelligence (Al) space:

7 Estimates from Benchmark Minerals, a consulting group.

8 Morgan Stanley Research.

9 HSBC Qianhai Securities, data as of 2021. Process automation refers
to the product of a continuous stream of products, e.g., chemicals, power,
steel, refineries, etc. which typically needs more software than factory

1) Automation is a fast-growing area that rides on
the trend of labour replacement owing to i) rising
wages and labour shortages on ageing
populations, and ii) the rapid expansion of
emerging end markets such as consumer
electronics, automobiles, batteries,
solar/semiconductors.

Chart 2: China’s self-sufficiency rate in
automation products (2021 vs. 2025)
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Source: Ministry of Industry and Information Technology, as of
August 2022.

Amid the push for greater technological self-
sufficiency, China has set a goal of doubling
industrial robot density from 2020 to 2025. We
expect domestic leaders in industrial robots to
benefit from the trend as they possess the
industry know-how in local markets and
understand import substitution demand from
customers in China.

In a broad sense, automation can be sub-
categorised into factory and process automation.
Within China, 41% of the automation market is
factory automation °® (also known as discrete
automation), whereas process automation
represents the remainder, i.e., 59%.

automation given the data analysis required. Both factory automation
and process automation will require control systems. Also, process
automation is typically project-based whereas factory automation is
usually OEM-based.
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2)

Chart 3: China’s factory automation sales by
downstream area (2021)
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In terms of the sales breakdown (by industry) for
factory automation in 2021, machine tools
represented 25% of the total, followed by
semiconductor & solar (12%), textiles (6%),
elevators (5%), and lithium batteries (LIB) (5%).

We believe that industrial robotic manufacturers
with leading market positioning, vertical
integration capabilities, and margin improvement
potential for localised components could
outperform. We expect improving new-order
flows as industrial capex picks up.

Al: According to International Data Corporation
(IDC), global revenue for the Al market, including
software, hardware, and service sales, is
expected to increase at a CAGR (2022-2026) of
19% to reach US$900 billion by 2026. China’s Al
investment is expected to reach US$26.69 billion
by 2026 '°, accounting for 8.9% of global
investment.

Large language models (LLMs) (also known as
Foundation Models) use deep learning in natural
language processing (NLP). An LLM is a
transformer-based neural network that predicts
the text that is likely to come next. The
development of LLMs is significant as it can
adapt to a wide range of tasks.

On the regulatory front, the Cyberspace
Administration of China (CAC) drafted measures
to manage generative Al services and encourage
the use of safe and reliable software, tools and

9 1DC CHINA —2023 China Al Market Spending forecast, 29 March 2023.

data resources ''. This echoes President Xi
Jinping’s call to develop Al technology amid the
race with the US and reflects the government’s
objective of building its own governance
universe.

Within the Al supply chain, we believe that
Mainland China hardware and software
companies as well as Taiwanese hardware firms
exposed to Al infrastructure, components and
applications could benefit.

In terms of  hardware requirements,
semiconductors and networking infrastructure
are expecting a boom from Al training and
interface  perspectives. Major components
required for a machine learning model include i)
logic processors (i.e., to perform parallel
computations), ii) memory (especially with DRAM
with high bandwidth), and iii) networking
equipment (e.g., switches and routers to link
servers to cloud/edge devices). For software,
China’s internet giants and start-ups have started
to develop homegrown OpenAl capabilities, e.g.,
the integration of Al into web browsers, customer
messaging tools, education software, industrial
software for the retail and finance industries, and
online gaming.

We believe that software leaders with significant
customer bases could benefit from subscription-
based revenues derived from future Al
applications. Content creators and advertising
platforms have already started using Al to
improve efficiency and lower development costs.

Conclusion

Overall, we expect China’s service-led economic
recovery to continue throughout 2023. We also
believe that i) improving retail sales, ii) property
market stabilisation, and iii) reducing regulatory
headwinds for sub-sectors (e.g., online gaming), the
promotion of Al development and support for the
platform economy are all encouraging.

China is adapting to supply-chain changes and

moving up the manufacturing quality scale. With
rising demand for advanced manufacturing,

" Reuters, 11 April 2023.
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Chart 4: LLMs (Foundation Models): what are they good for?
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Source: Center for Research on Foundation Models (CRFN), Stanford University Institute for Human Cantered Artificial Intelligence. LLMs can
centralize information from several data modalities to adapt to a wide range of tasks from answering questions, to extracting information and
identifying images. For illustrative purposes only.

domestic automation suppliers will likely gain market
share.

The technology localisation trend remains intact. We
believe, Al/software, semiconductor equipment, and
hardware technology companies with strong R&D
capability should thrive and gain market share.
Selective gaming companies should see better top-
line growth on the back of gaming approvals.
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Important Note

Investing involves risks, including the potential loss of principal. Financial
markets are volatile and can fluctuate significantly in response to
company, industry, political, regulatory, market, or economic
developments. These risks are magnified for investments made in
emerging markets. Currency risk is the risk that fluctuations in exchange
rates may adversely affect the value of a portfolio’s investments.

The information provided does not take into account the suitability,
investment objectives, financial situation, or particular needs of any
specific person. You should consider the suitability of any type of
investment for your circumstances and, if necessary, seek professional
advice.

This material is intended for the exclusive use of recipients in jurisdictions
who are allowed to receive the material under their applicable law. The
opinions expressed are those of the author(s) and are subject to change
without notice. Our investment teams may hold different views and make
different investment decisions. These opinions may not necessarily
reflect the views of Manulife Investment Management or its affiliates. The
information and/or analysis contained in this material has been compiled
or arrived at from sources believed to be reliable, but Manulife
Investment Management does not make any representation as to their
accuracy, correctness, usefulness, or completeness and does not accept
liability for any loss arising from the use of the information and/or analysis
contained. The information in this material may contain projections or
other forward-looking statements regarding future events, targets,
management discipline, or other expectations, and is only current as of
the date indicated. The information in this document, including
statements concerning financial market trends, are based on current
market conditions, which will fluctuate and may be superseded by
subsequent market events or for other reasons. Manulife Investment
Management disclaims any responsibility to update such information.

Neither Manulife Investment Management or its affiliates, nor any of their
directors, officers or employees shall assume any liability or
responsibility for any direct or indirect loss or damage or any other
consequence of any person acting or not acting in reliance on the
information contained here. All overviews and commentary are intended
to be general in nature and for current interest. While helpful, these
overviews are no substitute for professional tax, investment or legal
advice. Clients should seek professional advice for their particular
situation. Neither Manulife, Manulife Investment Management, nor any
of their affiliates or representatives is providing tax, investment or legal
advice. This material was prepared solely for informational purposes,
does not constitute a recommendation, professional advice, an offer or
an invitation by or on behalf of Manulife Investment Management to any
person to buy or sell any security or adopt any investment strategy, and
is no indication of trading intent in any fund or account managed by
Manulife Investment Management. No investment strategy or risk
management technique can guarantee returns or eliminate risk in any
market environment. Diversification or asset allocation does not
guarantee a profit or protect against the risk of loss in any market. Unless
otherwise specified, all data is sourced from Manulife Investment
Management. Past performance does not guarantee future results.

Manulife Investment Management

Manulife Investment Management is the global wealth and asset
management segment of Manulife Financial Corporation. We draw on
more than a century of financial stewardship to partner with clients across
our institutional, retail, and retirement businesses globally. Our specialist
approach to money management includes the highly differentiated
strategies of our fixed-income, specialized equity, multi-asset solutions,
and private markets teams—along with access to specialized,
unaffiliated asset managers from around the world through our
multimanager model.

This material has not been reviewed by, is not registered with any
securities or other regulatory authority, and may, where appropriate, be
distributed by the following Manulife entities in their respective
jurisdictions. Additional information about Manulife Investment
Management may be found at manulifeim.com/institutional

Australia: Manulife Investment Management Timberland and
Agriculture (Australasia) Pty Ltd, Manulife Investment Management
(Hong Kong) Limited. Canada: Manulife Investment Management
Limited, Manulife Investment Management Distributors Inc., Manulife
Investment Management (North America) Limited, Manulife Investment
Management Private Markets (Canada) Corp. Mainland China: Manulife
Overseas Investment Fund Management (Shanghai) Limited Company.
European Economic Area Manulife Investment Management (Ireland)
Ltd. which is authorised and regulated by the Central Bank of Ireland
Hong Kong: Manulife Investment Management (Hong Kong) Limited.
Indonesia: PT Manulife Aset Manajemen Indonesia. Japan: Manulife
Investment Management (Japan) Limited. Malaysia: Manulife
Investment Management (M) Berhad 200801033087 (834424-U)
Philippines: Manulife Investment Management and Trust Corporation.
Singapore: Manulife Investment Management (Singapore) Pte. Ltd.
(Company Registration No. 200709952G) South Korea: Manulife
Investment Management (Hong Kong) Limited. Switzerland: Manulife
IM  (Switzerland) LLC. Taiwan: Manulife Investment Management
(Taiwan) Co. Ltd. United Kingdom: Manulife Investment Management
(Europe) Ltd. which is authorised and regulated by the Financial Conduct
Authority United States: John Hancock Investment Management LLC,
Manulife Investment Management (US) LLC, Manulife Investment
Management Private Markets (US) LLC and Manulife Investment
Management Timberland and Agriculture Inc. Vietnam: Manulife
Investment Fund Management (Vietnam) Company Limited.

Manulife, Manulife Investment Management, Stylized M Design, and
Manulife Investment Management & Stylized M Design are trademarks
of The Manufacturers Life Insurance Company and are used by it, and
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