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We see a disconnect between valuations and financial performance in China, creating
intriguing opportunities for disciplined value investors, despite the macroeconomic

headwinds and geopolitical tensions.

Nearly every major equity market is up
substantially from the 2020 pandemic sell-off, with
China being the notable exception. Chinese equities
are hovering near their zero-COVID lockdown
valuations of two years ago, which we believe does
not reflect many of the companies’ fundamentals.
This essay explores the opportunities and risks we
are observing in Chinese stocks today.

THE OPPORTUNITY IN CHINA VALUE

We see a clear, fundamental disconnect

between Chinese asset valuations and financial
performance. Put simply, investors have
extrapolated the nation’s current macroeconomic
headwinds and geopolitical uncertainty into

the future, ascribing little-to-no probability of
conditions and policies improving.

Chinese stocks have been characterized as
“uninvestable” by many, as evidenced by a

46% market decline since the end of 2020, with
the vast majority of MSCI China constituents in
the red since then. As valuation multiples have
collapsed over the past few years, it should not

be surprising to see disciplined value investors,
like us, intensifying our research efforts in this
region (Exhibit 1). We see these significant and
broad declines as opportunities to begin intensive,
fundamental, company-level research, seeking

to identify strong franchises unduly punished

by sweeping reactions to temporary issues or
macroeconomic and geopolitical fears (see the
Highlighted Holding and Global Research Review
sections for specific examples). We have thus
selectively increased our Chinese exposure in our
Emerging Markets portfolios to 33.2% today (the
MSCI weighting is 25.1%; down from 40.7% when
COVID began), up from 22.4% in 4Q20 (we combine
China and Hong Kong exposures when considering
risk in that region, as we believe they share
common macroeconomic and geopolitical risks).

Exhibit 1: The Opportunity in China Value
China's PE Near Generational Low
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Source: FactSet, Pzena analysis

*Pzena Emerging Markets Focused Value Composite estimate, includes both China and
Hong Kong. MSCI China valuation uses NTM F/E. Data from January 1, 2008 — March
31, 2024.

Valuation’s positive impact on long-term returns
has been well-documented, and our research has
also shown that steep performance declines in
emerging market countries often sow the seeds for
significant future alpha generation

(4021 Newsletter Commentary).

Incessant negative headlines have caused selloffs
in many outstanding franchises, despite these
companies displaying solid financial performance.
This circumstance has resulted in a large subset
of Chinese value stocks offering financial metrics
comparable to EM peers at far less demanding
valuations (Exhibit 2).
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Exhibit 2: Similar Fundamentals at Different Valuations
Emerging Markets Key Financial Data Cheapest Quintile vs. Market

Historical Historical

Returnon Revenue Price to

Equity Growth Book
Earnings  Sales Value

Cheapest 0 0

Quintile (1) 16% 14% 8.6x 1.3x 1.2x
Q1 China 14% 17% 6.5x 0.9x 0.8x
Q1 ex-China 16% 12% 11.3x 1.9x 2.0x
Market 13% 15% 12.4x 1.4x 1.6x

Source: FactSet, Pzena analysis

Cheapest quintile basket of stocks based on Pzena's price-to-normalized earnings
estimates.

F/E and P/S ratios are calculated using consensus FY1 estimates.

Return on equity and revenue growth average calculated over trailing 10-year period.
Market is the largest ~1,500 stocks in non-developed markets ranked by market
capitalization.

Data as of March 31, 2024. Does not represent any specific Pzena product or service.

The opportunity set in China is also significantly
larger and more diverse than in any other
developing country, with more than 600 stocks
spanning 60 industries (Exhibit 3).

Exhibit 3: MSCI EM by Geography
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Source: FactSet, Pzena analysis
MSCI EM Index data as of March 31, 2024

WHY IS CHINA SO CHEAP?

Every value opportunity is born from some
controversy, which is what makes a stock cheap in
the first place. Chinese stocks have the additional
burden of the country in which they are domiciled.

While we are bottom-up stock pickers, we always
assess the impact of the long-term macroeconomic
environment on the companies in which we invest.
Additionally, we assign higher discount rates

to EM-domiciled companies, including China,
compared to developed market peers, for whom
macroeconomic and geopolitical risks are less
material.

China is confronting obstacles it has never faced
before. In our view, and from the perspective

of investors, China’s issues are mainly two-

fold: 1) decelerating GDP growth, highlighted

by weakness in the crucial property sector and
exacerbated by unfavorable demographic trends
and counterproductive government policies, and 2)
geopolitical uncertainty—namely, trade wars and
persistent friction between Beijing and Washington,
and in the extreme case, the possibility of an
outright conflict with Taiwan.

China’s property market malaise stems from
decades of debt-fueled overexpansion, followed

by an abrupt government-directed deleveraging
campaign. China is unique, in that roughly 70% of
household wealth is tied up in property, while the
sector accounts for more than a fifth of economic
output’, well above global peers. As consumers
observe their net worth plummeting, they are likely
to spend less on discretionary items, with effects
that could ripple through the economy.

Worsening demographics, in the form of a
declining and aging population, are also causing
investor angst. With rapid population growth no
longer a catalyst for economic expansion, the
Chinese government must boost labor productivity
to keep the economy steaming ahead.

1. Goldman Sachs https://www.goldmansachs.com/intelligence/podcasts/epi-
sodes/11-28-23-ho-shan-wang-f/transcript-final.pdf
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Perhaps the most unpredictable China investment
risk involves geopolitics. China’s President Xi has
been explicit in his goal of “reunifying” Taiwan
with Beijing. Additionally, trade tensions remain
elevated, as China looks to procure advanced
technology it cannot produce itself to boost its
defense capabilities. Meanwhile, it is flooding
Western countries with government-subsidized
exports, like cheap electric vehicles, drawing the
ire of US and European officials. Furthermore, the
prospect of a second Trump presidency increases
the uncertainty around another trade war with
China.

THE UPSHOT

As value investors, we look at issues through a
long-term lens to assess whether they are likely
to be temporary in nature and have a reasonable
probability of abating. For China, we believe
these macroeconomic risks should neither be
disregarded nor marginalized, but it is also
important to contextualize today’s situation. China
is still one of the fastest growing economies in
the world, exhibiting real GDP growth of over 30%
from 2020 —nearly 20 percentage points above
the US2. China remains a predominantly supply-
driven economy, and, on that front, activity is
objectively positive, with 15 consecutive quarters
of year-over-year industrial production growth,
powering the country’s $3T export machine®.
Investors are understandably more concerned
about the consumption side of China’s economy,
but even retail sales have continued to grow

as unemployment remains relatively low,

and consumers pull back on home purchases,
supporting spending elsewhere.

Despite investors’ fixation on China’s moderating
economic output, the reality is that a country’s GDP
growth on its own has never proven to be a reliable
indicator of the future path of equities (Exhibit 4).

2. FactSet (CY20-CY23)
3. FactSet as of EoY 2023

Exhibit 4: GDP Growth Has Historically Been an Unreliable Indicator
for Equity Performance
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Source: World Bank, MSCI, Sanford C. Bernstein & Co., Pzena analysis

Chart displays all five-year data points available since 1960 for Canada, France, Germa-
ny, ltaly, Japan, UK, US, and China combined. Five-year returns are annualized. All data
was analyzed annually and in local currencies as of December 31, 2022.

South Korea provides a great example of the lack
of correlation between economic growth and stock
market performance. In the decade before 2010,
Korea entered a period of decelerating GDP growth,
from +11.5% in 1999 to barely above water 10 years
later®. Korean stocks nonetheless returned +13%
per annum, whereas US stocks gained just over

1% per year (excluding the Global Financial Crisis’
negative impact on US market performance)®. The
principal reason for this extreme performance
differential, we believe, was valuation. In December
1999, US stocks were trading at an average of 5.6x
book value versus 1.7x for Korean stocks®.

China’s troubled property sector also does not
resemble the GFC-era housing crisis in the US,

4. FactSet; YoY real GDP Growth (1999-2009)

5. FactSet; MSCI USA vs. MSCI Korea, total return in local currency from Dec.
1999-Dec. 2007

6. Bloomberg; MSCI USA vs. MSCI Korea
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mainly because Chinese homeowners are not in
remotely as precarious of financial shape as US
subprime borrowers were in 2008. In fact, property
owners have been rapidly deleveraging over

the past few years, mitigating the prospect of a
consumer default wave that collapses the nation’s
banking sector.

China’s population may be in decline, but its labor
productivity remains well below that of developed
market peers, leaving a massive runway for

improvement and aligning with President Xi’s goal
of moving up the manufacturing complexity curve.

On the geopolitical front, both the timing and
manner of Taiwan'’s “reunification” remains
unclear. Russia’s military ineffectiveness in Ukraine
and NATO'’s cohesiveness certainly weighs on

any decision that would include hostility. Most
importantly, China’s dependence on, and its
importance to world trade, makes its calculus for
“reunification” far different than Russia’s. China is
the leading trading partner for 120 countries, and
its exports represent more than 20% of its GDP.
The pandemic years and the associated supply
chain problems highlighted the reliance of China’s
trading partners on its massive manufacturing
base.

While the prospect of conflict in the Taiwan Strait
clearly weighs heavily and uniquely on Chinese
stocks, we believe investors are overlooking

the potential impact on global stocks, should it
come to fruition. TSMC—the world’s largest chip
manufacturer—potentially being forced to shut
down due to a Chinese invasion, for example,
would surely be disastrous for market darling
NVIDIA, which counts TSMC as its single largest
supplier. And yet, there is seemingly no discount
applied to NVDA shares for this possibility. We have
chosen to add Chinese-domiciled stocks to our
portfolios, which, we believe, are now priced at a
discount, considering the geopolitical risk. This risk
has always existed but is only now being reflected
in share prices.

CONCLUSION

While China’s equity market has faced significant
challenges and uncertainties, the current landscape
offers intriguing opportunities for disciplined value
investors. Despite the macroeconomic headwinds
and geopolitical tensions, the deeply discounted
valuations of select Chinese stocks present a
compelling starting point for potential alpha
generation. By carefully assessing the underlying
fundamentals of individual companies and
considering the broader economic context, investors
can uncover hidden gems amid the market turmoil.

As history has shown with other country-specific
opportunities, the starting point of cheap valuation

is the most reliable determinant of long-term

equity performance, in our view. Therefore, while
acknowledging the risks, it is imperative to recognize
the potential rewards from selectively investing in
strong Chinese franchises trading at cheap valuations.
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FURTHER INFORMATION

These materials are intended solely for informational purposes. The views expressed reflect the current
views of Pzena Investment Management (“PIM”) as of the date hereof and are subject to change. PIM is a
registered investment adviser registered with the United States Securities and Exchange Commission. PIM
does not undertake to advise you of any changes in the views expressed herein.There is no guarantee that
any projection, forecast, or opinion in this material will be realized. Past performance is not indicative of
future results.

All investments involve risk, including loss of principal. Investments may be in a variety of currencies and
therefore changes in rates of exchange between currencies may cause the value of investments to decrease
or increase. The price of equity securities may rise or fall because of economic or political changes or
changes in a company'’s financial condition, sometimes rapidly or unpredictably. Investments in foreign
securities involve political, economic and currency risks, greater volatility and differences in accounting
methods. These risks are greater for investments in Emerging Markets. Investments in small-cap or mid-cap
companies involve additional risks such as limited liquidity and greater volatility than larger companies.
PIM’s strategies emphasize a “value” style of investing, which targets undervalued companies with
characteristics for improved valuations. This style of investing is subject to the risk that the valuations never
improve or that returns on “value” securities may not move in tandem with the returns on other styles of
investing or the stock market in general.

This document does not constitute a current or past recommendation, an offer, or solicitation of an offer to
purchase any securities or provide investment advisory services and should not be construed as such.The
information contained herein is general in nature and does not constitute legal, tax, or investment advice.
PIM does not make any warranty, express or implied, as to the information’s accuracy or completeness.
Prospective investors are encouraged to consult their own professional advisers as to the implications of
making an investment in any securities or investment advisory services.

The MSCI information may only be used for internal use, may not be reproduced or redisseminated in

any form and may not be used as a basis for or a component of any financial instruments or products or
indices. None of the MSCI information is intended to constitute investment advice or a recommendation to
make (or refrain from making) any kind of investment decision and may not be relied on as such. Historical
data and analysis should not be taken as an indication or guarantee of any future performance analysis,
forecast or prediction.The MSCI information is provided on an “as is” basis and the user of this information
assumes the entire risk of any use made of this information. MSCI, each of its affiliates and each other
person involved in or related to compiling, computing or creating any MSCI information (collectively, the
MSCI Parties) expressly disclaims all warranties (including, without limitation, any warranties of originality,
accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose)
with respect to this information. Without limiting any of the foregoing, in no event shall any MSCI party have
any liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation,
lost profits) or any other damages.

For U.K. Investors Only:

This marketing communication is issued by Pzena Investment Management, Ltd. (“PIM UK”). PIM UK is a
limited company registered in England and Wales with registered number 09380422, and its registered office
is at 34-37 Liverpool Street, London EC2M 7PP, United Kingdom. PIM UK is an appointed representative of
Vittoria & Partners LLP (FRN 709710), which is authorised and regulated by the Financial Conduct Authority
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(“FCA").The Pzena documents have been approved by Vittoria & Partners LLP and, in the UK, are only made
available to professional clients and eligible counterparties as defined by the FCA.

For EU Investors Only:

This marketing communication is issued by Pzena Investment Management Europe Limited (“PIM

Europe”). PIM Europe (No. C457984) is authorised and regulated by the Central Bank of Ireland as a UCITS
management company (pursuant to the European Communities (Undertakings for Collective Investment
inTransferable Securities) Regulations, 2011, as amended). PIM Europe is registered in Ireland with the
Companies Registration Office (No. 699811), with its registered office at Riverside One, Sir John Rogerson’s
Quay, Dublin, 2, Ireland. Past performance is not indicative of future results. The value of your investment
may go down as well as up, and you may not receive upon redemption the full amount of your original
investment. The views and statements contained herein are those of Pzena Investment Management and are
based on internal research.

For Australia and New Zealand Investors Only:

This document has been prepared and issued by Pzena Investment Management, LLC (ARBN 108 743 415),
a limited liability company (“Pzena”). Pzena is regulated by the Securities and Exchange Commission
(SEC) under U.S. laws, which differ from Australian laws. Pzena is exempt from the requirement to hold
an Australian financial services license in Australia in accordance with ASIC Corporations (Repeal and
Transitional) Instrument 2016/396. Pzena offers financial services in Australia to ‘wholesale clients’ only
pursuant to that exemption. This document is not intended to be distributed or passed on, directly or
indirectly, to any other class of persons in Australia.

In New Zealand, any offer is limited to ‘wholesale investors’ within the meaning of clause 3(2) of Schedule 1
of the Financial Markets Conduct Act 2013 (‘FMCA'). This document is not to be treated as an offer, and is not
capable of acceptance by, any person in New Zealand who is not a Wholesale Investor.

For Jersey Investors Only:

Consent under the Control of Borrowing (Jersey) Order 1958 (the “COBO"” Order) has not been obtained
for the circulation of this document. Accordingly, the offer that is the subject of this document may only
be made in Jersey where the offer is valid in the United Kingdom or Guernsey and is circulated in Jersey
only to persons similar to those to whom, and in a manner similar to that in which, it is for the time being
circulated in the United Kingdom, or Guernsey, as the case may be. The directors may, but are not obliged
to, apply for such consent in the future. The services and/or products discussed herein are only suitable for
sophisticated investors who understand the risks involved. Neither Pzena Investment Management, Ltd.
nor Pzena Investment Management, LLC nor the activities of any functionary with regard to either Pzena
Investment Management, Ltd. or Pzena Investment Management, LLC are subject to the provisions of the
Financial Services (Jersey) Law 1998.

For South African Investors Only:

Pzena Investment Management, LLC is an authorised financial services provider licensed by the South
African Financial Sector Conduct Authority (licence nr: 49029).

© Pzena Investment Management, LLC, 2024. All rights reserved.
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