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THE VALUE OF INDEPENDENCE

China: The Great Wall of Worry & Opportunity

In this Thinking Man, we summarize the key takeaways from a recent trip to China
where we met with multiple local private investment managers that our clients
have invested with.

We discussed China’s politics and economic growth, the impacts of the trade war
with the United States, and how each of these factors have come together in
shaping the current private equity environment.

Chinese public market indices are in correction territory, facing declines of 25%
year-to-date, and the yuan has depreciated more than 10% within the same
period.! This volatility presents short-term market risks, but also creates attractive
buying opportunities for the longer-term. Private equity provides solution capital
to the problems being faced in the region.

We reiterate our investment philosophy of approaching our core China exposure
through private markets, which offer deeper intrinsic value, lower volatility and
better access to the growing “new economy” sectors.

A quote from John F. Kennedy eloquently summarizes our market view: “The
Chinese use two brush strokes to write the word 'crisis.' One brush stroke stands
for danger; the other for opportunity. In a crisis, be aware of the danger, but
recognize the opportunity.”

China’s Private Equity Environment

The trade war with the United States has increased uncertainty for private equity
investors in China, creating a challenging investment and exit environment.
Although paper returns look good, distributions remain low. Record fundraising is
taking place as investors seek to take advantage of the market turbulence, but the
most prudent investment managers are warning about rushing to deploy capital in
this “correction” environment, recommending to remain cautious and control the
pace of deployment.

The Chinese government has been taking steps in the right direction to attract
capital to the region, which is positive news for PE markets. Some examples of
these initiatives include loosening restrictions on foreign direct investment (by
allowing foreign companies to take control positions) and forced deleveraging. The
opening of China’s market to foreign investment is expected to create exit
opportunities from new strategic buyers, and as companies face more restrictive
credit facilities, they are expected to begin divesting non-core assets (which could
open up access to high quality businesses at attractive multiples given their need
to sell).
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e  The trade war with the United States
has increased uncertainty for private
equity investors in China.

e  Although growth equity and venture
capital remain the dominant strategies
in China, buyout dry powder has
increased significantly.

e  China’s GDP growth continues to be
above target, and it is moving towards
a more consumption-driven and
service-dominated economy.

e Many managers believe the trade war
is a result of geopolitical tensions
caused by the rise of China as a major
power on the world stage.

e Supply chain disruptions will likely
create an “inflationary tax” on U.S.
consumers if escalations continue.

For more on how we are positioning our
portfolios, please contact your investment
advisor or: ideas@bigsurpartners.com
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The private equity market has matured significantly in China. Although growth equity and venture capital
remain the dominant strategies across Asian private equity fundraising, the buyout space has notably
increased with recent dry powder exceeding over $50 billion.?

The Chinese buyout market presents a significant opportunity to acquire companies directly from their
founders, not from other private equity sponsors that have already squeezed the juice out of the
operation. The first wave of buyouts are typically the most lucrative given the operational efficiencies
driven by an institutional owner. In more established buyout markets, these companies are harder to
improve given that returns are driven by financial engineering versus deep operational improvements. An
interesting trend arising in Chinese buyouts is the presence of consortiums. Consortiums are primarily
driven by the desire to control entry multiples and avoid bidding wars amongst competing PE firms.

Aging founders are one of the main reasons for the rise of the buyout strategy. Some interesting facts:
90% of privately held businesses in China are family businesses, 3 million private entrepreneurs will face
succession challenges in the next 5-10 years, and only 35% of second generation children have indicated
a willingness to take over the business.® In most cases, these founders have already grabbed a meaningful
market share of their industry and are facing slower growth, fear potential disruptions to their companies
by technological innovations, or see that weak public markets do not present a proper exit channel.

Across the different strategies, growth equity is facing the most difficult challenge given a stagnant exit
environment driven by weak public markets. In this strategy, funds typically invest into companies 12 to
18 months prior to an IPO, making their success highly dependent on market timing and cyclicality.

Additionally, as mentioned before, not only are companies selling non-core assets or delisting from public
exchanges, but many multinationals are carving out their Chinese assets and selling to more local and
specialized players — as one of our managers stated, “local operators are taking the baton from global
players.” Examples of this can be seen over the last year, with major global companies such as McDonalds
and Uber both selling their China business to local players. Localization and specialization are key to value
creation in the region, and an important theme in our manager selection process.

China’s Economic Growth Drivers

Xi Jinping, President of the People’s Republic of China, has been able to strongly consolidate power and is
now focusing on market reforms. GDP growth continues to be above the 6.5% target (6.7% in Q2), and it
is important to keep in mind the quality of this growth as China continues to move towards a more
consumption-driven and service-dominated economy. In this transition, we are seeing a divergence
between old and new economy sectors. Sectors that are growing faster than GDP present the most
attractive opportunities for private equity managers, such as IT Software & Services (growing 26% YoY)
and Leasing & Business Services (growing at 10.9% YoY).*

China is the largest consumer market globally, and consumer and service-related businesses are expected
to grow as the middle class continues to expand. From 2013 to 2017, there was a 42% growth in annual
disposable income per capita.” The fundamental drivers for this growth are new age consumption,
technology advancements and global integration. To put things into perspective, China has 5x the number
of Millenials as the United States (330 million), and Asia as a whole has 12.5x more (828 million).® By 2021,
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Millenials in China are expected to surpass older generations in terms of consumption power, and
Millenials spend far more money on leisure and entertainment versus older generations. Not only are
Millenials the drivers of new age consumption, but they are also at the forefront of the technological
revolution.

When comparing the pace of adoption across technology platforms in China with those of the U.S., we
see that in terms of innovation, U.S. companies have almost always created the initial technology, and
Chinese companies later create a local version that reaches massive scale at a faster rate in terms of user
penetration. This adoption is driven by sheer population size and the embracement of new technologies.

Examples of this can be found in E-commerce (Amazon vs. Taobao), social networks (WhatsApp vs.
WeChat) and ride-sharing companies (Uber vs. DiDi). The one notable technology in which China has been
the creator and earlier adopter is in mobile payments, which have become a part of everyday use for the
Chinese and is still in its early years in the United States. We see this in play when comparing online sales
penetration versus total retail sales — 20% in China versus 13% for the U.S.”

Trade War: United States & China

The biggest challenge in the short-term for China is overcoming the escalations of the trade war with the
United States, which can present an impediment to China’s growth story. Many of the managers we met
with mentioned that the trade deficit with China has been present for many decades, but that it has only
recently been brought into the spotlight because of geopolitical tensions caused by the rise of China as a
major power on the world stage.

China is now testing the U.S.’s global dominance, and a good example can be seen with the revival of the
Silk Road, called One Belt One Road (OBOR), which is a trade and infrastructure network unveiled by
President Xi that spans from East Asia to Western Europe and Africa consisting of roads, railways, ports
and pipelines. The network covers 65% of the world population, 75% of global energy resources and 40%
of global GDP, and greatly strengthens China’s global influence.?

Another highly contested region between the U.S. and China is the South China Sea, where over $5 trillion
of global trade flows through. The South China Sea is under territory conflict between China and 6 other
countries that have secured military support from the U.S., and as recently as last week, the U.S. Navy
proposed a major show of force to warn China.

By 2029, assuming the current growth rates continue, China would overtake the United States as the
world’s largest economy.’ Compared to China though, the U.S. has 7x greater GDP per capita, 3x greater
military spending, and 2x greater research and development capabilities.’® An interesting debate to
consider is whether China’s rise to power will be a peaceful one, or if it will present a global threat.

Impacts & Resolutions

Sitting in the United States, the $110 billion of tariffs has yet to show a significant disruption on financial
markets. The problem will arise if and when the rest of the proposed tariffs are enacted, given that
successive rounds will increasingly be imposed on product categories with fewer sourcing alternatives.
These supply chain disruptions will create an “inflationary tax” on consumer goods, given that companies
cannot immediately shift their manufacturing and suppliers. The U.S. consumer will ultimately bear the
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cost, which is when we can expect to see a real market-sell off driven by the trade war. Some companies
have begun outsourcing and shifting part of their operations to other regions as a hedge, but it is very
difficult to do so, especially within a short timeframe given the rapid trade war escalations.

Sitting in China, the threat on all Chinese exports presents an even bigger problem due to their direct
impact. Chinese exports to the U.S. represents 1/3 of all Chinese exports, meaning that a full-blown tariff
would directly negatively impact GDP growth by 1%.'! GDP growth would fall to 5.7%, resulting in the
lowest GDP growth for China in over two decades. And this is just accounting for the “direct” effect of
tariffs, not including all the businesses leaving and shifting their operations and suppliers to other low cost
regions.

In terms of a trade war resolution, there are three main contentions being negotiated between the U.S.
and China: 1.) Buying More U.S. Goods, 2.) Opening Up Markets 3.) Changing Industrial Policy. Buying
more U.S. goods is the low hanging fruit, and we are already beginning to see China buying more goods
from U.S. companies. For the second point, as mentioned before, the Chinese government is already
undergoing market reforms which will allow for increased foreign investment and more equitable
ownership rights. The most difficult point is the third, where there seems to be low probability for
resolution.

Foreign companies that partner with leading local players are “forced” to give up intellectual property
rights and their respective user data on whatever business developed in China. The government says they
do not enforce this, but rather that the local business founders do (therefore it is demanded by the
market). They argue that foreign companies are willing to forego these rights given the enormous market
potential of China and the amount of money they are able to generate.

The U.S. sees this as a form of government interference and is trying to make them stop these practices,
although this is something the Chinese government claims to have no control over. The U.S. is also seeking
to end local companies from receiving “unfair government subsidies” (such as free debt) in order for
foreign companies to compete on an equal playing field. What is important to understand is that many of
China’s companies are SOE’s (state owned enterprises), meaning that this poses a direct challenge to
China’s state controlled economy. For this reason, we believe it will be difficult to find common ground
on this contention.

Conclusion

Although we believe that China will continue to experience amplified volatility in the short-term, our view
is that the long-term growth story remains intact. We reiterate our investment philosophy of approaching
the region through private markets, which offer deeper intrinsic value, lower volatility and better access
to the growing “new economy” sectors. Remaining invested with blue-chip investment managers will
allow us to benefit from the from the value that these managers are able to create and unlock as the
Chinese economy stabilizes and matures.

11. Capital Economics / Asia Alternatives

www.bigsurpartners.com



},m»:_i}«o

The Thinking Man’s Approach www.bigsurpartners.com

Important Disclosures

This material is distributed for informational purposes only. The discussions and opinions in this article are for general information only
and are not intended to provide investment advice. While taken from sources deemed to be accurate, BigSur Wealth Management, LLC
(“BigSur” or the “Adviser”) makes no representations about the accuracy of the information in the article or its appropriateness for any
given situation. Certain information included in this article was based on third-party sources and, although believed to be reliable, it has
not been independently verified and its accuracy or completeness cannot be guaranteed. Any statements regarding future events
constitute only subjective views or beliefs, are not guarantees or projections of performance, should not be relied on, are subject to
change due to a variety of factors, including fluctuating market conditions, and involve inherent risks and uncertainties, both general and
specific, many of which cannot be predicted or quantified and are beyond our control. Future results could differ materially, and no
assurance is given that these statements are now or will prove to be accurate or complete in any way. This article may include forward-
looking statements. All statements other than statements of historical fact are forward-looking statements (including words such as
“believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that the expectations reflected in such
forward-looking statements are reasonable, we can give no assurance that such expectations will prove to be correct. Various factors
could cause actual results or performance to differ materially from those discussed in such forward-looking statements. BigSur shall not
be responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly disclaim any liability,
including incidental or consequential damages, arising from any errors or omissions.
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The companies discussed herein, are for illustrative purposes only and do not represent past or current recommendations by BigSur. This
article is not intended to provide personal investment advice and it does not consider the specific investment objectives, financial
situation and the needs of any specific investor. Views regarding the economy, securities markets or other specialized areas, like all
predictors of future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. Any securities or
products referenced BigSur believes may present opportunities for appreciation over the subsequent time periods. BigSur closely
monitors securities discussed and client portfolios and may make changes when warranted because of evolving market conditions. There
can be no assurance that the securities and performance included or referenced in the article will remain the same and investment
strategies, philosophies and allocation are subject to change without prior notice. Specific securities or companies identified and
described may or may not be held in portfolios managed by the Adviser and do not represent all the securities purchased, sold, or
recommended for advisory clients. The reader should not assume that investments in the securities identified and discussed were or will
be profitable. BigSur may change its views on these securities at any time. There is no guarantee that, should market conditions repeat,
these securities will perform in the same way in the future. Any referenced securities and their respective returns reflect the
reinvestment of income and dividends, but do not consider trading costs, management fees, and any other applicable fees, expenses,
and various factors including account restrictions, guidelines, the timing of investments, and cash flows that may affect the investor’s
actual return and performance. Please refer to Part 2A of BigSur’s Form ADV for a complete description of fees and expenses.
Hypothetical performance results may have inherent limitations.

The returns and references to the S&P 500 Index, MSCI USA Index, and MSCI World ex USA Index are provided for informational purposes
only. The S&P 500 Index is a market-capitalization weighted index containing the 500 most widely held companies chosen with respect
to market size, liquidity, and industry. The index is calculated on a total return basis with dividends reinvested. The MSCI USA Index is
designed to measure the performance of the large and mid-cap segments of the US market. With 626 constituents, the index covers
approximately 85% of the free float-adjusted market capitalization in the US. While the MSCI World ex USA Index captures large and
mid-cap representation across 22 of 23 Developed Markets (DM) countries*--excluding the United States. With 1,016 constituents, the
index covers approximately 85% of the free float-adjusted market capitalization in each country. The S&P 500 Index, MSCI USA Index,
and MSCI World ex USA Index were selected are referenced to allow for comparison of the performance of certain market conditions to
well-known and globally recognized indices. Comparisons to indices in this material have limitations because indexes have volatility and
other material characteristics that may differ from the referenced strategy or security. In addition, the volatility and securities of the
indices may be materially different from that of an investor. Therefore, actual performance may differ substantially from the
performance of any referenced index). Investors should be aware that the referenced benchmark funds may have a different
composition, volatility, risk, investment philosophy, holding times, and/or other investment-related factors that may affect the
benchmark funds’ ultimate performance results. Due to these differences, indexes should not be relied upon as an accurate measure of
comparison and are for informational purposes only. Unless noted otherwise, all index returns are denominated in U.S. dollars.

Target exposures included in this article may differ between clients based upon their investment objectives, financial situations and risk
tolerances. Investments in general involve numerous risks, including, among others, market risk, default risk and liquidity risk. No security
or financial instrument is suitable for all investors. Securities and other financial instruments discussed in this article, are not insured by
the Federal Deposit Insurance Corporation (“FDIC”). The income and market values of the securities stated on this article may fluctuate
and, in some cases, investors may lose their entire principal investment. Past performance is not indicative of future results. This
information is highly confidential and intended for review by the recipient only. The information should not be disseminated or be made
available for public use or to any other source without the express written authorization of BigSur. Such distribution is prohibited in any
jurisdiction dissemination may be unlawful. Please contact your investment adviser for advice appropriate to your specific situation.



