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THE VALUE OF INDEPENDENCE

China in Transition: “ Reform, Open Up & Innovate” creates
Opportunity

We just returned from a fascinating trip in China. We visited the country with a
few of our clients, invited by a private equity fund of funds manager our clients
invest with. The manager is quite “active” as they also do direct deals and offer
co-investment opportunities to their Limited Partners. After our visit to China,
we had even more conviction that we have the right partner and vehicle to get
access to the Asian Private Equity Market. The manager combines a local and
Western presence - they were the first foreign General Partner to invest in
Renminbi (Yuan) as a Qualified Limited Foreign Partnership and have investors
from the Chinese local government and state entities. They combine a western
approach (they are Harvard educated and headquartered in San Francisco) and
an American governance style that fits BigSur.

In this Thinking Man’s Approach, we synthesize our key takeaways from all of the
different meetings with General Partners of Private Equity Funds in different
sectors and countries, key government officials, private sector entrepreneurs and
other Limited Partners (both international and Chinese).

#1: We re-emphasize our thesis that there’s a huge opportunity to gain exposure
to China via Private Equity, as opposed to Public Equity

As we wrote in our Thinking Man’s Approach #27 (Feb- 2015), we believe that
private equity is the key to access Chinese private sector growth, talent,
entrepreneurship and innovation. The private sector is responsible for about
two-thirds of economic output in China today, and about 90% of the country’s
exports. Almost all of the 250 million jobs created in Chinese cities since 1978
are from the private sector.

We don’t like the public equity markets in China from both a supply and demand
perspective. The Chinese public equity markets are dominated by State Owned
Enterprises and companies trading at high multiples in the “old world”
economies, such as steel or manufacturing. The investor base of public equities
is dominated by inexperienced retail investors (in China they make up 80% of the
investor base vs. only 15% in the US).!

A Special Report in the Economist in September 2015 argues that “private firms
have been responsible for the vast bulk of modern China’s economic advance.
They are agents of change, risk-takers, and these days, true innovators that take
full advantage of potential new technology.
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They are delivering not only ever better manufactured goods but also increasingly sophisticated
high-tech based services...There is every reason to think that they can help deliver the required
growth and turn the Middle Kingdom into the world’s largest and most dynamic economy.”

#2: We strongly believe growth in China will be above 5% (and the base is growing quickly)
This week, the World Bank released its East Asia and Pacific Economic Update, and said China’s
growth will cool to 6.9% in 2015. Expansion will ease to 6.7% next year and 6.5 % percent in 2017.
The market is concerned, however, that growth in the future could be lower than 5%.

Slower-than-expected growth in China has put pressure on commodity exporters, as well as trade,
foreign direct investment and tourism in the region. This is comes at a time when the scope to ease
monetary policy is constrained by the need to safeguard financial stability, while room for fiscal
expansion is limited.

We consistently heard from managers that long-term growth is not going to be in the 7-8%, it’s
going to be in the 5.5-7% growth. It’s important to remember that the base of the economy is much
higher than it has been historically, so it’s logical that there’s some kind of slowdown. Even if growth
is only at 5% next year, that represents more economic output than 14% seen in 2007 (as the
economy today is so much bigger)!!

Despite the current natural slowdown, we believe there are exciting long-term opportunities for our
managers to take advantage of sectors poised to benefit from reforms (examples are included in
Takeaways #6 and #7).

#3: China’s commitment to reform is serious and for real

President Xi Jinping said: “"Like an arrow shot that cannot be brought back, we will forge ahead
against all odds to meet our goals of reform.” And we trust this is the case, re: Social Reform, State
Reform and Market Reform.

Social reform:. Today the average Chinese family still saves 35% of their income because they don’t
have a social safety net. Record amount of money is being spent by the Chinese government to
address this need. Today, for example, 60% of people are covered by state plans of health care, a
significant jump from just a few years ago. The government targets to cover 80-90% of the
population in the next 5 years. The hope is that when people feel that there is a real social safety
net for them, they will feel more comfortable spending, and there will be a boost in domestic
consumption.

State reform. Previously, bribery and corruption were huge problems with Chinese state officials.
There has been a massive crackdown on corruption, and there has been evidence emerging that this
has taken place. Chinese officials used to patronize casinos in Macau, China’s gambling mecca. With

1 Vijay Vaitheeswaran, “Special Report: Business in China, Back to Business,” The Economist, September 12, 2015
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major crackdowns, these Chinese corrupt officials are no longer gambling: last December, casinos
in Macau posted a 30.4% fall in revenues from the last year.!

There are also key reforms happening with State Owned Enterprises (SOEs). The state seeks to
reform SOEs by diversifying these companies’ shareholder base and improving corporate
governance. There are some opportunities with Private Investments in Public Entities (PIPEs) and
some private equity managers we met with are focusing on these types of investments. They have
found some SOEs with strong management teams who act like real business entrepreneurs and
provide full alignment of interest with shareholders. They’ve found attractive entry points (deals at
5-6x earnings) and focus on having a hands on approach on the board, improving processes and
performance, and then having a strong exit strategy.

Market reform: Mr. Xi’s clearly stated in his first speech when he took office: the market forces must
play a decisive role. This was very telling because up until this point, the state played the decisive
role. He recognizes that if China is going to become a global economy it needs to have a more
supply and demand driven global economy

In an effort to become a major global economy, the government has been tackling interest rate,
current account and exchange rate liberalization. All of this is has happened at incredibly fast speed,
much faster than even some managers we spoke with had expected. In fact, the government’s
attempt to fast track this reform of letting market forces is so much change so quickly that the
market cannot adjust, which is why there has

been so much volatility. New Structure of China’s Capital Markets
. . ) ) Large SOEs &
There is a balancing act for Chinese policymakers Blue Chips
between long-term reform and short-term ) )
. Strategic Emerging .

measures. There is no doubt they have made Companies I?trateglc

. . . .. merging
some mistakes in this process, but the focus is in Industries Board

the long term reforms. An example of mistakes
is the way the PBOC communicated the Yuan
devaluation, which was a natural event.

The capital market structure is also being
reformed. The Chinese state official and
regulators are seeking to develop a more
efficient market to meet various companies’
financing and trading needs by building up
“multi-level capital markets” as shown in the
graphic on the right. This has allowed for an

increasing number of listed companies with market makers - for example in the New Third Market,
Source: New Alliance Capital

Regional Property Rights Trading Market:

Regional OTC Market for Small Size Companies

1 Scott Neuman, “Chinese Gamblers See Macau As Bad Bed Amid Corruption Crackdown,” NPR, January 2, 2015
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there were 1,232 companies listed in October 2014, and by September 2015 the number had almost
tripled (3,442 listed companies).!

The government is also encouraging reform in business. Previously inventive entrepreneurs lacked
protection for their intellectual property but also social status in a society that highly regarded
bureaucrats. Now Chinese leaders have started to praise innovation, and successful entrepreneurs
like Jack Ma (Alibaba) and Robin Li (Baidu) and Ma Huateng (Tencent) are idolized throughout the
nation. The state has also made significant investments in technology to stimulate innovation and
economic growth (more in this in Takeaway #6 “Internet +”).

This widespread reform will lead to a new economy for China, and we believe the key to finding
good investments is to balance the risk and opportunity of this transition. The managers that
impressed us are focusing on mitigating risks under complicated circumstances and capitalizing on
opportunities emerging from the transition China is undergoing.

#4: The change in economic model from being the World’s Factory to being the World’s
Market

The Chinese officials seem to be willing to take short-term pain for long-term gain, in the economy’s
transition from a model based on investment to one based on consumption and services. Between
now and 2020 there will be an increase of 100 million urban residents in China and 250 million more
members of the middle class, who will be earning twice the per capital income than they do today.
The latest annual global wealth report by Allianz SE reported that China's strong growth over the
last decade has already left the country accounting for more than half of the global middle class.
Another factor which will fuel consumption is the age demographic of the Chinese population. The
chart on the next page shows that household consumption tends to peak when the head of
households reach 45-49 years old. In China, the percentage of households with 45-49 year old
heads will peak in 2015 - 2025, further supporting predictions of a consumption boom ahead.

Additionally, the service sector is highly under-penetrated in China, contributing only 53% to GDP
vs. the global average of 61% and 66% for high income countries.? This service undersupply will be
forced to change especially as booming consumer demand will be unmet - healthcare, banking
services, logistics, education, food safety, entertainment are just some of the sectors that are set to
benefit. With the great internet infrastructure, Chinese consumers are fast becoming the world’s
most discriminating and knowledgeable. Thanks to the convergence of mobile commerce and social
media, China is the epicenter of “social commerce”. Thus, we think the change will be quite fast and
provide a cushion to a natural slowdown.

TNAC Capital, Wind
2 Hony Capital
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International Experience of Structural Adjustment: Consumption is about to Boom
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#5: Internet+ is the KEY to the new Chinese Economic Model

Chinese Premier Li Kegiang defined “Internet +” as the catalyst to promote future growth in the
Chinese economy. “Internet +” is the initiative to promote integration of mobile internet, cloud
computing, big data, internet of things and modern industrialization of different industries. This
model is technology centric and different than a “+ Internet” model, which is based on a traditional
business model and then

Internet + + Internet
enhanced by technology. Jachnology centric vs. Traditional business model centric
The below table highlights  gpiine product experience vs. IT implementation
the different between the craate new consumer entry points vs. Online marketing
‘Internet +” and "+ Internet”  kavword is Disruption vs. Keyword is enhancement

model.

Over the last two decades, the Chinese government has spent hundreds of millions of dollars on
high tech infrastructure. We heard from company management and private equity managers alike
that as far as they could tell, no other country has spent that kind of money - and they unilaterally
agreed that it would be very difficult for another country to catch up in the foreseeable future. A
great example of a company that has blossomed with the Internet + concept is Xiaomi, a privately
owned Chinese electronics company which is now the world’s fourth largest smartphone maker, and
has the largest share of the Chinese smartphone market. We met with Shou Zi Chew, the CFO of
Xiaomi in Beijing.

The company was founded only 5 years ago has grown into one of the most important players in
the smartphone industry. When asked why the company grew that fast, the CFO said it was
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because the strong e-commerce infrastructure which has been set up over the last 5 or 6 years.
Guys like Alibaba and JD.com really pushed the proliferation of e-commerce in China and allowed
for their online only business to take off.

Why does Shou Zi say this? Xiaomi leveraged the “Internet+” concept to scale their business: they
do not have any physical stores in China, all of their sales come from online - and today, 40% of all
smartphones in China are sold online. Xiaomi’s has been able to build such enormous net revenues
in a short period of time with the volume of the Chinese market and also by maintaining very low
operating costs. The CFO mentioned single digit operating expenses are less than half of their
competitors - their online sales only model in China has relieved the company of the expenses of
operating a flagship store; they have virtually no marketing team

(everything is done on social media) and do not have any distribution Xiaomi M 4 Phone
agreements.

14:00 14:00

Xiaomi further used the technology shift in China to scale their business, by
creating a software that allows for open innovation and pure feedback
from their customer base. Xiaomi’s operating system (OS) is highly
interactive with users, is available in 17 different languages and is updated
weekly (vs. other mobile phone OS updates, such as Apple, which updates
their OS quarterly). This makes their platform more robust - they
intelligently use their users for cheap feedback on improving their software and products. It also
keeps their fans loyal. Their OS was launched 1year before their phones, and ensured that from Day
1the company was profitable.

The ecosystem which Xiaomi created through their OS allows their users to connect to devices such
as speakers, wearable fitness trackers, water filters and air purifiers via their smartphones. These
devices are manufactured by partners in their ecosystem. Through these devices and through
access of traditional smartphone applications like online gaming and entertainment, Xiaomi has
been able to attract users to spend an average of 4.5 hours a day on the Xiaomi platform, more than
six times the amount of time people spend on Facebook per day. The company has yet to build an
advertising platform - and when it does, it has a huge potential of monetizing their software.

#6: We believe there are incredible SECTOR specific opportunities

www.bigsurpartners.com
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The opportunities do not just lie in the technology sector. Some of the

more traditional sectors are also experiencing transitions as they “open # of Beds per 1,000 people
up, reform, and innovate,” which has created significant opportunities. 10.3
Health Care. China’s spending on healthcare (5% of GDP) pales in 49

their GDP on healthcare services. The accelerated aging trend (in 2014,

comparison to other developed nations, which spend between 11-18% of
15.5% of Chinese population was over 60 years old, in 2020 it is estimated J :

www.bigsurpartners.com

13.4

this will be 19.3%) will further tighten the supply-demand imbalance of China Korea
healthcare services. ' Something as basic as hospital beds are majorly Source: KKR
lacking in China, as demonstrated by the chart on the right.

Managers we met with consistently singled out the medical device industry as an area expected to
experience growth rates higher than the average economic sector. Currently in China, medical
devices only make up 15% of the total healthcare market, whereas in the US market, medical devices
constitute about 50% of the healthcare market.2 This enormous gap shows the potential of growth
of the market.

Air and Water Contamination. We like to have these types of plays in the portfolios, which are not
linked to interest rates, GDP growth, or broader macroeconomic issues. China’s rapid economic
growth has resulted in significant environmental degradation. The China Environmental Technology
Industry Forum showed data that the Beijing air pollutant density is slightly higher than the average
US airport smoking room! Their study also showed that one-third of China’s population does not
have access to clean drinking water. 3

Managers identify air and water contamination as one of the most significantly under-invested niche
sector of the economy, and thus are focused on finding players that they can develop into early
industry leaders. One portfolio company we studied is a water treatment provider, and over the last
4 years has expanded to operating 40 wastewater treatment plants across China, has grown its
revenues by over 51% and provided the private equity company a gross 40% IRR.

Even Xiaomi is producing a cheap air purifier, which connects with their phones. They launched the
product seven months ago, and it is now the number one selling air purifier in China by sales, with
a 28% market share!

Food Safety: Another transformation China is experiencing is from “enough food” to the new focus
on providing “high quality” food. This growing demand for safe and quality food has created
opportunities for managers to improve local players (many of which are family businesses) by
modernizing upstream suppliers and vertically integrating players in the market. One portfolio

TKKR
ZNew Alliance Capital
3 China Environmental Technology Industry Forum, 2014

T
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company we learned about is a dairy that a private equity manager overhauled by improving the
process of feeding and sourcing, implementing new technology and machinery to boost
productivity and bringing management skill to the family operating business.

Entertainment. China’s deep investment and development of technology infrastructure has fueled
the growth of mobile entertainment: online gaming, video streaming (of movies and TV), and
digital music streaming have taken off over the last few years. The entertainment sector has also
experienced continuous rapid growth based on strong demand; the sheer number of users (see
chart below) creates significant opportunities and many of the subsectors provide healthy cash
flows. A company like Xiaomi for example, has become the third largest video company in China
with 77 million users with “not that much effort,” according to CFO Shou Zi Chew. They have not
fully monetized their video or music apps with advertisements yet.

#7: It is not an easy task to become a reserve currency for the world

The Yuan will eventually become part of the IMF’s SDR global reserve currency basket - the IMF
will decide only if they believe the Yuan meets their criteria. When this happens, it will be an
important step for the Yuan to become a reserve currency for the world. But in order to become a
“true” reserve currency, China needs to improve its currency transparency standards and it needs
to liberalize the financial markets and the capital controls (capital account).

The timing and the way the PBOC communicated the Yuan devaluation was not ideal (to say the
least), but after the trip it seems clear the regulators were trying to achieve more “flexibility” in
the currency that it is required by the IMF, which is a good thing for the long term. lIronically, they
achieved more uncertainty and shockwaves in the world FX markets and they were forced to
intervene to limit the devaluation vs. the USD to only 3%-to-4% (they will probably keep it stable
for the next few months before gradually devaluing during 2016).

Indeed, more transparency and better communication is needed. But the example of the
devaluation also shows that it may be tricky to liberalize the financial markets and the capital
account. In particular, we believe that lifting “capital controls” will be a big challenge. It is going
to be key their capacity to balance the “capital outflows” (locals with full access to international
markets) with the “confidence” needed from international investors to bring capital to China. Itis
particularly difficult due to the size of the flows; with huge national savings (estimated around
$4.5 trillion) the possibility of huge capital outflows is not minor. True, the reserves are also huge
(they peaked at $4.0tr by mid-2014 and they fell to $3.5tr in Sep 2015) but they can also fall
quickly given the size of potential outflows. We believe this delicate balancing act in the capital
account (and not the trade balance) will drive the Yuan going forward and the success of
becoming a “true” reserve currency for the world.

#8: China is not a typical EM anymore

As President Obama said, “we cannot treat China as an emerging market anymore.” The sweeping
and significant reforms combined with the change from the world’s factory to the world’s market
and a massive technological infrastructure that enables companies to leverage the internet to
capture opportunities quickly all show us that China is poised to become the #1 global economy. In
our experience, from some points of view that China is more advanced than the US. The streets of
Beijing and Shanghai were cleaner and had better roads than many US cities. Everybody we saw

www.bigsurpartners.com
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had a smartphone - from taxi driver to hotel maintenance worker - and were constantly glued to
their phones, which they use for everything, from banking to watching TV shows. The Beijing airport
boats incredibly modern design and is the sixth largest building in the world by area. Many of the
airports systems are automated - machines to read your boarding passes and passports make
security a much swifter process. We arrived in Chicago (the third most important US airport) on a
layover and the experience was a sharp contrast -the unorganized lines and completely manual
security process were chaotic (and almost lead to us missing our connecting flight).

Conclusion:

As we re-emphasized our thesis of gaining exposure through Private (and not Public) Equity to
China, we think that despite the natural economic slowdown there are very exciting opportunities
for us in the long term. We believe that the market dislocations caused by equity markets also
creates arbitrage opportunities for attractive long term investments. The key for us is endeavoring
to get ahead of the competition in identifying right industry themes and to use deep sector
knowledge - those are the managers we focus on. Managers that are focusing on long term
fundamentals as opposed to the markets “flavor of the day” able to pick management teams with
strong track records and alignment of interest.

Lastly, our networking with other LPs provided us with a great educational experience, both in terms
of how to construct portfolios as well as sharing best practices. Other LPs included $50B pension
fund managers, several large university endowment funds and a few large multi-family offices with
great international perspective and experience.

www.bigsurpartners.com
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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 take into account the specific investment objectives, financial situation and
the particular 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 as a result 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 of 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 take into account 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 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. In addition, the volatility and securities of the index may be materially different from an
investor’s. The S&P 500 Index was selected and is referenced to allow for comparison of the performance of any referenced securities or overall
market to that of a well-known and widely recognized index. Comparisons to indexes in this material have limitations because indexes have
volatility and other material characteristics that may differ from the referenced strategy or security. 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.
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