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The prominence of risk-focused China coverage in business and political news has weighed heavily on investor sentiment
towards Chinese equities. Many of these stories are sober, balanced assessments but others, as characterized by lan
Bremmer of the political risk consulting firm Eurasia Group are ““ideologically freighted’, advanced by those with an
adversarial world view who ignore the country’s continued growth and the fact that American businesses are interested
in Chinese markets.” This type of coverage has reaffirmed already skeptical views and deepened pessimism.

In this article, we will address three broad categories of China-
specific investment risk, detailing how we think about and
mitigate these risks in our portfolios:

GEOPOLITICAL TENSIONS
Are the U.S. and China destined to fall into “Thucydides’ Trap”
and an armed conflict? Recent history and economic

interdependence offer reasonable doubt.

ECONOMIC GROWTH
Is China the next Japan? Adverse demographic trends and high

debt levels don’t paint a full picture of potential future relative
strength.

REGULATORY TIGHTENING
Will China’s closed regulatory fist relax to become a new
guiding hand for growth? Recent actions seem to suggest so.

We Invest in Companies, not Countries.

Our investment philosophy lays out our investment
criteria:

(1) companies exposed to a durable, long-term
growth trend, which (2) possess competitive
advantages that enable them to capture the lion's
share of the profit pool created by that trend, and (3)
can be purchased at a reasonable valuation in the
context of their growth outlooks and competitive
positioning.

While our primary focus is at the company-level —
assessing long-term growth potential and durability
of competitive advantage — we do take country-level
fundamentals and risks into account. A key step in
our investment process is to develop a
comprehensive geographic footprint of where our
companies generate revenue to assess if we are
taking on any undue political, economic, and
regulatory risks.

The most important thing to keep in mind as you think about these risks is the fact that we invest in companies, not
countries. The Chinese companies in our portfolio are growth franchises that objectively meet our stringent investment

criteria.

China, the country, may be viewed in terms of geopolitical tensions, structurally slowing growth and high debt, but our
Chinese companies share none of those characteristics as they are exposed to secular growth areas of the domestic
economy (private consumption and healthcare) that align with government priorities, have strong balance sheets and
resilient cash flows, and are not reliant on restricted Western technology inputs for future growth. We continue to be
encouraged by the fundamental performance of our Chinese companies. Being cautious in China, the country, but bullish
on the long-term prospects for our Chinese portfolio companies is not the dichotomy it might seem.

Visit our website for more information about the team’s positioning, investment process and performance.
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Why China?

Risk Factor 1: Geopolitical Tensions

Humility is our number one cultural value at Chautauqua, so it is with a high degree of trepidation that we offer a view
on the future trajectory of the U.S.-China relationship as there are far better-informed sources at the State Department,
Pentagon and foreign-policy think tanks. The scenarios under consideration range from the worst case of armed conflict
over Taiwan to the best case of continued, gradual economic decoupling.

To reduce potential bias, one of the features of our research process -- especially in the context of forecasting -- is to
incorporate the outside view. We find a group of situations or reference class that is broad enough to be statistically
significant but narrow enough to be useful in analyzing the decision we face.? We use the outside view to “reality check”
our forecasts of company fundamentals by asking questions like “how many companies in this industry or any other
industry, for that matter, ever achieved and sustained the growth rates projected?” Similarly, we can use the outside
view to assess the unthinkable: an armed conflict between the U.S. and China.

In 12 of 16 past cases in which a rising power (currently China) has confronted the dominant power (U.S.), the result has
been war.? Historians have named this power dynamic “Thucydides’ Trap”. Seventy-five percent probability is not a
comforting baseline, nor does it say anything of the costs of a conflict and its timing,* but this is the point in the process
where we apply specific circumstances of the U.S.-China relationship to adjust the baseline probability.

The Cold War stands as one of history’s greatest successes in escaping Thucydides’ Trap. Historians have offered various
explanations for why the Cold War never turned hot. Most credit the threat of nuclear mutually assured destruction
(MAD), while some emphasize the geographic distance between the U.S. and the U.S.S.R., or the advent of satellite and
electronic reconnaissance programs that minimized the likelihood of dangerous misunderstandings.> Each of these
mitigating factors is also present in the current U.S.-China dynamic.
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A mitigating factor absent in the Cold War case is an analog of MAD known as “MAED” — mutually assured economic
disruption.® Trade between the U.S. and the Soviet Union averaged only ~ 1% of total trade for both countries through
the 1970s and 1980s, whereas U.S.-China economic relations have become very interdependent, perhaps inextricably
so.” Trade between the U.S. and China was $691 billion in 2022, accounting for 13% of total U.S. trade.® The U.S. imports
more goods from China than from any other country and China is the third largest export market for U.S. goods,
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supporting one million jobs.® The U.S. is by far China’s largest export market, nearly equivalent to China’s combined
exports to Japan, South Korea, Vietnam and India.’® Expanding the bilateral conflict to a multilateral one (China vs
Advanced Democratic Economies!?) significantly raises the economic stakes from a Chinese perspective.

Taiwan has long been a flashpoint in U.S.-China relations and is the likely epicenter of a future conflict. Yet, ironically,
Taiwan itself could serve as another mitigating factor. Taiwan’s importance in the global semiconductor supply chain and
China’s dependence on it has been called the island’s “silicon shield” against a Chinese attack. In 2020, China imported
more than $350 billion worth of semiconductors, more in dollar terms than its imports of oil.}> More than 90% of
semiconductors used in China were imported or manufactured locally by foreign suppliers, none more critical than
Taiwan.’® While Taiwan’s semiconductor industry has significant strategic value, it is also a powerful reason for Beijing to
refrain from attack. Assuming Taiwanese forces were to be overwhelmed during an invasion, it is unlikely that they
would leave the country’s fabs (semiconductor fabrication plants) intact.’* Moreover, the key personnel required to run
the fabs would be among the first to be evacuated. Keeping the world’s most advanced fabs intact and running is in the
interests of everyone as the chips produced in Taiwan are present in nearly every type of electronic device used daily
around the world.

Mitigating factors aside and speaking purely from an investing perspective, the potential economic costs (not to mention
the human tragedy) of an armed conflict are so high as to make the risk practically undiversifiable from an equities
perspective. In the context of the anticipated resulting market drawdown, a global equity portfolio that excluded
Chinese stocks would likely fare only marginally better than one that had exposure to Chinese equities.

The Taiwan Strait is the primary route for ships passing from China, Japan, South Korea, and Vietnam to global markets,
carrying goods from Asian factory hubs to markets in Europe, the U.S., and all points in between. According to
Bloomberg, almost half of the global container fleet and 88% of the world’s largest ships by tonnage passed through the
waterway in 2022.2° Nikkei Asia estimates that a war across the Taiwan Strait would destroy world trade worth $2.6
trillion (about $8,000 per person in the U.S.). UK Foreign Secretary, James Cleverly, warned that distance would offer no
protection to the inevitable catastrophic blow to the global economy as “no country could shield itself from the
repercussions of a war in Taiwan.”*® The RAND Corporation estimated that a one-year war between the U.S. and China
would cut U.S. GDP by 5-10% and Chinese GDP by 25-35%.17 For context, U.S. GDP fell by 4.3% in real terms during the
Great Recession, which was the deepest recession since World War 11,1

If China decides to attack Taiwan, strategic surprise would be the first casualty due to the sheer scale of the undertaking.
According to the Carnegie Endowment for International Peace “any invasion of Taiwan will not be secret for months prior
to Beijing’s initiation of hostilities” as China “would take visible steps to insulate its economy, military and key industries
from disruptions and sanctions.”*® From a risk management and asset allocation perspective, this would give time for
investors to adapt to the increased risks. The Center of Strategic and International Studies has published economic
indicators of approaching risk of conflict that include imposition of stronger cross-border capital controls, a suspension of
key exports such as critical minerals and refined petroleum products, rapid liquidation and repatriation of Chinese-
owned assets held abroad and restrictions on outward travel for Chinese elites or high priority workers.?° Our
investment team monitors these indicators as well as others (for example, spikes in Taiwan credit default swaps, shipping
insurance premiums and important political events such as the upcoming Taiwanese presidential election in January
2024) to gauge risk levels and act accordingly.

Scenarios short of an outright conflict fall into the broad category of economic decoupling which will present growth and
profitability challenges for most companies. The International Monetary Fund (IMF) estimates that economic decoupling
between China and the West could cost anywhere between a manageable 0.2% of global GDP and a material 7%%! —
equivalent to the combined annual output of Germany and Japan, or roughly $7 trillion.?? There will be pressure on
profitability as companies will have to incur incremental costs and increase capital spending to reduce their dependency
on China in their supply chains. More severe scenarios incorporate negative growth impacts from higher tariffs, denial of
market access, and higher regulatory compliance costs.
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At a high level, we believe that our portfolio is well-positioned in an environment where growth and margins are
challenged by the effects of economic decoupling. Our investment philosophy emphasizes businesses that benefit from
secular growth trends and have durable competitive advantages, which often manifest themselves in the form of pricing
power that should enable them to better pass-through incremental supply chain costs and protect margins relative to
their competitors.

Risk Factor 2: Economic Growth

The optimism over the prospects of a Chinese economic rebound that accompanied the lifting of the government’s Zero-
COVID policy at the end of last year has given way to deep pessimism. China’s recovery is faltering, and the long-term
growth outlook is slowing markedly relative to the 9% average annual GDP growth rates achieved over the past two
decades given the headwinds from demographics, debt, and economic decoupling from the West.

In 2022, China’s population declined for the first time in six decades. China’s total fertility rate dropped to a record low of
1.09 in 2022 from 1.30 in 2020 and is now even lower than Japan’s, a country long known for its aging society.?®> China’s
ongoing demographic transition constitutes a significant constraint on economic growth. A working-age population that
peaked in 2011 at more than 900 million is projected to decline by over 20% to 700 million by 2050. These workers will
have to provide for nearly 500 million Chinese aged 60 and over, compared with 200 million today.?* Higher age
dependency ratios will place additional pressure on productivity growth, which has been slowing for two decades. From
the 1980s to the early 2000s, labor productivity gains contributed one-third of China’s GDP growth. Over the past
decade, that contribution has fallen to one-sixth.?

Since the Global Financial Crisis (GFC), China’s total debt (government and private) has more than doubled from 140% of
GDP to close to 300%, above the 250% average for G20 nations and 220% for emerging economies.?® While the focus
has been on local government financing vehicle (LGFV) and property sector debt levels, a significant share of incremental
macroeconomic leverage stems from Chinese corporates taking on more debt. The average debt of companies in the
Bloomberg China Large, Mid & Small Cap Index is up 87% since the end of 2016. Yet, corporate capacity to service and
repay debt has fallen sharply as evidenced by free cash flow declining by 50% over the same period. According to
Bloomberg, defaults in the property sector, missed payments in the wealth management industry and stress in LGFVs are
all symptoms of excessive debt that is proving too tough to manage in an economy that is structurally slowing.?” While
high leverage may be a characteristic of many Chinese corporates, it is important to note that all but one of our Chinese
companies have net cash balance sheets and their cash flows have been more resilient in a tough macro environment.?

The main culprit for China’s economic weakness is property, which before the pandemic was a significant source of
growth and is estimated to account for 29% of GDP, comparable to both Ireland and Spain before the GFC.?° The end of
the long property boom has hurt the economy in multiple ways. It has dampened construction activity and all the
services associated with homebuilding. A People’s Bank of China (PBoC) survey of urban households conducted in 2019
revealed that the value of housing comprised 59% of households’ total assets, while mortgage loans stood at 12% of
total assets. These figures are comparable to the U.S. in 2008 on the eve of the subprime mortgage crisis and Japan in
the late 1980s.3° Because homeowners are less likely to spend money if they are worried about their most valuable
asset, the end of the property boom has depressed consumption. Many businesses in China use property as collateral for
borrowing, so the decline in property prices has also slowed private investment.3!

Economists are drawing analogies to 1990s Japan, which also had a shrinking workforce and whose growth, like China’s
over the past decade and a half, was created by an investment boom, much of which was directed toward the property
sector. When Japan’s real estate bubble burst in 1989 spurring a sharp drop in asset prices, growth slowed dramatically
as heavily leveraged firms and households repaid their debts instead of spending on goods and services, a phenomenon
known as a balance sheet recession.
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The Japan analogy has stoked fears that China could fall China : Largest Driver of Global Growth in 2023

into a debt-deflation loop where debt to GDP keeps
rising even as debt growth slows and per capital income
growth stagnates. However, there are several key
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per capital income of $12,720%4 is less than 20% of the U.S. level, implying that China still has significant growth
headroom. In contrast, Japan’s per capital income was nearly 20% higher than that of the U.S. in 1990.% Finally, Chinese
policy makers have the distinct advantage of learning from the mistakes of Japan whose initial policy stance was too
restrictive (which led to a strong Yen and eroded the competitiveness of the corporate sector), too slow and lacked

coordination of fiscal and monetary stimulus.3®
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Intuitively, it makes sense to draw the conclusion that slower Chinese GDP growth
bodes ill for Chinese stock performance. However, multiple academic studies have
found no statistically significant relationship between a country’s economic
growth and future stock returns. In fact, several studies found that low-growth
countries had slightly higher average returns than high-growth countries,
although this return difference was not statistically different from zero.*

In hindsight, from a top-down perspective, investing in Japan at the beginning of
1990 was the worst possible time to invest in the country (the Nikkei 225 Index is
still 16% below its December 1989 peak®?). First, Japan’s aging demographics and
the bursting of its property bubble would soon lead to decades of sluggish growth
and deflation. Second, investors buying into Japan in 1990 were paying extremely
expensive valuations — more than 50x earnings — which is the key difference
between 1990s Japanese and present-day Chinese equities, which trade at only
10.8x (a 43%, 35% and 17% discount to the S&P 500, World ex-China and
Emerging Markets ex-China indices, respectively).*? Yet, against the dismal
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THE BOTTOM LINE

A company’s long-term
fundamentals, not its home
country’s GDP growth,
ultimately drive its share
price performance. Stock
selection, not country
selection, drives our
portfolios’ long-term returns.
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economic and market backdrop in Japan, it was possible for bottom-up investors to identify and invest in Japanese
companies whose strong fundamentals would drive world-beating share price performance.*® One of these companies is
Keyence, which meets our investment criteria, in spite of the persistent macro headwinds in its home market. Keyence
has been in our portfolios since 2016.

Risk Factor 3: Regulatory Tightening

Starting with the November 2020 cancellation of the IPO for Ant Group, a financial technology firm controlled by Alibaba
founder Jack Ma, the Chinese government initiated a regulatory tightening cycle unprecedented in terms of its intensity,
scope, and duration. With the stated aim of fostering “common prosperity,” the government introduced regulations
targeting internet platform, education, and property companies. The regulatory headwinds in China have had a tangible
impact on corporate fundamentals and an even greater impact on investor sentiment as evidenced by the 50% decline in
Chinese equities since their February 2021 peak, wiping out more than $1 trillion in equity market value.

For our Chinese companies, it is our assessment that new regulations introduced over the past three years should not
structurally impair their earnings power. However, as in the case of our former position in TAL Education, when
regulations impair the long-term earnings power of any business, we take decisive action and exit the position in
accordance with our strict sell-discipline.

That said, we see signs that regulatory headwinds in China may be changing. After a freeze that lasted more than one
year, regulators resumed issuing video game licenses to Tencent and NetEase in late 2022. In July, financial regulators
imposed a $1 billion fine on Ant Group, ending an investigation that began in 2020. That probe was seen as the starting
point in the government’s campaign to exert more control over the country’s most influential technology companies and
their billionaire entrepreneur founders. The Communist Party and government issued a rare joint pledge on July 19% to
improve conditions for private businesses. Beijing outlined more than 30 measures that included promises to treat
private companies the same as state-owned enterprises and consult more with entrepreneurs on drafting policies and
regulations. Chinese regulators met with global investors on July 21t and again on August 25" to sound out and address
their lingering concerns.*

Government is a powerful force in all economies and investors are best served by aligning their exposures with
government priorities. Nowhere has this been more true than in China. Two key government priorities are to foster more
consumption-led growth and improve health care delivery for an aging population. Our Chinese portfolio companies are
leveraged to and well-positioned to capitalize on these priorities.

China wants to increase self-reliance through its “dual circulation” strategy, which seeks to reduce exports as a primary
driver of economic growth by boosting domestic consumption. The GDP share of household spending is under 40%, well-
below the level of 60% or more in most Organization for Economic Co-operation and Development (OECD) economies.*®
Private consumption has been resilient against the backdrop of slower economic growth. Despite the near-term
uncertainties and inevitable challenges of China transitioning from investment-led to consumption-led growth, investors
should not be myopic to the scale of the long-term consumption opportunity. China’s middle class currently numbers 400
million and is projected to grow by an additional 400 million by 2035, which should unleash a wave of consumer
spending that would make China the largest consumer market for both domestic and foreign firms.*®

Chinese spending on healthcare is also below global averages. China spends less than 6% of its GDP on healthcare versus
nearly 9% of GDP for OECD countries and 17% for the U.S.*’ Chinese healthcare spending has been growing faster than
GDP and its share of GDP is forecast to converge toward the global average. China’s importance in the global healthcare
market, both as a growing end-market and as a center of drug discovery and manufacturing, will only increase over the
long-term.
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Disclosure
Sources for all charts: International Monetary Fund, World Economic Outlook Database, April 2023 and World Economic Outlook Update, July 2023, September 2023.

This material is provided for informational purposes only and contains no investment advice or recommendations to buy or sell any specific securities. All investments
carry risk and because the Chautauqua International and Global Growth equities strategies invest in foreign securities, which involve additional risks such as currency
rate fluctuations and the potential for political and economic instability, and different and sometimes less strict financial reporting standards and regulations. They
may also hold fewer securities than other strategies, which increases the risk and volatility because each investment has a greater effect on the overall performance.
Past performance is no guarantee of future results.

This commentary represents portfolio management views and portfolio holdings as of 06/30/23. Those views and portfolio holdings are subject to change without
notice. The specific securities identified do not represent all the securities purchased, sold or held for accounts and you should not assume these securities were or will
be profitable.

The MSCI ACWI ex-U.S. Index®. Is a free float-adjusted market capitalization weighted index that is designed to capture large- and mid-cap stocks across 22 of 23
developed markets countries, excluding the United States, and 24 emerging markets countries. The MSCI ACWI Index® is a free float-adjusted market capitalization
weighted index that is designed to represent performance of the full opportunity set of large- and mid-cap stocks across 23 developed and 24 emerging markets,
including the United States. Indices are unmanaged and direct investment is not possible.

The MSCI information may only be used for your internal use, may not be reproduced, or disseminated 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 or 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.
(www.msci.com).

For additional important information about the fees, expenses, risks and terms of investment advisory accounts at Baird, please review Baird’s Form ADV Brochure,
which can be obtained from your financial advisor and should be read carefully before opening an investment advisory account.

©2023 Robert W. Baird & Co. Incorporated. First use: 09/2023
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