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Foreword

elcome to our ESG & Active Ownership
WReport for Q2 2023. This quarter trips to the

US, Italy, South America, and Australia have
punctuated a Spring calendar already busy with voting
season, over 100 company meetings, and several ESG-
related engagements. We have been fortunate to be
joined by two interns — Sophia and David — who settled
into life in the investment team and contributed to some
important work on miners and banks respectively. In this
context, we would like to highlight the brilliant charity
GAIN (Girls Are INvestors) — who introduced us to
Sophia — and the important work they do helping reduce
the gender imbalance that still exists across our industry.

The lead article of this quarter’s report addresses our
approach to China exposure and the geopolitical
uncertainty that surrounds the US-China rivalry, in
particular the issue of Taiwan. The Hosking Partners
portfolio is underweight China in direct terms, but
remains exposed to its economy in several important,
indirect ways. The article discusses how we think about
this issue, as well as shedding light on our approach to
geopolitical uncertainty more broadly.

Elsewhere, analyst Steve Chambers recounts the key
take-aways from his recent trip to Central and South
America. This fascinating part of the world offers some
compelling valuations, but it remains difficult to get
comfortable with elements of political risk and uneven
governance.

As ever, please do be in touch with any questions.

Mo

Roman Cassini
Head of ESG
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Three-Body Problem: China and the issue
of uncertainty

*  We are often asked about our investment approach to China, and in particular the risk to the
portfolio in the event of a conflict over Taiwan

* The Hosking Partners’ portfolio’s underweight to China reflects a cautious approach to
geopolitical uncertainty in the region combined with a distorted supply-side market
environment

= This article examines these factors in more detail and lifts the lid on how we think about this

fascinating but complex topic

“A crisis is an opportunity riding a
dangerous wind.” Chinese proverb

Introduction

The China-Taiwan-US relationship could produce
a range of scenarios up to and including nuclear
war. Much like the phenomenon in classical mechanics
from which this note takes its title — whereby in a three-
body system, any miniscule change in initial conditions can
result in wildly different outcomes — the deep
complexities of this three-way strategic impasse resist
simplistic forecasting. Each movement by one actor
prompts a kaleidoscopic range of responses by the other
two. Expertise in one of the three promises none in the

others. And viewing the issue through a singular lens of
economics, military strategy, geopolitics — or any other
isolated discipline — does little to confer an actionable
advantage in predicting the future course of events in the
region. This is demonstrated by the remarkable lack of
consensus — whether within public or private spheres —
about the exact nature or magnitude of the threat posed
by this critical geostrategic relationship.

At Hosking Partners we are generalists, and we
make no claims to specialised expertise or in-
depth insight. Fittingly, our conclusion is one of
uncertainty, and our portfolio’s approach to the region
reflects that uncertainty. In this article, we will make
some simple observations about the geopolitical situation
as we see it, as well as comment on several other
investment concerns which contribute to our
underweight to China (see Figure I). In doing so, we

Figure |: Hosking Global Fund China exposure (ex-Hong Kong) vs the benchmark
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hope readers gain a window not only into how we think
about China from an investment point of view, but also
how the consideration of geopolitical risk ties into our
capital cycle approach.

A realist perspective makes war
seem inevitable

Commentators tend to ascribe everything in
geopolitics to idealism or everything to realism,
and never the twain shall meet. Realists argue that
international relations are driven by the cold logic of
competition. ldealists, on the other hand, view
international relations as an extension of domestic
ideology and politics. The Taiwan situation has its roots
in both. A 2015 Harvard Kennedy School study identified
16 historical examples of rising powers challenging
established powers, and 12 of these led to war (this is
what is sometimes called the ‘Thucydides Trap’). A
theme in most of the scenarios ending in war is that
competition — for resources, land, military power — was
combined with ideological difference. Conversely, where
war was avoided, the two powers tended to share similar
ideologies, for example Spain-Portugal in the | 5th century
and the US-UK in the early 20th. In the case of rising
China versus the dominant US, realist competition
appears to be combined with distinct ideological
disagreement. And while Taiwan is only one of several
possible flashpoints, history tells us that war — in some
form — is therefore probable. But is history right?

Taiwan is just one thread in the grand tug-of-war
between the US and China. Its importance is
nonetheless significant. Geographically, Taiwan forms the
central link in the chain of islands that stretches from the
southern tips of Japan and South Korea, along the outer
edge of the East China Sea, across the Bashi Channel and
south to the Philippines (see Figure 2). This chain of US
allies guards China’s maritime access to the Pacific.
Alongside the Malacca Strait between the Malay
Peninsular and Sumatra, these key naval channels could
cut off China’s maritime trade routes relatively quickly if
blocked by a hostile navy. As we wrote in ‘The Gambler’,
a key consideration in both Xi Jinping’s approach to
Russia and his build out of EVs is reducing China’s reliance
on imported seaborne oil, thus minimising this
geographical vulnerability. Reunifying Taiwan, however,
would be the real geostrategic gem. Taking control of the
major Kaohsiung naval base which sits at the southern tip
of Taiwan would break the US-controlled island chain in
half. This would not only guarantee China reliable passage
to the Pacific, but also provide it with the ability to turn
the tables and block US access to the South China Sea.
Without that reliable military and trade access, the US’
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Figure 2: Japan-Taiwan-Philippines island chain

ability to compete with China as a regional power in
South-East Asia would suffer a critical blow.

Taiwan is also central to the battle for control of
semiconductor technology. The small island has
become a specialist in chip manufacturing. The
flagship Taiwan Semiconductor Manufacturing Company
(TSMC) is one of just three companies able to produce
the world’s highest-end chips, thriving as the industry
rationalised and weaker competitors fell away (see Figure
3, next page). TSMC now produces around 60% of the
world’s semiconductors, and almost 90% of the most
advanced types. Both China and the US regard
production and supply of semiconductors as a critical
strategic aim. China is some distance behind, and — as
Chris Miller writes in his excellent book Chip War — is
“staggeringly reliant on foreign products”. Most of these
products are made by the US or a close ally. In response,
China has put the construction of a domestic chip
industry at the heart of its industrial policy. Success
would not only provide massive support to cutting-edge
Chinese military technology — including Al — but would
also put a significant dent in US export revenues. China
spends in the region of $300 billion annually importing
semiconductors, much of which flows to the US and its
close allies South Korea and Taiwan. However, thus far,
China has proven poor at replicating the most advanced,
precision manufacturing techniques of its adversaries.
Again, as with the geographic problem described in the
previous paragraph, reunifying Taiwan and taking control
of its chip industry would offer a convenient shortcut if it
could be achieved in the right way.

These powerful realist incentives to seize Taiwan
have been countered in a similarly realist manner
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Figure 3: Semiconductor industry rationalisation vs circuit size (smaller is better)
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— with hard deterrence. The US has almost 100,000
troops stationed in the region, alongside the 50-60
vessels that make up its 7th Fleet. These numbers will
increase significantly in coming years. Meanwhile, close
ally Japan has recently committed to spend 2% of GDP on
defence, a level unheard of since WW?2 and which will
make Japan the third largest defence spender in the
world. Elsewhere, the AUKUS pact between the US, UK,
and Australia has been designed to increase the number
of nuclear-capable submarines operating in South-East
Asia. These measures have been implemented — to a
substantial degree — with the aim of deterring the Chinese
threat of invading Taiwan. More broadly, they are to
respond to China’s recent build-out of military power.
The Chinese armed forces now incorporate the world’s
largest standing army and have been adding to their naval
fleet — in pure tonnage — the equivalent of an entire Royal
Navy every four years. Amassing military assets does not
necessarily mean they will be used, especially in the age
of nuclear deterrence. However, Russia’s invasion of
Ukraine is a reminder that the very existence of military
mass does assert a form of gravitational pull towards
conflict, particularly when wielded by an autocratic state
with few formal checks or balances. If you build for war,
war might well come knocking.

The idealist picture is more
complicated, but offers hope

This is not just a story about autocracy versus
democracy. Although it is tempting to paint it in those
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terms, their simplicity obscures a tapestry of competing
and overlapping ideologies. Clearly, there is a
fundamental disagreement about how societies -
nationally and internationally — should be organised, and
the values which those societies should promote. These
differences have their routes in history, reaching back far
beyond the 20th century tussle between capitalism and
communism to Aristotle and Plato in the West and
Confucius in the East. If each of the US and China is
pursuing a deeply different vision of global society, surely
the ideological basis for conflict could not be stronger?
Francis Fukuyama has pointed out that neither China nor
the US are very good examples of either autocracy or
democracy, respectively, and in turn neither system is
successfully upholding the underlying values it claims to
protect. The degradation of US democracy may be more
visible — particularly here in the West — but China is also
exhibiting all the flaws inherent in an autocratic approach.
Opposing ideological systems that happen to be broken
probably make top-down miscalculation — and so war —
more likely. But broken systems also produce bottom-up
effects that may pull them away from conflict.

In China, the strategic importance of the one-
child generation should not be overlooked. This
generation, now anywhere between 10 and 40 years old,
may hold the keys to China’s future. Keyu Jin describes
how many were raised under conditions of intense
competitive pressure in an education system based on
rote-learning and frequent examination. Despite a
graduate population highly qualified on paper, high-tech
roles nevertheless go unfilled; Jin reports that as of late
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2022, there are as many as 300,000 vacancies in China’s
semiconductor industry, even as many Master’s and PhD
holders are working manual jobs. A remarkable 20% of
16 to 24-year-olds are unemployed. This uncomfortable
situation is a popular topic on social media in China.
Recently, an obscure short story about a scholar-turned-
beggar became a viral representation of the generation’s
plight. Written in 1918, the story’s main character — Kong
Yiji — rejects much of Chinese society and longs for a
kinder world. He is mocked for his views. What do the
parts of a generation that identify with such a character
make of China-Taiwan? It is difficult to know — censuses
do not exist in China — but Jin writes that the anecdotal
evidence suggests a general aversion to outright war,
even among those who believe Taiwan is rightfully a part
of China (the dominant view). This seems to have
increased following Russia’s disastrous experience in
Ukraine. If true, this is significant. China may not be a
democracy, but the one-child generation is large and
accordingly wields political influence. This was clearly
demonstrated during the 2022 protests which led to an
abrupt U-turn on the zero-Covid lockdown policy —
which were led in a large part by overqualified manual
workers. Ignoring this critical segment of Chinese
society’s views and ideas — which are born of the failures
of Chinese autocratic governance — would be at President
Xi’s peril.

In the Chinese Communist Party (CCP) itself, the
structural challenge of guaranteeing lifetime rule
may limit President Xi’s institutional agency.
Autocracy is often heralded as having the advantage of
facilitating unilateral decision-making, which enables the
implementation of drastic policy. Putin’s actions in
Ukraine have recently served as an example of this
dynamic. However, the extreme concentration of power
can also have the counter-intuitive effect of limiting
meaningful policy action, as China expert Dr Victor Shih
writes. In China, as more power is concentrated around
the President, the top elites — who are responsible for

implementing Party policy — are disincentivised from
taking on operational risk for fear of reprisals. As such,
they tend towards carrying out tasks on paper only, thus
limiting real institutional development. This was the case
in the late-Mao era, and increasingly it is emerging again
today. Maintaining this “coalition of the weak” serves
President Xi’s purposes by reducing direct internal
threats to his nominal authority, but at the cost of
reducing the real-world utility he derives from that
authority. Shih points out that the way power is exercised
is very different in Beijing to Moscow, with far more
bureaucracy and less decision-making devolved to
subordinate actors as in the ‘capo di tutti capi’ (boss of
bosses) model that Putin appears to have borrowed from
the mafia. As such, the view that China’s drift towards
one-man autocracy heightens the likelihood of the
invasion of Taiwan may be oversimplistic. Not only does
the will of the people still matter, but the structural and
bureaucratic reality of maintaining a one-man state may
obstruct rather than lubricate the path to war by reducing
structural risk appetite. Of course, although this dynamic
may complicate top-down policy implementation, it can
also raise the risk of bottom-up miscalculation as
relatively junior powerbrokers — such as Chinese military
officers — jockey for favour. Recent near-collision
encounters between American and Chinese warships
may be an example of this sort of behaviour.

Socioeconomic factors — arising in part from
China’s broken autocracy — may also act as a
counterbalance to war. Demographic aging and a
slowing economy mean deflation is real risk in China. The
GDP deflator — which measures growth in real terms —
has recently turned negative (see Figure 4). Local
government debt servicing has surpassed RMB | trillion
per month, and nationally it represents over 100% of local
budgetary income and growing. Employment figures — as
described in the previous paragraph — are poor and both
housing sales and exports are weak. Unsurprisingly
stimulus is on the policy agenda, but here the CCP’s

Figure 4: China GDP deflator (2000-2023)
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options are limited. President Xi has long been wary of
outright QE, which risks capital flight. But his long-
favoured fiscal alternatives of infrastructure spending and
property investment are constrained by high debt and
low revenue growth at the local level, where many
regional entities and state-operated enterprises are
already in a balance sheet recession. Tellingly, China’s
credit impulse (the amount of new credit issued as a
percentage of GDP) is starting to decline, suggesting
monetary conditions are tightening despite policy noise
to the contrary. And all of this gets worse if US-China
relations collapse, which will only further impact exports
and employment figures. As such, in the near-term, the
Chinese government has relatively little control over its
own economic fate, and so a stable global macro-outlook
and relatively constructive trade relationships with the
West remain in its interests despite the hostile rhetoric.
This restricts China’s optionality around Taiwan in the
near to medium term and incentivises maintenance of the
status quo.

So although cold realism makes war seem like a
logical outcome, party politics, idealism and
economics are pushing back. It is unlikely that many
in China want a ‘hot’ — i.e. conventional military — war
with Taiwan any time soon, and even fewer with the US.
And interestingly, only around 5% of Taiwanese citizens
support independence “as soon as possible”. A large —
and still rising — majority favour maintaining the current
status quo. President Xi must also recognise the
significant downsides to an outright invasion. Tactically,
amphibious landings are a military nightmare, while
strategically Russia has demonstrated the folly of poorly
thought through adventurism. However, as author Fred
Kagan has written, “compellance” — war — is only one
route to reunification, and it will be the last that is
attempted because the costs are the highest. He
identifies two others, “forceful persuasion” and
“coercion” which use a combination of hard and soft
means to achieve their effect. Xi has publicly staked his
legacy on “resolving the Taiwan question”. So while in
the near-term war seems unlikely, we should
nevertheless expect tensions with the US to tighten
further, especially if domestic economic conditions ease.
And as they do, the collective will to avoid full-scale war
may increase the range and scope of the means that are
employed short of that end. Similarly, the scope for
miscalculation rises. We do not know what this will look
like. The range of outcomes is broad. But we should
expect financial measures — already proven ‘in battle’
against Russia — to be implemented far quicker, and more
aggressively by both sides. This means there is an
uncomfortable trade-off between the potential for a near-
term economic recovery — which could be positive for
Chinese equities — and the longer-term implications that
recovery infers for the CCP’s optionality in Taiwan.

Closely monitoring this situation as it develops will be
critical to determining the level of exposure we retain.

It is not only about geopolitical risk

Uncertainty around the Taiwan question forms an
important part of Hosking Partners’ thinking on
China - but another reason for caution is rooted
in our capital cycle approach. To recap, the basic
logic of this approach is that observing the flow of capital
into and out of industries (and geographies) provides an
insight into their behavioural and competitive dynamics.
These dynamics — the addition or removal of capacity, the
rationalisation or expansion of competition, the spending
or withholding of investment — influence future returns
on capital in a directionally predictable way. And over the
long run, it is returns on capital that primarily determine
the direction of share prices. Figure 5 (next page)
provides a graphical depiction of this process.

Through the lens of the capital cycle, large parts
of the Chinese market remain unattractive. The
flow of capital into certain Chinese industries — and its
relationship with forthcoming supply — is difficult to
observe. Company filings are opaque, national-level data
is often redacted or edited, and third-party audit is of
consistently poor quality. A relatively well-known
example of this is data for Chinese coal production —
which is of enormous international significance due to its
pivotal role in global supply chains — but is extremely
unreliable. Nevertheless, the advantage of considering
supply rather than demand is that being directionally
correct is valuable in itself even if granular exactitude is
lacking. And directionally, the supply picture — particularly
in the extractive industries that have driven Chinese
growth — is one of state-driven overcapacity. Ultra-
subsidised coal power and questionable employment
practices buy China an advantageous position on global
cost-curves, and thus domination of upstream and
midstream market shares across a range of commodities.
The practice of running these industries for share rather
than returns shows no signs of abating, and in fact the
CCP has been consolidating its influence via a series of
reforms that blur the line between private companies and
SOEs. Firms are required to establish formal CCP
committees, the activities of which are opaque and are
carried out with no shareholder oversight. Meanwhile,
industrial subsidies in China are worth an astonishing
$250-400 billion per year. This equates to almost 2% of
Chinese GDP and a level which is three times higher than
in South Korea, which is itself the world’s second most
subsidised industrial economy. The web these pay-outs
have spun has incentivised an ever more complex
network of joint ventures (‘JVs’) which — combined with
direct CCP involvement — creates a hugely significant

www.hoskingpartners.com | +44 (0) 20 7004 7850 | 11 Charles Il Street, London, SW1Y 4QU |



This report has been edited for public release

The Capital Cycle
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Figure 5: The capital cycle

additional driver (or otherwise) of flows of capital. The
capital cycle approach tells us that — all else equal — if the
CCP continues to flood these industries with capital while
concurrently distorting free competitive behaviour, then
future returns will remain compressed.

Where Hosking Partners does retain direct
exposure to Chinese companies is mostly in the
online retail sector. Our ownership of several Chinese
internet companies is predicated on the view that they
have deeply entrenched market positions with high
consumer mindshare, allowing them to sustain high
returns on capital. The marketplaces of Taobao and
Tmall, the super-app WeChat, and ’s extensive
logistics infrastructure act as a toll road on the rising living
standards of the Chinese population, which remains the
key priority of the CCP. In recent vyears, we
underestimated the impact of government regulations
and the rising competitive intensity within the industry,
but see early signs that these headwinds are abating. The
$1 billion fine imposed on Ant Group has been signalled
as the concluding step in the regulatory crackdown. At
the same time, management teams are placing a greater
emphasis on higher quality growth and cost efficiencies,
which in most cases has led to improved profitability.
Lastly, we have been positively surprised by the
magnitude of shareholder returns. In 2022,

reduced its share count by 4% and returned
>[0% of its market capitalization, including the
distributions of JD.com and Meituan shares. Many
investors believed these companies would never be

Return on Investment

A

Stock Market Cycle Return on Capital

Source: Hosking Partners

allowed to return meaningful amounts of capital to
Western shareholders, but instead there are signs that
the higher level of returns will continue. In contrast to
the extractive industries — where government meddling
is leading to over-supply — the capital cycle rationale for
investment in this part of the Chinese market seems
persuasive.

Hosking Partners also retains indirect exposure
to the Chinese economy in several important
ways. As discussed above, cracks are emerging in the
Chinese economy — particularly in real estate — and
macroeconomic concerns centred on population decline
are growing in prominence. But we would nevertheless
hesitate to question its long-term potential. Even if the
unprecedented growth rates of the early 2000s and 2010s
are behind us, China will likely remain a pivotal player in
global economics and politics for the duration of the 21st
century and beyond. As such, while not directly
expressed via an overweight to Chinese firms due the
risks described in this article, the Hosking Partners
portfolio remains indirectly exposed to China in several
important ways. The Chinese market remains a key
driver of both supply and demand of energy and materials,
which as a theme constitute around 25% of the Hosking
Partners portfolio. We have written about this
previously, in our article ‘A Diverse World’. Meanwhile,
the capital cycle rationales for investing in many of the
companies we own elsewhere in South-East Asia — and
we are overweight Hong Kong, Malaysia, the Philippines,
Thailand, and South Korea as markets — are often
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connected to China. These interrelationships are not
well-captured by simple attribution metrics. But they
form a common element in our global generalist
approach, which uses the lens of the capital cycle to ‘look
through’ sectoral and geographic differences to capture
the opportunities concealed behind the headlines.
Clearly, in a situation of full-scale war between the US
and China, all bets are off. But indirect exposure to the
Chinese economy — of the type described above — should
prove resilient to a much wider range of sub-threshold
scenarios.

Conclusion

The strategic uncertainty implicit in the Taiwan
problem - combined with the misallocation of
capital identified by our capital cycle approach in
large parts of the Chinese market - leads to our
underweight position. It seems to us that — for now —
it remains in the interests of all three parties to continue
the current status quo of mutual strategic uncertainty.
Nevertheless, a war is conceivable, and the scope for
miscalculation is high. In recent years, the checks and
balances that serve to dampen such disturbances have
been weakened by antagonistic diplomacy on the part of
populist, protectionist Westerners and their increasingly
ideological Chinese counterparts. This dynamic means
that there is a lot that could happen that isn’t war, but
which still carries risk for Western investors. And the
West’s inability to prevent the invasion of Ukraine means
that many of these measures — such as sanctions and the
seizure of assets — will be deployed much faster next time,
ahead of rather than in response to military conflict. This
is a sliding scale that we are already riding on. Tightening
capital controls, tit-for-tat trade restrictions, and import

bans are already being deployed. And the way the CCP
allows foreigners to invest in Chinese shares seems
designed to facilitate their easy confiscation. The risk of
capital loss for foreign investors in China is undoubtedly
material, and although in the near-term attractive
valuations in certain parts of the market give us the
confidence to hold a small selection of nhames, we feel that
overall the risk-reward equation remains skewed to the
downside.

At Hosking Partners we abide by the aphorism
that it is better to be roughly right than precisely
wrong. In China, geopolitical risk and lack of
transparency mean the risk of being ‘precisely wrong’
remains uncomfortably high, especially as we continue to
reflect on our experience in Russia. However, our
unconstrained, generalist approach means that whether it
is via our limited investments in Chinese online retail,
portfolio focus on energy and materials, exposure to
South-East Asia more broadly, or keen interest in the
capital cycle in semiconductors, we are hopeful that our
holistic approach to China and the surrounding region
strikes a balance that is ‘roughly right’. As ever, we will
continue to interrogate this thesis — including via a
research trip to the region later in the year — for the long-
term benefit of our clients.
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Voting Summary

Proxy voting is a fundamental part of active ownership and our procedures are designed to ensure we instruct
the voting of proxies in line with our long-term investment perspective and client investment objectives. We use
the proxy voting research coverage of Institutional Shareholder Services Inc (ISS). Recommendations are
provided for review internally, and where the portfolio manager wishes to override the recommendation they
give instructions to vote in a manner which they believe is in the best interests of our clients.

100% Q2 2023 Voting Breakdown
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95% With
Against, Mgmt, 16
h Against
ISS, 31
90%
85%
With
80% Mgmt, 31
Against
SS, 34
75%
Against
Mgmt, 3

70%

2023 YEAR.TO-DATE FOR AGAINST ABSTAIN _
holder holder holder
227 2 40

Director related, elections etc 2,632 1% 7% - 15%
Routine/Business 845 <I% 41 17% - - 2 -
Capitalisation incl. share issuances 399 - 38 - - - 6 -
Remuneration & Non-Salary Comp 527 2% 96 4% - - 9 -
Takeover Related 44 - 8 - - - - -
gg’\':::::zzta' Social, and Corporate 68 | 50% | 69 | 94% | 100% 15 | 100%
Other 49 22% 21 33% I - I 100%
Total 4,564 2% 500 20% 24 4% 73 30%

Not displayed in this table are 91 votes for ‘Other’ (e.g. Withhold and advisory votes on pay frequency) and |23 non-votable proposals.
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Engagement Summary

Corporate engagement is a core component of Hosking Partners' process. As well as engaging in specific
situations, we focus on company management, and careful consideration is undertaken by the portfolio
managers to assess whether the management teams’ time horizons and incentive frameworks are aligned with
the long-term interests of our clients. We also look to confirm management’s understanding of capital allocation
and believe part of getting capital allocation right is to consider environmental and social risks, along with other
factors that might affect a company’s long-term valuation.

Q2 2023 ESG Engagements Breakdown

= Environment = Social

® Governance = Multiple
50

45
40
35
30
25 14

eopolitical

22Q3 22Q4 23QI 23Q2

Hosking Partners” Q2 2023 Postcards

Luke and Roman don some fashionable safety gear while scaling Analyst Chris Beaven meets some of his investment heroes at the
the Sydney Harbour Bridge during a recent visit ‘Down Under’. Berkshire Hathaway AGM in the US.
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Central and South America

= Many frontier markets are trading on multi-year low valuations as their battered economies

limp from wounds inflicted by the pandemic and lockdowns, political upheaval, and the

ravages of high inflation — this is in stark contrast to large parts of developed capital markets

which are expensive on typical measures

* Brazil embodies many of these challenges but is also showing some green shoots and

tentative signs that more settled economic conditions will prevail in the medium-term

* In June we visited Latin America to investigate several capital cycles and grapple with a range

of challenging governance issues — we engaged with 50 corporates, some we know well and

others that are new to HP

The weight of Latin America in the benchmark is
1% as of the end of Q2 2023, half what it was when
Hosking Partners launched. Our exposure peaked at
2.9% in October 2016 and resides at 2.3% presently, and
we have work ongoing to interrogate the merits of
counter-cyclical investments to modestly increase our
exposure to the region.

It is hard to imagine a more toxic cocktail of
circumstances for emerging and developing
economies (EMDEs) than those that followed the
outbreak of Covid-19. Export demand dwindled as
lockdowns took their toll and the total debt of EMDEs
ballooned to a 50-year high as they struggled to
simultaneously fund a paused economy and deal with a
humanitarian catastrophe. All the while foreign capital
took flight, leaving 2023 investment 8% lower than what
the World Bank expected when cutting its forecasts back
in the halcyon days of early 2020. The inflation shock and
associated increase in the foreign exchange value of the
dollar that followed were like a match to a tinderbox and
they have effectively left one in five EMDEs locked out of
global debt markets versus one in fifteen in 2019. China’s
lackluster economic rebound and the impacts of the
Russo-Ukrainian War on food and energy availability and
prices have, in general, added to the woes of frontier
markets.

The outlook for EMDE:s is intrinsically linked to
the outlook for the global economy, and rarely are
opinions so divided on what lies around the
corner. Times like these are exciting because periods of
uncertainty and ignorance have the potential to deliver
high expected investment returns, not least because of an
absence of competition from sophisticated, but
conventional, investors. Associated mental models are
the lifework of Professor Richard Zeckhauser, the
Kennedy School’s Professor of Political Economy.

Hosking Partners’ history with Richard stretches back to
2007 when Jeremy first attended his course and we have
returned to school regularly ever since, with HP’s next
generation of multi-counsellors attending class late last
year.

Our gaze has fallen on EMDEs specifically because
the general level of uncertainty described above is
compounded by idiosyncratic risks which have
resulted in extremely low valuations. Brazil is a
prime example, the Ibovespa is trading on a multiple of
earnings last visited in the depths of the Great Financial
Crisis. Richard terms such situations ‘unknown,
unknowable and unique’ or ‘UUUs’ for short; it’s in these
situations that some of the most impressive investment
returns can be found. Many generalists shy away from
UUUs in emerging markets because they fear local
investors have an informational advantage that outweighs
the valuation opportunity they perceive from their desk
in London or New York. Of course, that can be true, but
UUU:s exist when the margin of safety is extremely wide.
Richard puts it eloquently, ‘Do not engage in the heuristic
reasoning that just because you do not know the risk,
others do. Think carefully, and assess whether they are
likely to know more than you. When the odds are
extremely favorable, sometimes it pays to gamble on the
unknown, even though there is some chance that people
on the other side may know more than you.’

As expected, the set up in Brazil is intimidating
for investors. The country has recently emerged from
one of the closest elections in memory in which President
Lula, having spent two years in prison, was victorious.
Violent protests in Brasilia accompanied the departure of
his predecessor President Bolsonaro. Lula has inherited
a bruised economy. The Brazilian federal funds rate, the
Selic, is at a multi-year high of 13.75%, significantly in
advance of inflation which dropped to a three-year low of
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Figure |: Ibovespa P/E (blended 12 months forward)
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3.2% in June (vs. 10.1% a year earlier). Commentators
expect Governor Neto to cut rates at August’s central
bank meeting but, as a Bolsonaro loyalist, elevated
tension between him and Lula is a source of anxiety for
many. Beholden to a center-right Congress and prisoner
to one of the lowest approval ratings of any incoming
President, Lula has positively surprised many local
economists with fiscally responsible proposals (so far).
We think there are other signs to suggest the future may
hold more positive surprises for EMDEs in general. High
real rates are cited as the driving force behind a rally in
EM high-yield hard-currency bonds, long-awaited by local
fixed-income investors (although there has been a dearth
of issuance). A rally in local debt markets, never
explainable by any one theory, is often a prelude to better
performance in frontier equity markets, in our
experience. Observations along these lines in Sri Lanka
has prompted additions to our existing holdings (the
largest being ) as well as initial positions in
several new ones including , which has
appreciated over 100% year-to-date.

When an UUU is identified, the best use of an
investor’s time is focusing on ‘the knowable’; the
industries and companies that constitute the
opportunity set. With that in mind in June Steve
Chambers departed our new offices on Charles Il Street
for a month of travel through Mexico, Chile and Brazil
(where most of the time was spent), engaging with 50
companies in total. The insights one takes in whilst in the

2013

2014

2014
2015
2016
2016
2017
2017
2018
2019
2019
2020
2020
2021
2021
2022
2023

Source: Bloomberg (June 2023)

field are — for reasons that are not entirely clear —
immeasurably more valuable than what one derives
through Zoom calls. Perhaps one explanation applicable
to this trip is simply trust. Governance in Latin America
is more complex than it is in more familiar markets; it was
not long ago that most of Latin America was under some
form of dictatorship and many companies are still in the
grip of those families that benefited from the first wave of
privatization (sometimes this is obvious on the
shareholder register, sometimes it is not). Trust between
these parties, the government of the day and minority
investors is, unfortunately, often lacking, and
interrelations are complex. Our meetings were a chance
to get to the bottom of the relationship between the
executive, controlling shareholders and the government,
to work out the likely implications for capital allocation
decisions. After all, at its heart the capital cycle approach
is 2 window into the psychology of those allocating capital
in industry.

Visits to our long-term investments in

and have prompted renewed enthusiasm,
the former encapsulating the opportunity we
perceive in both Brazil and oil (and the reflexivity
between the two). Petrobras’ new (Lula-appointed)
CEO, Jean Paul Prates, has signaled they will invest more
in renewables than they have historically, and the dividend
will be capped. This is a particular worry since Petrobras’
balance sheet has, at times, served as the government’s
piggie bank. That said, he has given reassurances that
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capital expenditure will not rise above 15% of sales over
5 years. Funneling investment away from oil and into
renewables has clear risks and, in addition, if Lula’s
economic policies fail then parafiscal interventions, in the
form of increased fuel subsidies for consumers, may
follow. The shares were last this cheap on EV/sales (LTM)
in 2002 (Lula’s first election) and have only been
significantly cheaper, in the last 30 years, in 1995
(hyperinflation & devaluation). They will always trade at
a ‘governance discount’ to oil producers in more reliable
jurisdictions, but the margin of safety seems compelling in
our view.

Brazil’s premium listing class, Novo Mercado,
requires governance standards on a par with the
best seen in developed markets. Amongst the
requirements are a single share class and the abolition of
shareholder voting agreements (so-called ‘one share one
vote’), a minimum free float requirement of 25% and a
minimum dividend payout ratio of 25%. The growing
popularity of this class is a step in the right direction.

We initiated a new investment in a Novo
Mercado-listed truck leasing company, Vamos.
Founded (and 68% owned) by the Simoes family, who also
founded car hire company Movida (which competes
against Localiza, another holding in the Hosking
Partners portfolio). They have used their scale to
establish a national business with a 30% buying advantage,
an economy of scale they share with customers to offer

trucks and associated servicing at a price which
significantly undercuts the total costs associated with
owning and maintaining an equivalent vehicle. Itis a young
business and the runway for growth seems long; the key
question for us is whether their scale and their first-
mover advantage will prove sufficiently durable as capital
inevitably attempts to muscle in and erode their returns.
They have 80% share of an industry that represents just
1.5% of the trucking fleet in Brazil and expect to grow at
a revenue CAGR of 35% between now and 2025. The
business has derated substantially since its IPO in 2019
(symptomatic, we believe, of the macroeconomic
backdrop) from 6.5x EV/sales to 3.5x despite managing a
revenue CAGR of 46% over that period. Today’s
valuation is at a significant discount to similar businesses
that we know well.

Based on current plans the Hosking Partners
team will have journeyed to six of the seven
continents by the end of the year. In aggregate, we
will meet and engage with hundreds of companies — both
prospects and portfolio holdings — in our remit as global
generalists. Jeremy and Chris will revisit Japan in the
autumn, following a stop in Hong Kong where Omar will
join for a busy week of meetings in another market that
looks to be pricing in extremely pessimistic outcomes, as
discussed in this report’s lead article. This sort of face-to-
face engagement helps us get a tactile sense of how long-
term, intangible issues are affecting capital cycles across
our unconstrained investment universe.
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Appendix I

Hosking Partners has subscribed to the ‘Implied Consent’ service
feature under the ISS Agreement to determine when and how ISS
executes ballots on behalf of the funds and segregated clients. This
service allows ISS to execute ballots on the funds’ and segregated
clients’ behalf in accordance with ISS recommendations. Hosking
Partners retains the right to override the vote if it disagrees with the
ISS recommendation. In practice, ISS notifies Hosking Partners of
upcoming proxy voting and makes available the research material
produced by ISS in relation to the proxies. Hosking Partners then
decides whether or not to override any of ISS’s recommendations. A
range of factors are routinely considered in relation to voting, including
but not limited to:

e Board of Directors and Corporate Governance. Eg. the
directors’ track records, the issuer’s performance, qualifications of
directors and the strategic plans of the candidates.

e Appointment / re-appointment of auditors. Eg the
independence and standing of the audit firm, which may include a
consideration of non-audit services provided by the audit firm and
whether there is periodic rotation of auditors after a number of
years’ service.

e Management Compensation. E.g. whether compensation is
equity-based and/or aligned to the long-term interests of the
issuer’s shareholders and levels of disclosure regarding
remuneration policies and practices.

e Takeovers, mergers, corporate restructuring and related
issues. These will be considered on a case by case basis.

In certain circumstances, instructions regarding the exercise of voting
rights may not be implemented in full, including where the underlying
issuer imposes share blocking restrictions on the securities, the
underlying beneficiary has not arranged the appropriate power of
attorney documentation, or the relevant custodian or ISS do not
process a proxy or provide insufficient notice of a vote. The exercise
of voting rights may be constrained by certain country or company
specific issues such as voting caps, votes on a show of hands (rather
than a poll) and other procedures or requirements under the
constitution of the relevant company or applicable law.

The decision as to whether to follow or to override an ISS
recommendation or what action to take in respect of other shareholder
rights is taken by the individual portfolio manager(s) who hold the
position. In circumstances where more than one portfolio manager
holds the stock in question, it is feasible, under the multi-counsellor
approach, that the portfolio managers may have divergent views on the
proxy vote in question and may vote their portion of the total holding
differently.

Hosking Partners recognises that ESG considerations are important
factors which affect the long-term performance of client portfolios. ESG
issues are treated as an integral part of the investment process,
alongside other relevant factors, such as strategy, financial risk, capital
structure, competitive intensity and capital allocation. The relevance and
weighting given to ESG and these other issues depends on the
circumstances relevant to the particular investee company and will vary
from one investee company to another. Whilst Hosking Partners may
consult third-party ESG research, ratings or screens, Hosking Partners
does not exclude any geographies, sectors or stocks from its analysis
based on ESG profile alone. The multi-counsellor approach, which is
deliberately structured so as to give each autonomous portfolio
manager the widest possible opportunity set and minimal constraints to
making investment decisions, means that ESG issues and other issues
relevant to the investment process are evaluated by each portfolio
manager separately, with the support of the Head of ESG.

Interaction with management and ongoing monitoring of investee
companies is an important element of Hosking Partners’ investment
process. Hosking Partners does however recognise that its broad
portfolio of global companies means that the levels of interaction are
necessarily constrained and interaction will generally be directed to
those investee companies where Hosking Partners expects such
involvement to add the most value. Monitoring includes meeting with
senior management of the investee companies, analysing annual reports
and financial statements, using independent third party and broker
research and attending company meetings and road shows.

Hosking Partners looks to engage with companies generally, and in
particular where there is a benefit in communicating its views in order
to influence the behaviour or decision-making of management.
Engagement will normally be conducted through periodic meetings and
calls with company management. It may include further contact with
executives, meeting or otherwise communicating with non-executive
directors, voting, communicating via the company's advisers, submitting
resolutions at general meetings or requisitioning extraordinary general
meetings. Hosking Partners may conduct these additional engagements
in connection with specific issues or as part of the general, regular
contact with companies.

Some engagements highlighted in this publication are part of an ongoing
two-way dialogue, and as such Hosking Partners may not always publish
the specific details of engaged firms. Where this is the case, further
information about the engagements is available to clients upon request.
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Appendix I1

DISCLAIMER

Hosking Partners LLP ("Hosking") is authorised and regulated by the Financial Conduct Authority and is registered as an Investment Adviser with the US Securities and Exchange
Commission (the "SEC") under the Investment Advisers Act of 1940. Hosking Partners LLP (“Hosking”) is an authorised financial services provider with the Financial Sector
Conduct Authority of South Africa in terms of the Financial Advisory and Intermediary Services Act, 37 of 2002. FSP no. 45612.

Hosking Partners LLP (ARBN 613 188 471) (“Hosking”) is a limited liability partnership formed in the United Kingdom and the liability of its members is limited. Hosking is
authorised and regulated by the FCA under United Kingdom laws, which differ from Australian laws. Hosking is exempt from the requirement to hold an Australian financial
services licence under the Corporations Act 2001 (Commonwealth of Australia) (“Corporations Act”) in respect of the financial services it provides to “wholesale clients” as
defined in the Corporations Act (“Wholesale Clients”) in Australia. Hosking accordingly does not hold an Australian financial services licence.

The information contained in this document is strictly confidential and is intended only for use by the person to whom Hosking has provided the material. No part of this report
may be divulged to any other person, distributed, and/or reproduced without the prior written permission of Hosking.

The investment products and services of Hosking are only available to persons who are Professional Clients for the purpose of the Financial Conduct Authority’s rules and, in
relation to Australia, who are Wholesale Clients. To the extent that this message concerns such products and services, then this message is communicated only to and/or
directed only at persons who are Professional Clients and, where applicable, Wholesale Clients and the information in this message about such products and services should
not be relied on by any other person.

This document is for general information purposes only and does not constitute an offer to buy or sell shares in any pooled funds managed or advised by Hosking. Investment
in a Hosking pooled fund is subject to the terms of the offering documents of the relevant fund and distribution of fund offering documents restricted to persons who are
“Professional Clients” for the purpose of the Financial Conduct Authority’s rules and, for US investors, “Qualified Purchasers” or, for Australian investors, Wholesale Clients
and whom Hosking have selected to receive such offering documents after completion of due diligence verification.

This document is not intended for distribution to, or use by any person or entity in any jurisdiction or country where such distribution or use would be contrary to local law
or regulation. Distribution in the United States, or for the account of a "US persons", is restricted to persons who are "accredited investors", as defined in the Securities Act
1933, as amended, and "qualified purchasers", as defined in the Investment Company Act 1940, as amended.

Investors are also reminded that past performance is not a guide to future performance and that their capital will be at risk and they may therefore lose some or all of the
amount that they choose to allocate to the management of Hosking. Nothing in these materials should be construed as a personal recommendation to invest with Hosking or
as a suitable investment for any investor or as legal, regulatory, tax, accounting, investment or other advice. Potential investors should seek their own independent financial
advice. In making a decision to invest with Hosking, prospective investors may not rely on the information in this document. Such information is preliminary and subject to
change and is also incomplete and does not constitute all the information necessary to adequately evaluate the consequences of investing with Hosking. The information regarding
specific stock selections and stock views contained herein represents both profitable and unprofitable transactions and does not represent all of the investments sold, purchased
or recommended for portfolios managed by Hosking within the last twelve months. Please contact us for information regarding the methodology used for including specific
investments herein and for a complete list of investments in portfolios managed by Hosking. Information regarding Investment Performance is based on a sample account but
the actual performance experienced by a client of Hosking is subject to a number of variables, including timing of funding, fees and ability to recover withholding tax and
accordingly may vary from the performance of this sample account.

Any issuers or securities noted in this document are provided as illustrations or examples only for the limited purpose of analysing general market or economic conditions and
may not form the basis for an investment decision or are they intended as investment advice. Partners, officers, employees or clients may have positions in the securities or
investments mentioned in this document. Any information and statistical data which is derived from third party sources are believed to be reliable but Hosking does not
represent that they are accurate and they should not be relied upon or form the basis for an investment decision.

Information regarding investments contained in portfolios managed by Hosking is subject to change and is strictly confidential.

Certain information contained in this material may constitute forward-looking statements, which can be identified by the use of forward-looking terminology such as "may,"

"will," "should," "expect," "anticipate,” "target," "project," "projections,” "estimate," "intend," "continue," or "believe," or the negatives thereof or other variations thereon or
comparable terminology. Such statements are not guarantees of future performance or activities. Due to various risks and uncertainties, actual events or results or the actual
performance may differ materially from those reflected or contemplated in such forward-looking statements. Hosking has taken all reasonable care to ensure that the information
contained in this document is accurate at the time of publication; however it does not make any guarantee as to the accuracy of the information provided. While many of the
thoughts expressed in this document are presented in a factual manner, the discussion reflects only Hosking’s beliefs and opinions about the financial markets in which it invests

portfolio assets following its investment strategy, and these beliefs and opinions are subject to change at any time.

“Hosking Partners” is the registered trademark of Hosking Partners LLP in the UK and on the Supplemental Register in the U.S.
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