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Fidelity China Special Situations
Seeking out and capitalising on structural winners

Fidelity China Special Situations (FCSS) aims to deliver long-term capital
growth from a portfolio of stocks listed mainly in China and Chinese
companies listed abroad. Manager Dale Nicholls focuses on undervalued
companies. He favours consumer sectors set to benefit from structural
trends driven by the burgeoning growth of China’s middle class. He sees
most opportunities in mid- and small-cap technology, healthcare and
e-commerce stocks and among unlisted companies, all of which are often
under-researched and thus mispriced. For Nicholls, the recent pull-back in
Chinese markets has created ‘a great environment in which good but
undervalued companies offer even better value’. Nicholls’ approach has
delivered absolute returns and outperformance of FCSS’s peers, and its
benchmark, the MSCI China Index both recently and long term. Relative
performance has been especially strong over the past year, thanks to
superior stock selection and sector allocation decisions.

NAV outperformance versus the benchmark over 10 years
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Why consider China now?

The long-term investment case for China remains well supported by several key
factors, including strong economic growth and the government’s focus on high-
quality development driven by innovation, technological self-sufficiency and
domestic demand. Chinese equities are also attractively priced, trading at a
significant discount to world markets, and may benefit over time as and when
foreign investors reduce their significant underweight to this market.

The analyst’s view

This trust may appeal to investors seeking an entrée into the many opportunities
arising from China’s medium-term growth prospects and major structural changes
underway in the country. By investing in China and in Chinese companies listed
elsewhere, in companies with significant interests in China and in unlisted
companies (up to 10% of the portfolio), FCSS offers investors direct access and
very wide-ranging exposure to the investment opportunities on offer in China, which
are much greater than investors could hope to achieve by direct stock-by-stock

investment. FCSS’s offering is also broader and more diversified than that of its
peers.
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Investment trusts
Chinese equities

1 June 2021
NAV* 424.0p
Discount to NAV 1.7%
*Including income. At 27 May 2021.
Yield 1.0%
Shares in issue 515.5m
Code FCSS
Primary exchange LSE
AIC sector Country specialist:
Asia Pacific ex-Japan
Benchmark MSCI China
52-week high/low 498.0p 218.0p
NAV** high/low 497.7p 248.9p
**Including income.
Gearing
Net market gearing™* 19.5%

*** At 30 April 2021

Fund obijective

Fidelity China Special Situations aims to achieve
long-term capital growth from an actively managed
portfolio comprised primarily of securities issued by
companies listed in China and Chinese companies
listed elsewhere. It may also invest in listed
companies with significant interests in China.
Futures, options and CFDs are used to provide
gearing, as well as to take short positions.

Bull points

Largest UK investment trust focused on China,
offering direct and diversified exposure to
China’s medium-term growth.

Strong absolute and relative performance over
the short and long term.

Anew, tiered fee of 0.90% on the first £1.5bn of
net assets, reducing to 0.70% on net assets
over £1.5bn. The new fee structure took effect
from 1 April 2021.

Bear points

The trust's relatively high gearing exposes it to
further market downside.

Persistent uncertainty about the regulatory
environment for some companies.

Trade tensions with the US likely to persist in the
long term, with potentially detrimental
implications for some sectors.

Analysts
Joanne Collins +44 (0)20 3077 5700
Mel Jenner +44 (0)20 3077 5720

Fidelity China Special Situations
is a research client of Edison
Investment Research Limited
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Recent market developments

Chinese equities have outperformed other markets significantly over the past year, supported by
the country’s relatively strong recovery. China is the only major economy to have registered positive
growth in 2020, and in its April 2021 forecasting round, the International Monetary Fund (IMF)
revised up its forecast for Chinese GDP growth in 2021 to 8.4%, from 8.1% in its January
projections. The IMF expects the Chinese economy to grow by a further 5.6% in 2022, unchanged
from its January projections. This compared with the IMF’s forecast for growth in the advanced
economies of 5.1% in 2021 and 3.6% in 2022. China has also handled localised coronavirus
breakouts decisively, ensuring they have not robbed the recovery of momentum. The Chinese
market, as measured by the MSCI China Index, rose nearly 30% over 2020, almost twice the
16.8% increase in the MSCI AC World Index. However, in March, Chinese stocks gave back some
of these gains, declining 6.3%, while global markets registered a 2.7% gain.

The manager’s view: Opportunities abound

FCSS’s manager, Dale Nicholls, says the recent pull-back in Chinese equities was not unexpected.
The market saw a strong rally in late 2020. In addition, rising bond yields, driven by expectations of
inflation pressures, put pressure on equity valuations, especially highly valued growth, tech and
momentum stocks, whose prices were, in Nicholls’ view, looking ‘particularly stretched’. These high
valuations have led Nicholls to take some profits in recent months. He has trimmed holdings in
several names, including premium car dealer China MeiDong Auto Holding. This position was cut
from 5% of the portfolio to 1%, removing it from the trust’s top 10 holding list (Exhibit 1) and
reducing the holding to an underweight versus the benchmark. Nicholls also reduced exposure to
tech giant Alibaba from 15.1% to 11.3%, increasing the trust’s underweight in this stock, compared
to the index, although Alibaba remained the trust’s second largest position at the end of March.

Exhibit 1: Top 10 holdings (at 30 April 2021)

Company

Tencent

Alibaba

Wuxi AppTec Co

Skshu Paint Co

Ping An Insurance Group
Noah Holdings

21Vianet

Asia Cuanon Technology
Beijing Oriental Yuhong
Kuaishou Technology
Top 10 (% of portfolio)

Portfolio weight %** Benchmark Active weight vs

Sector 3MApril2021 31 April 2020 weight (%) benchmark (%)
Communication services 8.9 10.9 14.9 (6.0)
Consumer discretionary 8.0 9.5 14.1 (6.1)
Healthcare 25 1.8 0.3 2.2
Materials 23 1.7 0.0 2.3
Financials 2.0 N/A 2.3 (0.3)
Financials 1.9 2.0 0.0 1.9
Information technology 1.6 29 0.1 15
Materials 1.6 N/A 0.0 1.6
Materials 1.6 N/A 0.0 1.6
Communications services 15 N/A 0.2 1.3
31.9 41

Source: Fidelity China Special Situations, Edison Investment Research, Morningstar. Note: *Gearing net of short positions. **Adjusted
for gearing and index hedges (holdings data may differ from non-adjusted data displayed in FCSS'’s factsheet). ***N/A where not in

end-April 2020 top 10.
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Despite China’s better growth prospects and the outperformance of Chinese equities, Chinese
stocks continue to trade at a significant discount to other major markets; according to Datastream
valuations, on a forward P/E basis, Chinese H shares are currently trading at a multiple of 11.7x
and A class shares are trading at 14.7x, compared to a multiple of 19.1x for the world market. For
Nicholls, this increases the attractiveness of the Chinese market, and he sees the recent volatility
as creating a good opportunity for him to invest in the lagging stocks he sees in several sectors.
‘There are many stocks which now offer even better value’ he says.
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Nicholls focuses on undervalued companies with good long-term growth prospects, that have been
underestimated by the wider market. He favours sectors that will benefit most from the long-term
structural changes underway in China, including the growth in tech businesses, healthcare and
related insurance services and e-commerce, many of which have been given further impetus by the
pandemic. The consumer trend towards upgrading possessions and buying premium brands, also
remains strong, especially in the auto sector. The opportunities he sees tend to cluster in the
medium- and small-cap space, where companies are under-researched by Fidelity’s competitors
and often mis-priced. The manager cites as an example the many Hong Kong small caps trading at
single digit PE multiples, even when their businesses are proven and generating healthy cash
flows. Nicholls also sees opportunities among unlisted companies, which are also off the radar of
many analysts.

Recent acquisitions within the tech sector include a new position in RS Technologies, a dominant
global player in silicon wafer recycling (components in semiconductor production). This company is
listed in Japan but is well positioned to benefit from growth in China, where it is expanding facilities
to manufacture new wafers. Within healthcare, Nicholls has increased exposure to B-Soft, China’s
second largest healthcare IT vendor, which has a 6% market share. B-Soft's main business is the
provision of hospital and clinical information systems, a growing field due to health care reforms,
and the business is supported by an effective salesforce. The manager took advantage of near-
term stock price weakness to increase FCSS’s exposure to LexinFintech Holdings, a leading online
retail and consumer finance platform. He also added to an existing position in SKSHU Paint, one of
China’s largest paint manufacturers, which he likes in part due to management focus on cost
control and operating efficiency. This stock is a top five holding and has been a major contributor to
performance over the past year, as investors continue to recognise the company’s growth potential.
Another recent addition in the materials sector is Asia Cuanon Technology, another of China’s
largest paint manufacturers that also provides a range of insulation and building products. Nicholls
believes the company is well-positioned to expand market share and benefit from the trends
towards urban renewal and domestic renovation.

Exhibit 2: Portfolio sector exposure vs index (% unless stated)

Sector Portfolio weight % Index  Active weight vs Trust weight/

31 Apr 2021 31 Apr 2020 Change (pp) weight (%) index (pp)  index weight (x)
Consumer discretionary 26.3 33.9 (7.7 34.1 (7.8) 0.8
Communication services 19.7 14.8 49 205 (0.8) 1.0
Financials 10.8 10.6 0.2 13.7 (2.9) 0.8
Information technology 1.4 12.9 (1.6) 6.0 53 19
Industrials 10.0 6.2 38 47 5.3 21
Healthcare 10.0 10.0 0.0 73 27 14
Materials 6.7 43 2.3 2.3 44 29
Consumer staples 26 4.2 (1.6) 4.4 (1.8) 0.6
Energy 1.5 22 (0.7) 1.2 0.3 1.2
Real estate 05 1.0 (0.4) 3.8 (3.3) 0.1
Utilities 05 (0.1) 0.6 19 (1.4) 0.2

100 100 100

Source: Fidelity China Special Situations, Edison investment Research

As foreshadowed in our , Nicholls has also added a new name to FCSS’s holdings in
unlisted companies. In addition to the six holdings discussed in that note — Didi, DJI Holdings,
SenseTime, ByteDance, Pony.ai and Full Truck Alliance — the portfolio now also owns Venturous
Holdings and Chime Biologics, a biologics contract research and manufacturing company that is
benefiting from the strong growth and development activity in the market for pharmaceutical
biologics. As at end April 2021, the trust’s holdings in these seven unlisted stocks total 7.8% of the
portfolio. The manager expects some of these holdings to list in the next 12 to 18 months. At the
end of April 2021, the portfolio held 163 stocks.

FCSS'’s short stock positions accounted for 3.4% of the portfolio at the end of April and index puts
totalled 8.2% of the portfolio, positions the manager views as protection against the risk of further
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market downside. As at end April 2021, net market gearing, which nets off short positions, stood at
19.5%. This level of gearing is high compared to FCSS’s peers (see Exhibit 6) and reflects the
manager’s confidence in FCSS’s portfolio, the market outlook and his wish to maximise exposure to
the many opportunities available in the Chinese market.

Performance

Exhibit 3: Five-year discrete performance data

12 months Share price NAV MSCI China MSCI China MSCI World CBOE UK All
ending (%) (%) (%)  Small Cap (%) (%) Companies (%)
30/04/17 420 36.8 39.7 255 30.6 20.3
30/04/18 26.1 245 27.3 12.0 6.9 8.1
30/04/19 20 (3.4) 15 (6.6) 131 25
30/04/20 4.7 (0.5) 14 (12.6) 0.2) (17.2)
30/04/21 93.5 745 249 47.3 33.0 25.3

Source: Refinitiv. Note: All % on a total return basis in pounds sterling.

FCSS’s performance has been very strong in absolute and relative terms over the past year. Over
the three months to end-April 2021, the trust returned 3.8% on a net asset value (NAV) basis and
4.4% on a share price basis, significantly outpacing the benchmark return of -6.7%. Over the year
to end-April 2021, it returned 93.5% in NAV terms and 74.5% in share price terms, compared to the
benchmark return of 24.9% (Exhibit 5, RHS). However, the trust’s longer-term performance is also
very solid. It has outperformed its benchmark, and the MSCI China Small Cap Index, the MSCI AC
Asia ex-Japan Index and the MSCI World Index over three, five and 10 years. Furthermore, it has
also outperformed the UK market over these periods (Exhibit 4) — a reminder to UK investors of the
potential merits of diversification beyond the UK market.

Exhibit 4: Share price and NAV total return performance, relative to indices (%)

One month Three months Six months One year  Three years Five years 10 years
Price relative to MSCI China 25 1.3 18.3 54.8 46.3 473 73.9
NAV relative to MSCI China 3.2 1.9 204 39.6 30.6 25.0 88.5
Price relative to MSCI China Small Cap 0.7 (0.4) (6.4) 31.3 56.4 99.0 157.2
NAV relative to MSCI China Small Cap 1.3 0.2 4.7 184 39.5 68.9 178.7
Price relative to MSCI AC Asia ex-Japan 14 35 3.7 43.1 42.7 59.1 84.6
NAV relative to MSCI AC Asia ex-Japan 21 41 5.6 29.1 273 35.0 100.1
Price relative to MSCI World (0.7 (5.7) (2.5) 455 253 60.7 31.2
NAV relative to MSCI World (0.1) (5.2) (0.8) 31.2 1.8 36.3 422
Price relative to CBOE UK All Companies (0.3) (6.4) (8.9) 544 76.9 143.5 137.8
NAV relative to CBOE UK All Companies 0.3 (5.9) (7.2) 39.3 57.8 106.7 157.8

Source: Refinitiv, Edison Investment Research. Note: Data to end-April 2021. Geometric calculation.

Over the 12 months to end-February 2021, both sector and stock selection made significant
contributions to FCSS’s exceptional performance. At the sector level, allocation decisions in all
sectors enhanced returns. The largest contributions were from underweight positions in
communications services and financials, and overweights in consumer discretionary, IT, real estate,
healthcare and materials. At the stock level, selections in consumer discretionary, IT, materials and
communication services stocks added most to performance. Luxury auto trader China Meidong
Auto Holding was the largest single contributor over the year, although it has detracted in recent
months — the share price has continued to rise after the manager’s decision to take some profits on
this holding and move to an underweight position relative to the benchmark. Other notable
contributions to returns over the past year were made by 21 Vianet, China’s largest carrier-neutral
internet and data service provider, e-bike and scooter manufacturer Yadea and SKSHU Paint Co.

More recently, at the stock level, listing gains from the participation in the Hong Kong initial public
offering of TikTok rival Kuaishou Technology were the lead contributor. The shares listed in January
2021 at HK$115 per share and peaked at HK$415 per share in mid-February. They are now trading
around HK$270. Kuaishou, now a top 10 holding, is one of the most popular social platforms in
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China and has seen a robust expansion in users in recent years. It has diverse video content
supplied by its userbase and fosters a highly interactive community, with a strong network effect.
The company’s growth outlook remains promising, supported by increased monetisation of its user
base, via advertising and livestreaming e-commerce. An overweight to Intron Technology, an auto
parts producer, also enhanced relative returns, as did a (recently increased) underweight to e-
commerce giant Alibaba, which has come under selling pressure due to fears of further regulatory
crackdowns against monopolistic behaviour.

Conversely, not holding internet search engine company Baidu was the main detractor from recent
relative performance, as its shares rose on the back of a potential improvement in its earnings from
internet value added and cloud services. However, the manager has chosen not to hold this stock
due to his concerns over structural challenges in search advertisements and what he views as the
company’s excessive focus on monetisation, over the provision of quality search results. The
stretched valuations of Baidu’s automated driving business are another area of concern.

Exhibit 5: Investment company performance to 30 April 2021

Price, NAV and index total return performance, one-year rebased Price, NAV and index total return performance (%)
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Peer group comparison

Exhibit 6: Selected peer group invested in Chinese equities at 1 June 2021*

% unless stated Market NAVTR NAVTR NAVTR NAVTR Discount Ongoing Perf. Net Dividend

cap £m 1 year 3 year 5year  10year (cum-fair) charge fee  gearing yield
Fidelity China Special 2,141.8 60.9 50.5 178.6 3723 (1.7) 0.90 No 120 1.0
Baillie Gifford China Growth 2874 319 22.8 82.0 140.7 42 0.74 No 99 1.5
JPMorgan China Growth & Income 309.7 57.8 771 120.9 246.0 (11.8) 1.26 No 108 0.9
Asia Pacific average 464.4 51.6 3341 106.3 206.0 (5.7) 1.52 103 1.3
Allianz China Equity 519.5 294 26.8 112.2 134.9 2.30 No 0.0
AS SICAV | All China Equity 497.9 35.0 37.3 120.6 134.6 1.98 No 0.0
Barings Hong Kong China 1,705.0 38.1 46.3 156.0 151.0 1.70 No 0.0
Fidelity China Focus 1,707.2 9.2 (5.2) 72.1 102.3 1.91 No 14
Janus Henderson China Opps 733.3 223 16.8 118.4 165.2 1.71 No 0.1
Schroder ISF Greater China 3,1225 40.8 49.7 182.5 239.2 1.85 No 0.9
Templeton China 434.1 28.0 271 124.2 108.6 245 No 0.0
Open-ended funds average 1,245.6 29.0 284 126.6 148.0 1.99 0.8

Source: Morningstar, Edison Investment Research. Note: *Performance to 28 May 2021 based on ex-par NAV. TR=total return. Net
gearing is total assets less cash and equivalents as a percentage of net assets.
FCSS is a member of the AIC Country Specialist: Asia Pacific ex-Japan sector. In addition to FCSS,
JPMorgan China Growth and Income and the recently launched Baillie Gifford China Growth Trust
(BGCG, previously Witan Pacific Investment Trust) are the only funds in this group to focus on
China. FCSS differs from its closest peers in several respects. In addition to being by far the largest
of the three, it has a greater focus on mid- and small-cap companies and unlisted names. FCSS’s
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portfolio is also much more diversified at the stock level — it typically holds around 160 stocks, two-
to-three times as many as either if its peers.

Given FCSS’s small closed-ended peer group, Exhibit 6 provides a comparison of FCSS against a
peer group comprising both closed- and open-ended funds that invest in Chinese equities. The
table shows the averages for the whole AIC Asia Pacific sector. In addition, it includes IA
China/Greater China sector open-ended funds larger than £300m, with a track record of more than
five years.

FCSS has outperformed both its two closed-ended China-focused peers over one, five and 10
years and very comfortably outperformed the average of all funds in the AIC Country Specialist:
Asia Pacific ex-Japan sector over all periods shown. In addition, it has also outperformed all funds
in the IA China/Greater China sector, over all periods shown, with the exception of Schroder ISF
Greater China, which outpaced FCSS over 5 years. FCSS’s share price discount to NAV was 1.7%,
compared to an average discount of 5.7% for the AIC peer group, and its ongoing charge, at 0.90%,
is at the low end of the range for the sector as a whole. In line with most of its closed- and open-
ended peers, FCSS does not charge a performance fee, but its management fee is performance
related. (The board recently agreed a new tiered fee of 0.90% on the first £1.5bn of net assets,
reducing to 0.70% on net assets over £1.5bn. The new fee structure took effect from 1 April 2021.
The variable, performance-based element of the fee structure will remain unchanged.) FCSS
employs more gearing than any of its closed-ended peers and offers a yield below the average for
these funds.
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This report has been commissioned by Fidelity China Special Situations and prepared and issued by Edison, in consideration of a fee payable by Fidelity China Special Situations. Edison Investment Research standard
fees are £49,500 pa for the production and broad dissemination of a detailed note (Outlook) following by regular (typically quarterly) update notes. Fees are paid upfront in cash without recourse. Edison may seek
additional fees for the provision of roadshows and related IR services for the client but does not get remunerated for any investment banking services. We never take payment in stock, options or warrants for any of our
services.

Accuracy of content: All information used in the publication of this report has been compiled from publicly available sources that are believed to be reliable, however we do not guarantee the accuracy or completeness of
this report and have not sought for this information to be independently verified. Opinions contained in this report represent those of the research department of Edison at the time of publication. Forward-looking information
or statements in this report contain information that is based on assumptions, forecasts of future results, estimates of amounts not yet determinable, and therefore involve known and unknown risks, uncertainties and other
factors which may cause the actual results, performance or achievements of their subject matter to be materially different from current expectations.

Exclusion of Liability: To the fullest extent allowed by law, Edison shall not be liable for any direct, indirect or consequential losses, loss of profits, damages, costs or expenses incurred or suffered by you arising out or in
connection with the access to, use of or reliance on any information contained on this note.

No personalised advice: The information that we provide should not be construed in any manner whatsoever as, personalised advice. Also, the information provided by us should not be construed by any subscriber or
prospective subscriber as Edison’s solicitation to effect, or attempt to effect, any transaction in a security. The securities described in the report may not be eligible for sale in all jurisdictions or to certain categories of
investors.

Investment in securities mentioned: Edison has a restrictive policy relating to personal dealing and conflicts of interest. Edison Group does not conduct any investment business and, accordingly, does not itself hold any
positions in the securities mentioned in this report. However, the respective directors, officers, employees and contractors of Edison may have a position in any or related securities mentioned in this report, subject to
Edison's policies on personal dealing and conflicts of interest.

Copyright: Copyright 2021 Edison Investment Research Limited (Edison).

Edison Investment Research Pty Ltd (Edison AU) is the Australian subsidiary of Edison. Edison AU is a Corporate Authorised Re presentative (1252501) of Crown Wealth Group Pty Ltd who holds an Australian Financial
Services Licence (Number: 494274). This research is issued in Australia by Edison AU and any access to it, is intended only for "wholesale clients" within the meaning of the Corporations Act 2001 of Australia. Any advice
given by Edison AU is general advice only and does not take into account your personal circumstances, needs or objectives. You should, before acting on this advice, consider the appropriateness of the advice, having
regard to your objectives, financial situation and needs. If our advice relates to the acquisition, or possible acquisition, of a particular financial product you should read any relevant Product Disclosure Statement or like
instrument.

The research in this document is intended for New Zealand resident professional financial advisers or brokers (for use in their roles as financial advisers or brokers) and habitual investors who are “wholesale clients” for the
purpose of the Financial Advisers Act 2008 (FAA) (as described in sections 5(c) (1)(a), (b) and (c) of the FAA). This is not a solicitation or inducement to buy, sell, subscribe, or underwrite any securities mentioned or in the
topic of this document. For the purpose of the FAA, the content of this report is of a general nature, is intended as a source of general information only and is not intended to constitute a recommendation or opinion in
relation to acquiring or disposing (including refraining from acquiring or disposing) of securities. The distribution of this document is not a “personalised service” and, to the extent that it contains any financial advice, is
intended only as a “class service” provided by Edison within the meaning of the FAA (i.e. without taking into account the particular financial situation or goals of any person). As such, it should not be relied upon in making
an investment decision.

This document is prepared and provided by Edison for information purposes only and should not be construed as an offer or solicitation for investment in any securities mentioned or in the topic of this document. A
marketing communication under FCA Rules, this document has not been prepared in accordance with the legal requirements designed to promote the independence of investment research and is not subject to any
prohibition on dealing ahead of the dissemination of investment research.

This Communication is being distributed in the United Kingdom and is directed only at (i) persons having professional experience in matters relating to investments, i.e. investment professionals within the meaning of Article
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005, as amended (the "FPQ") (ii) high net-worth companies, unincorporated associations or other bodies within the meaning of Article 49
of the FPO and (iii) persons to whom it is otherwise lawful to distribute it. The investment or investment activity to which this document relates is available only to such persons. It is not intended that this document be
distributed or passed on, directly or indirectly, to any other class of persons and in any event and under no circumstances should persons of any other description rely on or act upon the contents of this document.

This Communication is being supplied to you solely for your information and may not be reproduced by, further distributed to or published in whole or in part by, any other person.

Edison relies upon the "publishers' exclusion” from the definition of investment adviser under Section 202(a)(11) of the Inve stment Advisers Act of 1940 and corresponding state securities laws. This report is a bona fide
publication of general and regular circulation offering impersonal investment-related advice, not tailored to a specific investment portfolio or the needs of current and/or prospective subscribers. As such, Edison does not
offer or provide personal advice and the research provided is for informational purposes only. No mention of a particular security in this report constitutes a recommendation to buy, sell or hold that or any security, or that
any particular security, portfolio of securities, transaction or investment strategy is suitable for any specific person.
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