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To Be a Cautious Optimist
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In the last ten years, it’s never been this hard to be a Chinese equity investor. We’re almost 2/3 of the way
through 2023, and most of the “top ten predications” of major equity houses have missed by a wide mark.
After the July 24™ government conference, many optimists rejoiced with bold predictions of “market
bottom” is near or has passed, only to see the market going one step forward and two steps back, retreating

now to the low of the year.

The current correction cycle has its origin in the start of 2021. Chinese equity peaked in Feb 2021, and has
had retracement of 39% since. After nearly two years of adjustments, we’re still about 30% off the 2021
peak. In the previous two rounds of bear markets, while the drop was drastic, the rebound was fast. In
2018, CSI300 retraced 32% first, and then recovered within a year; in 2015, it dropped by half, but had
the slow bull market within 6 months. But this round of very slow recovery can be traumatizing for
investors who have not experienced it before. The closes historical episode similar to current environment
is probably the A-share market back in 2009-2012.
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Source: Wind, Rosefinch. Historical data is not future predictor, and does not constitute investment advice.

At the same time, active management strategies are running into head winds. YTD equity-biased fund
index lags CSI300 by over 5%. The last time active managers underperform CSI300 by this much was
back in 2017. Market sentiment has been time and again as these rare occurrences compound on each

other.

When facing a dilemma, time is a potential solution. Graham said: “In the short run, the market is a voting
machine but in the long run, it is a weighing machine.” A company’s short-term pricing may be impacted
by sentiments and emotions, but its long-term value is dependent on the company’s present value of future
profits. Graham didn’t clarify the specific time frame for “long run”, so we have to face the uncertainties

of the market when it persistently mis-price valuable companies.

If we take a look at US stocks in the 1970s, we may notice similar backdrops: geopolitical conflicts
stubborn inflation, crash of Nifty-50 stocks, and sideways S&P over ten years. In 1978, BusinessWeek
published an article titled “Death of Equities”, effectively capturing the sentiment of the times. With a bull
market no where in sight, it wasn’t hard to imagine who investors may write off equity completely after

years of painful disappointments.

Turning points are impossible to pinpoint, but when the spring is overly compressed, there will come a
point when the limit is reached and the market reverts to its more natural state, recognizing valuation along
the way. In the 21 years since the “Death of Equities” article, the internet went from birth to explosive

growth, with S&P reaching annualized return of 18%, doubling its normal long-term annual growth.

2 Email ir@rosefinch.cn

Tt



A) 58 Floor, New Bund Center, NO.555 West Haiyang Road/588 Dongyu Road, Pudong New Area, Shanghai

10 v ;RA T) [021]2030 5888 F) [021]2030 5999
AN
Rosefinch Fund

ismiRRIXISMHAR 555 S/REH 588 SAuMH LS 58 E, #HBR: 200126

T

So if Graham is right about the long run property of “weighting machine”, how will it be applied to fund

investment? How long is a “long run” for fund investor? Aside from the time cost, a fund investor must

also factor in the challenge of drawdown. A few years ago, active managers were beating the market handily.

Fund investors come to expect that the longer the holding period, the higher the profits. The market
turned quickly, however, and the fund returns reality has lagged significantly from expectations. In the last
three years, over 70% of the active equity fund managers reported negative returns, with an average return

of -9.5%. (Wind data).

If fund investment reduced the risk of retail investors’ frequent trading and buy-high-sell-low behaviors,
it does introduce a new risk: timing of entry. If the investor buys funds at the peak, it may take longer to
capture value over time. Since CSI300 was launched, it had reached above 5000 three times: 2007, 2015,
and 2020. While active stock funds set new highs throughout this period, the index though still has not
returned to its 2007 peak. As a fund investor, if you bot at the time of previous highs in CSI300, it'll take
you 7 and 5 years respectively to make new highs. But investors rarely think of the risk of being the
unfortunate souls that bought this high. It may be worth preparing psychologically by asking ourselves:
what if I bot the high on this cycle? How does that affect my investment plans?
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Murphy’s Law tells us things often take a turn for the worse. Those low-probability events seem to happen

with alarmingly regular frequency. Geopolitical conflict, de-globalization, disjoint monetary policy cycles,

aggressive FED hikes, all these unpredictable events became mist that limit our investment vision.
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Investment is the art of risk management. Even if we can’t see clearly very far, we still can think about
what to do we the Black Swan arrives. Just like driving in pitch Pdarkness: the goal is not to be the first to
reach the finish line, but to learn to control our speed so that the breaking distance is within the area under
the headlight.

William Miller was the legendary CIO of Legg Mason Capital Management who beat S&P for 15 years in
a row from 1991 to 2005. His investment strategy to buy under-valued stocks in high concentration
suffered during the financial crisis. By the end of 2008, his funds ranked as bottom 1% in annualized 3y,
5y, and 10y returns.

Taleb once said: “I'd Rather Be Dumb and Antifragile Than Extremely Smart and Fragile.” And in the
wortld of investing, there’s never been a lack of smart people. Often times, those who survive the market

are often those who are more conservative and stay cautiously in their field of competency.

Being cautious and being optimistic, these are two opposite qualities, yet both are required for a
successful investment career. An excellent investor will believe economic growth will continue and
capital assets will increase in value over time. On the other hand, the investor will also base the optimism

on rationality, and seek out mis-pricings in a market that is full of fear and greed.

This is not the first time for a sizable market correction, and we believe it won’t be the last one. When the
eggs are in a secure and safe basket, it’s worth being flexible with risk exposure, be a cautious optimist,

and wait for the winning moment.

We hope that by sharing Rosefinch’s views, we add value to your day.

We endeavor to provide timely English version of Rosefinch’s publications. For any English translation of the original Chinese

article, in case of any discrepancy, the Chinese version takes precedence.

Disclaimer

The information and data provided in this document is for informational purposes only and is not intended as an offer or solicitation
for the purchase or sale of any financial products or services. This document is not intended for distribution to, or usage by, any person
or entity in any jurisdiction or country where such distribution or usage are prohibited by local laws/regulations. The contents of this
document are based upon sources of information believed to be reliable at the time of publication. Except to the extent required by
applicable laws and regulations, there is no express or implied guarantee, warranty or representation to the accuracy or completeness
of its contents. Investment returns are not guaranteed as all investments carry some risk. The value of an investment may rise or fall
with changes in the market. Past performance is no guarantee of future performance. This statement relates to any claims made
regarding past performance of any Rosefinch (or its associated companies’) products. All rights are reserved by Rosefinch Fund
Management Co. Ltd and its affiliates.
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