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Soaps and Bubbles (2.0)

The attributes we like in a company are a strong management
team, an effective board, strong alignment with its majority
owners and management, a conservative and introspective
culture, a franchise which has pricing power and generates
superior returns on capital employed, and the potential to
become a bigger business over time. In our experience, we have

found these characteristics in certain sectors more than in others.

India provided a large market where consumers were getting
younger, more urban and aspirational, basic consumer product
categories remained under-penetrated, and leading consumer
businesses had built moats in the form of brands and distribution
networks. The management teams of these companies had been
trained in multinationals and adopted similar best practices in
India. Therefore, the consumer staples industry had generally
been our favored sector to find investment opportunities.

In recent years, however, we have seen the valuations of our
favored consumer companies becoming excessive; and we
believe that they no longer discount many of the risks these
businesses face. | had first talked about it in my September
2016 newsletter (Soaps and Bubbles 1.0, please click
here for the full article) when | was beginning to get worried
about the disconnect between valuations and the structural
change in the consumer industry.

An excerpt from the September 2016 letter -

“For a long time, the bulk of Indian consumers were
from the bottom of the wealth pyramid. This was a
consumer who lived in a joint family set up where the
basket of goods never changed. Today’s consumers are
more sawy, have higher disposable incomes, no longer
live with an extended family and are used to expressing
their individualism more than ever before. The range
of options available to them are ever increasing (as
some of the traditional entry barriers are fading) which
means that they are no longer beholden to any brand
loyalty, but are more fickle.”

The Fund’s' weight in consumer staples companies has fallen
from around 36% to 13% over the last seven years. It has been
the single biggest shift in our portfolio over this period. Our
holding in consumer staples companies is now the lowest it has
ever been. Our long-standing clients are aware that we do not
take a top-down view of a sector’s prospects. This change is
entirely a result of bottom-up stock selection. There are more
headwinds for most Indian consumer staples companies which
are not discounted in their valuations.

Nov-2012 Nov-2016 Nov-2019

Portfolio Weight of Consumer Staples 36% 23% 13%

As disposable incomes have grown consistently, we find that basic
consumer needs such as for soaps and shampoos have largely
been met. These consumers will now move up to buy more
premium products, or start looking to buy more discretionary
products which they could not previously afford. This includes
air-conditioners (helped by the availability of financing and better
electrification), property (where regulations are a tailwind for
home buyers), and financial products. As is often the case with
financial markets obsessed with forecasting the coming quarter’s
results, we find that these long-term changes are not priced-in to
valuations. This is reflected in our holdings across companies.

We have observed this shift in China. Categories which grew
rapidly during the early 2000s have slowed down during the

last decade. Examples include Want Want? and Tingyi, which
operate dominant brands in low-ASP* categories such as rice
crackers, flavored milk and mass-market instant noodles. Their
sales grew 5.8x and 7.3x respectively over the decade 1998 -
2008. However, during the last decade (2008 - 2018), their sales
only doubled. This growth shifted to premium staples and more
discretionary products. Vitasoy, which sells premium soy-based
milk and ice-tea, grew its sales in China by 2.1x over 1998 — 2008.
Its sales growth accelerated to 2.7x over the last 10 years and,

as affordability of its products increased, its growth accelerated
too. Discretionary categories grew much faster. Gree Electric, a

" The First State Indian Subcontinent Fund is not available for investment by US persons.

2 For illustrative purposes only. Reference to the names of each company mentioned in this communication is merely for explaining the investment
strategy, and should not be construed as investment advice or investment recommendation of those companies. Companies mentioned herein may or

may not form part of the holdings of First State Investments or FSSA.
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leading air-conditioner brand, and Travelsky, which gets a share
of every airline ticket purchased in China, grew their sales by 4.0x
and 4.7x over the last 10 years.

Changein Changein
Sales over  Sales over
Description 1998-2008 2008-2018
Want Want Rice-cracker and flavoured milk 5.8x 2.0x
brands
Tingyi Mass-market noodles and 7.3x 2.71x
beverages
Vitasoy China  Premium soy-milk and ice-tea 2.1x 2.7x
Travelsky Monopoly global distribution 7.8x 4.0x

system for air-tickets in China

Gree Electric  Leading air-conditioner brand 3.2x 4.7x

Source: Bloomberg, as at January 2020

In India, many basic consumer categories have grown rapidly
over the last decade. Their distribution networks are now well-
penetrated and we believe their growth is likely to slow — as

has happened in China in recent years. The valuation of these
companies has also increased significantly — median shareholder
returns are 6.6x compared to 4.2x median profit growth and
3.1x median sales growth over 10 years. We have observed that
as the growth of Chinese consumer businesses slowed down,
their valuation multiples declined. Want Want and Tingyi were
valued at 23x and 30x forward P/E* a decade ago. This has fallen
to 16x and 23x forward P/E. Annual shareholder returns for both
companies have been less than 5% including dividends over the
last decade. We believe the Indian consumer companies face
similar risks, given valuations are at all-time high levels.

Earnings Total

per share shareholder
10-year change (INR) (EPS) return
Dabur 3.0x 3.7x 6.0x
Marico 3.0x 5.3x 6.5x
Britannia 3.2x 8.0x 18.0x
GlaxoSmithKline Consumer Healthcare 3.1x 4.7x 6.6x
Hindustan Unilever 1.9x 2.5x 8.7x
Nestle India 2.6x 2.9x 6.0x
Colgate India 2.6x 2.7x 4.2x
Godrej Consumer Products (India) 3.0x 6.5x 8.7x
Median 3.1x 4.2x 6.6x

Source: Bloomberg, as at January 2020

4 Price-to-earnings
> Fast-moving consumer goods

The most attractive growth opportunities are likely to be found in
other categories. India sells only 6 million air-conditioners every
year compared to 80 million units sold in China. This should
change rapidly. India has reached a level of per-capita income at
which air-conditioner purchases typically accelerate. One of our
portfolio holdings is a leading air-conditioner brand in India. Its
sales have grown 2.2x over the last five years. Even as consumer
financing for durables reduced significantly last year on the back
of a scare in the Indian financial system, it continued to grow its
sales by over 20%. A new CEO, from the third generation of its
founding family, was appointed in 2016. Under his leadership,
the company has gained market share in every year since. The
majority of consumers purchasing air-conditioners are first-time
buyers in India. It is an expensive product with high running cost.
High service levels are thus a key differentiator among over 30
brands that operate in the category. The CEO ensured that the
firm became the largest air-conditioning service provider in the
country. Most of his peers focus on scale rather than profitability.
However, this company has not compromised on profitability or
working capital to chase scale. It earns operating margins of 8%
- 10%, while its Japanese and Korean competitors earn operating
margins of 1% - 4% in India. Today, it manages to earn revenue
of less than a billion and yet commands a market cap which

is just higher than its annual sales as a result of its net margin
which is sub-5%. As India’s air-conditioner penetration rises from
abysmally-low levels, and this company strengthens its market
position and improves profitability, there is no reason why it
should not be valued several times higher in the years to come.

“The pessimist complains about the wind. The optimist
expects it to change. The leader adjusts the sails.”

- John Maxwell

Our stock selection is not just about finding a tailwind for an
industry or a category that will make our investments grow. It is
more often about finding management teams who understand
the long-term headwinds and tailwinds and who are humble
enough to identify the risks and change themselves to sail with
the winds and not against. This is what great track records

are built on. In our meetings with the CEO, the way he talks
about navigating the increasing competitive landscape or

about how inevitable it is for the air-conditioner industry to

find an alternative which releases less polluting gases, makes us
believe that he has set his sails prudently for a long-term haul.
Sometimes it is a change in management which brings a fresh
mindset to change the course. We have seen that with two other
multinational brands in India — subsidiaries of a Swiss food and
drink conglomerate and an American FMCG®> company, which we
continue to own in our portfolio despite high valuations.
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Other than spending moving to discretionary items, another
longer-term trend which is clear to see is premiumization — and
it is likely to occur across categories. People consuming plain
glucose biscuits currently will shift to chocolate biscuits and
cookies, while those shaving with basic razors will generally
trade up to a fancier-sounding blade. Yes, there will always

be a Dollar Shave Club but generally the trend will be towards
premiumization. Consumer aspiration is homogeneous. While
most Indian consumer businesses reported low or mid-single
digit sales growth in the first half of CY20198, the India subsidiary
of the Swiss food and drink company continued to grow its sales
in double-digits. This was driven by its premium products which
grew 2x faster than the rest of its portfolio. Its key categories like
chocolates, instant coffee and infant food are at the cusp of an
inflection point. We have observed that chocolate consumption
across countries begins to take off when per-capita incomes are
around India’s current level. The appointment of a new CEQ in
2015 has also transformed the company. In the first 18 months
of his appointment, the India subsidiary launched 43 new brands
and doubled advertising spend from 4% of sales to 8%. Its
volumes had declined in aggregate over 2009 — 2016; it has led
the industry’s growth over the last two years after these changes.
The group’s sales per-capita in India is still 1/10™ of that in Sri
Lanka and 1/25™ of that in Philippines. With this premiumization
opportunity and the changes driven by its new CEO, we believe
that the India subsidiary of this food and drink company should
close this gap rapidly in the coming years.

The India subsidiary of the American FMCG company is at an
early stage of a similar journey. Its previous CEO, appointed in
2014, did not have experience of operating in India. He had
spent several years managing the toothbrush category across
different markets. It was no surprise that during his tenure, the
company gained market share in toothbrushes, where profitability
is low. However, as natural and herbal toothpastes gained 25%
category share after the emergence of new competitors, the
company lagged behind the curve and lost market share. The
appointment of its new CEO last year has led to a change in
focus. He started his career in India and spent several years
managing the toothpaste business across emerging markets.
Since his appointment, the company has accelerated the launch
of new naturals products at attractive price points, increased
engagement on better oral health in schools and in rural areas
(there are still rural areas where people brush only twice per week
on average), and launched new products with the parent brand.
Per-capita consumption levels are still only half of those in other
developing markets due to weak hygiene habits. Average selling
prices are also a fraction of those in other emerging markets. This
will change as consumers graduate from using basic toothpastes
to its premium brands. It also has the option to introduce new
products from the parent’s large portfolio of personal, home

and pet care products as such products increase in affordability

6 Calendar year

for Indian consumers. As it regains market share in its core
toothpaste business and exploits these new opportunities, it has
the potential to grow much faster than it has in recent years.

The advantage which both of these companies have is that
they can tap into their global management pool and product
portfolio and introduce them in India. The relative disadvantage
of not having this resource is, in our view, not reflected in

the valuations of some other Indian companies. While some

of the management changes in these other companies are
encouraging, we would like to watch intently from the sidelines
for now.

Another change which we have followed closely in recent years

is at another large Indian conglomerate. Since the appointment
of a new chairman in 2017, we have met management

members of the group’s listed companies on over 30 occasions.
Through these discussions, we have come to appreciate the
comprehensive changes that he is driving across the group. Eight
of the group’s listed companies have witnessed CEO changes. The
group has introduced employee stock options for the first time

in its history. The focus of its capital allocation has changed from
aggressive expansion to maximizing free cash flow, reducing debt
and improving returns on capital employed.

Nowhere are these changes more pronounced than at its global
beverages business. We were invested in the company for several
years. Despite repeated engagements with the management,
we were frustrated to see that no changes were being made

to achieve the company’s potential, and sold our position.

The conclusion from our meeting note before we sold in 2016
highlighted this —

“They are obsessed by market share, because profits
(let alone returns) appear to be an afterthought. The
change in its name from Tea to Global Beverages,
clearly signaled management’s intentions. They shifted
focus from a dominant, growing tea business in India,
to acquire a presence in a confused mix of countries
where the category is declining and market shares are
fragmented. These markets are barely breaking even,
goodwill from acquisitions is being written-down, but
they still press on with investments here. There is so
much potential, but | wonder, will it ever be realized?
It has been a mistake.”

The new chairman has driven comprehensive changes.

New directors were introduced to its board. We gained
confidence from the appointment of the CEO of one of India’s
best consumer businesses as an independent director. Its
management team has also been transformed. This included

a new Head of Marketing in India from GlaxoSmithKline, Head
of Sales from ITC, Head of the International Business from
Reckitt Benckiser and Head of Marketing in the UK from Diageo.
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Most recently, a new CEO who had a strong track record of
accelerating the growth of Whirlpool’s business in India, joined
the global beverages subsidiary. Under this team, there has been
a shift in the company’s focus back to its profitable and growing
domestic businesses. It has sold or shut down several of its poor
quality international businesses, such as in the Czech Republic,
Russia and China. Its domestic operations have grown steadily,

as the management increased investments to strengthen the

tea brands. These are gaining share from their unorganized
competitors. The group also decided to merge all of its food
businesses into the company, including brands in pulses, spices
and salt. As these products share a common distribution network
in India, this should provide increased scale and bargaining power
with distributors.

These changes have led to a shift in the composition of its
business. In FY20117, only 30% of sales came from the Indian tea
operation, which generated high returns on capital employed.
By FY2019, businesses with high returns on capital employed,
including those being merged from other group companies,
comprised 65% of sales and profit. The company also owns a
50% stake in coffeehouse chain joint-venture, which was set up
in 2012 and now operates over 160 stores across the country.
After management changes and experiments to find the right
operating model, the joint-venture has broken even. Its store
expansion is now accelerating. We have seen packed stores and
long queues in several of the coffeehouses we visited across
cities. Its sales of only USD90 million are a fraction of its long-term
potential. Finally, the group has dropped “Global” from its name
and has changed it to Consumer Products. As in the past, we
believe this strongly indicates the new management’s intentions

7 Fiscal year

- to build a larger consumer products franchise in the attractive
Indian market.

We re-initiated a position in the company last year. The
investment case is not without risks. Somewnhat frustratingly,
the changes being made have led to an increase in its valuation
multiples rather quickly. However, with the management and
board changes, the quality of governance and the opportunity
which the company has in front of it, we believe it still has the
potential to deliver attractive shareholder returns over the long
term.

Change is the only constant

We own less of consumer staples now than we ever did, but we
would own more if they were properly valued. We now have
more in banks, where changes in the management teams have
made them more suitable to enjoy the longer-term tailwinds

of greater financial inclusion in India and private banks gaining
market share from incumbent state-owned banks. We have more
in the property sector too, as we believe that the number of
people wanting to live, work and shop in a more urban setting
will only increase; and recent changes in the industry have made
it easier for the better-quality developers to gain share in what

is an extremely fragmented industry. We own a small stake in
India’s leading wealth management business and another small
position in India’s leading hotel business — as we think growth will
accelerate in these two companies over the next 10 years. With
the same investment philosophy and process, we have started to
set our sails for the next decade — and toward where we believe
the greater opportunities are.
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Important Information

This material is solely for the attention of institutional, professional, qualified or sophisticated investors and distributors who qualify as qualified
purchasers under the Investment Company Act of 1940 and as accredited investors under Rule 501 of SEC Regulation D under the US Securities Act of
1933. It is not to be distributed to the general public, private customers or retail investors in any jurisdiction whatsoever.

This presentation is issued by First State Investments (US) LLC (“FSI” or “First State Investments”) a member of MUFG, a global financial group. The
information included within this presentation is furnished on a confidential basis and should not be copied, reproduced or redistributed without the
prior written consent of FSI or any of its affiliates.

First State Investments funds are not registered for sale in the US and this document is not an offer for sale of funds to US persons (as such term is
used in Regulation S promulgated under the 1933 Act). Fund-specific information has been provided to illustrate First State Investments’ expertise in
the strategy. Differences between fund-specific constraints or fees and those of a similarly managed mandate would affect performance results. This
material is provided for information purposes only and does not constitute a recommendation, a solicitation, an offer, an advice or an invitation to
purchase or sell any fund and should in no case be interpreted as such.

Any investment with First State Investments should form part of a diversified portfolio and be considered a long term investment. Prospective
investors should be aware that returns over the short term may not match potential long term returns. Investors should always seek independent
financial advice before making any investment decision. The value of an investment and any income from it may go down as well as up. An investor
may not get back the amount invested and past performance information is not a guide to future performance, which is not guaranteed.

Certain statements, estimates, and projections in this document may be forward-looking statements. These forward-looking statements are based
upon First State Investments’ current assumptions and beliefs, in light of currently available information, but involve known and unknown risks and
uncertainties. Actual actions or results may differ materially from those discussed. Actual returns can be affected by many factors, including, but

not limited to, inaccurate assumptions, known or unknown risks and uncertainties and other factors that may cause actual results, performance, or
achievements to be materially different. Readers are cautioned not to place undue reliance on these forward-looking statements. There is no certainty
that current conditions will last, and First State Investments undertakes no obligation to publicly update any forward-looking statement.

PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE PERFORMANCE.

Reference to the names of each company mentioned in this communication is merely for explaining the investment strategy, and should not be
construed as investment advice or investment recommendation of those companies. Companies mentioned herein may or may not form part of the
holdings of FSI.

The comparative benchmarks or indices referred to herein are for illustrative and comparison purposes only, may not be available for direct
investment, are unmanaged, assume reinvestment of income, and have limitations when used for comparison or other purposes because they may
have volatility, credit, or other material characteristics (such as number and types of securities) that are different from the funds managed by First
State Investments.

Apart from First State Investments, neither the MUFG (“the Group”) nor any of its subsidiaries are responsible for any statement or information
contained in this document. Neither the Group nor any of its subsidiaries guarantee the performance of any fund or the repayment of capital by any
fund. Investments in a fund are not deposits or other liabilities of the Group or its subsidiaries, and the fund is subject to investment risk, including loss
of income and capital invested.

For more information please visit www.firststateinvestments.com. Telephone calls with FSI may be recorded.



