4 Invesco

ChrisLiu
Senior Portfolio Manager,
China A Investments,

How are recent regulatory reforms
impacting the investment landscape for
China healthcare?

China healthcareis animportant investment theme for investors seeking long term growth.
The country’s economy has grown at an unprecedented pace over the last 20 years and

its healthcare sector has followed suit. In fact, the China’s healthcare sector has delivered
acumulative return of 160% over the past ten years, outpacing the CSI 300 return over

the same period. The industry is now the second largest globally after the US.' China'’s
demographics are a critical factor supporting this secular story. The population is ageing
rapidly and there are expected to be more old people than children in China by 2050.2The
pace of urbanization and growing middle-class population, the largest in the world, is also
underpinning the growth in domestic demand for higher quality healthcare products and
services.®

Figure1: Performance of China healthcare indexrelative to CS1300
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Source: Wind, accessed as of February 22nd, 2022. Past performance is nota guide to future returns.
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The sector witnessed a huge correction in 2021 amid a series of regulatory tightening
measures implemented by the China government. Investors worried that the government
might act to contain the fast-rising healthcare costs faced by Chinese families thereby
affecting the profitability of domestic healthcare companies.

To make sense of this, it isimportant to understand how the healthcare system has
developedin China. The sector has evolved considerably since the market-oriented
reforms implemented by Deng Xiaoping, chairman of the CPPCC, in the late 1970s. Primary
healthcare facilities and disease prevention institutions were initially underfunded by

the government and the sector was left to market forces. This led to an escalation in drug
and treatment costs and a decline in basic service levels, not to mention inequalities in
healthcare provision among urban and rural populations. 4

Figure 2: Metrics on China’s healthcare sector relative to other developed markets
in2018

China us Japan Germany UK
Practicing 2.24 2.61 2.49 4.31 2.84
physicians (density
per 1000
population)
Hospitals (per 23.97' 18.81 66.21 36.80 28.75
million population)
Cumulative health 5.1 16.7 10.9 n.7 9.9

expenditure (as a
share of GDP)

Source: OECD data, accessed as of February 15th, 2022. [ Differences in methodology existand some values are
estimates. 'Calculated manually based on 2018 data from China National Healthcare Commission: No. of hospitals:
32,000; Total population: 1.393 billion.]

Figure 3: Cumulative health expenditure of major markets as ashare of GDPin2018
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Source: OECD data, accessed as of February 15th, 2022.

4. The development and reform of public health in Chinafrom1949t0 2019, Globalization and Health,
2019, https://globalizationandhealth.biomedcentral.com/track/pdf/10.1186/s12992-019-0486-6.pdf
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Totackle the inequalities in the system and address the growing needs of its citizens the
government has implemented several rounds of healthcare reforms over the past 20 years.
The latest round of measures since 2016 are based on the Healthy China 2030 initiative, a
framework that aims to achieve universal health coverage by 2030 in line with the United
Nations Sustainable Development Goals. 5 The plan focuses on strengthening healthcare
delivery, health security, and the provision of essential medicines.

Inline with this, the National Healthcare Security Administration (NHSA) was set up in
2018 to oversee all the basic health insurance schemes in the country that were previously
controlled by different ministries. The centralized structure, directly reporting into the
State Council, has enhanced efficiencies in areas such as cost controls, service quality
and value for money. ¢ A national volume-based drug procurement policy (called Group
Purchase Organization, GPO) was also launched in November of the same year to contain
drug costs by improving the availability of quality, cost-effective products for patients.
Since then, we have seen five national rounds of GPO for generic drugs that have led to
accumulated savings of over RMB 150 billion.”

Figure 4: Drug GPO timeline to date

“4+7" Pilot 1 Nationwide 2" Nationwide 3" Nationwide 4" Nationwide 5" Nationwide
Round Round Round Round Round Round
Nov 2018 Sep 2019 Jan 2020 Sep 2020 Feb 2021 Jun 2021
25 Drugs 25 Drugs 32 Drugs 55 Drugs 45 Drugs 61 Drugs
52% 25% more 53% 53% 52% 56%
avg. price cut  avg.pricecut  avg.price cut  ayg. price cut avg. price cut avg. price cut
Pilot in 11 Expansion to Nationwide Nationwide Nationwide Nationwide
major cities Nationwide

~Rmb11.3 bn ~Rmb19.5 bn ~Rmb12.4 bn ~Rmb25.5 bn

~Rmb27.8 bn savings savings savings savings savings

Note: RMB savings estimated as reported,
Source: NHSA, Credit Suisse

The sector still faces many challenges including the pressing need for further drug and
medical device reforms to encourage R&D and expedite the introduction of innovative
products. Hospital reform is also ongoing with the aim to encourage fair rewards of

about 3 million physiciansin over 32,000 hospitals, by incentivizing them to launch new
items, provide quality services and improve operating efficiency. These goals cannot be
achieved with public funding alone and policymakers are encouraging private and foreign
investment in this space.

The outbreak of COVID-19 has further emphasized the strategic importance of healthcare
provision. China’s fast control of the pandemic has enabled onshore medical device
companies to break into the overseas market. The more recent impact of the Omicron
variant on China’s economy has been somewhat muted, given China’s “zero-tolerance”
policy and successful prevention of widespread contagion of the Delta variant. We believe
that COVID related businesses such as vaccines, COVID testing and even vaccine contract
development and manufacturing organizations (CDMOs) could see sustained demand
over alonger time horizon.

5. Healthy China2030: China’s healthcare journey, June 2018,
https://www.bayer.com/en/pharma/healthy-china-2030-chinas-healthcare-journey

6. Ibid.

7. Quickrecapon past GPQOresults and mechanism, October 2021, Credit Suisse
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Investmentimplications of recent reforms on the industry
This note focuses on three recent regulatory trends in China’s healthcare industry and
assesses theirimpact on various sub-sectors in the short to medium-term.

1. Price cuts previously targeted at generic drugs via GPO are now being extended to
otherareas.
GPO for generic drugs has been in effect since late 2018 but the same policy is now
being extended to many other areas. Market participants fear the recent GPO expansion
into areas such as insulin, medical devices and traditional Chinese medicine are
having a detrimental impact on the industry as a whole. The GPO on insulin that took
placein November 2021is noteworthy given China’s has the highest number of diabetics
worldwide and the market for diabetics treatment is booming. Last year the market for
insulin products was worth US$ 3.9 billion. 8 China’s medical device sector has also been
growing exponentially and was worth over US$ 126 billion in 2020 with an annual growth
rate of about 20% since 2015.°

By sub-sector:

« Generic pharma: Generic drug manufacturers have been exposed to GPO over the
past four years and this is set to continue. However, most high-quality generic drugs
have already been included into the National Reimbursement Drug List (NRDL), so we
expect the price cut pressure on generic pharmaceutical companies to be much lessin
2022.

» Innovative pharma: More innovative drugs are likely to be included into the NRDL but
onlyinavery gradual way. The government has been encouraging domestic drug
makers to shift away from generic and toward innovative drug developmentin order
to promote more import substitution. ' We believe the policy direction is unlikely to
change. We expect that the price cuts, ifimplemented, will be alot more benign to
ensure pharmaceutical companies’ long-term R&D expenses can be recovered.

« Traditional Chinese Medicine (TCM): GPO has already been underway for TCM
generics. Innovative TCM manufacturers with unique products are likely to be exempt
from this policy. Many TCM leaders have also expanded their product range to include
products such as personal care, F&B, and cosmetics, where there is still little price
regulation. Based on our assessment, the overall policy tone for TCM remains
encouraging as the government is trying to promote these products both domestically
and abroad. In late December last year, the NHSA and the National Administration of
Traditional Chinese Medicine released guidance that qualified TCM drugs and services
will be included in public medical insurance. ™ We expect this policy to be positive for
leading TCM manufacturers but do not rule out future pricing pressure to occur as more
TCMdrugs are added to the NRDL over time.

+ Medical devices: GPO expansion into medical devices such as consumables andin
vitro diagnostic devices (IVD) will continue in the next few years, there will be price cuts
and margin pressure for the sectors. However, this might also lead to positive changes
in the competitive landscape as domestic medical device players can easily take market
share from foreign players. Besides, volume growth can help to offset the pressure on
margins and profit coming from price cuts, and most price cuts pressure will be borne by
distributors rather than producers. Chinese medical device manufacturers are
increasingly expanding into overseas markets by exporting their products to developing
countries.

8. Chinaseesafuture for domestically produced insulin, September 2021,
http://www.pharmadj.com/en/cms/detail.htm?item
id=707ecl6clclcllecbeebfal63e42049a#:~:text=China%20made%20its%20insulin%2
volume,officially%20launched%20state%2Dorganized%20VBP.&text=Insulin%20is%20very %2
widely%20used,ranking%20second%200only%20to%20acarbose

9. Chinese Medical Device Industry — How to thrive inanincreasingly competitive market, March 2021,
https://www2.deloitte.com/content/dam/Deloitte/cn/Documents/life-sciences-health-care
deloitte-cn-Ishc-medical-device-white-paper-en-210301.pdf

10.China cutsredtape, increases potential for breakthrough medicines, August 2018,
https://www.ibj.com/articles/69961-china-cuts-red-tape-increases-potential-for-breakthrough
medicines

11. FLASH| ChinaHealthcare - TCM Supportive Policy Released, December 2021, Citi
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+ CROs/CDMOs (Contract Research Organizations/Contract Development
and Manufacturing Organizations): We see little to noimpact on CROs/CDMOs given
their revenues are mainly sourced overseas. Regulators are only likely to regulate
domestic products for the purpose of relieving pressure on their national insurance
system. As Chinese policymakers encourage exports, we expect little policy regulation
impact on this sector. The same goes with some of the API (active pharmaceutical
ingredient) players who are selling raw materials used in drugs to foreign pharmaceutical
companies.

» Vaccine manufacturers: No expected impact. Regulators are encouraging
pharmaceutical players to conduct R&D on the COVID vaccine, so the potential risk to
this group is low. As the overall vaccine market in China is still dominated by foreign
brands, regulators are supporting domestic vaccine players in order to shift toward an
import substitution model.

2. Fears of aregulatory crackdown on private healthcare provision mirroring the
disciplinary actionsimposed on the for-profit tutoring sector in 2021
Market participants fear that China’s private healthcare system could be subject to
regulatory tightening measures similar to those that occurred in the for-profit tutoring
sector inthe second half of 2021. However, our view is that this is unlikely to happen
inthe near term as unlike tuition centers, private healthcare providers are a key pillar to
cope with the massive healthcare demand in China. Given the massive population size,
China'’s public health care system continues to be over stretched and underfunded.
Private hospitals can offer timelier and better-quality services to those who can afford it.
In doing so, this also helps redistribute the load away from the public healthcare system.

3. Fearsthat new policy guidance on oncology trials will make it harder and more costly
fordrugdeveloperstodevelop cancer therapies
In early July 2021, the Center for Drug Evaluation at China’s National Medical Products
Administration released draft guidelines for conducting oncology drug clinical
developmentinthe country. The guidelines advocate using best available drugs to do
comparisons on efficacy in oncology trials rather than placebos. This will raise the bar
for Chinese innovators, who will need to develop truly differentiating therapies
compared to those on the market. Market participants fear this could impact funding
for biotech research. However, we believe market leaders in the biotech subsector can
benefit from the market consolidation as competitors with mediocre R&D capabilities
can be expected to gradually exit the market. We view this regulatory action as an
example of alarger trend for the sector to encourage genuine and differentiated
innovation by pharmaceutical players rather than focusing on ‘me too’ drugs.

Currently the global pharmaceutical space is dominated by foreign players who are
leaders in the area of innovative drug development. China domestic players need to
continue toinvest in R&D to effectively compete with these foreign giants and create
more best-in-class drugs. The potential for this is huge in China due to cost-effectiveness
of clinical trials, large available talent pool and pace at which technological advances are
being made in healthcare sector. Advances around big data and artificial intelligence
(Al)in Chinais spurring the rise of smart hospitals, remote surgery, telemedicine, Al used
indrug discovery, etc.

Conclusion

Despite the recent market developments, we remain constructive on the China healthcare
sectorinthelong term. Over the past ten years, China’s healthcare sector has had two
large drawdowns before the one that occurred in 2021 and both were short-lived, lasting
less than a year. This is because the strong long-term drivers for China’s healthcare sector
such asdemographics, rising income levels and rising R&D expenses on innovative drug
development remain intact. With valuation multiples below historical 5-year averages, the
sector is becoming increasingly attractive from along-term perspective.
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Importantinformation

Thisdocumentisintended only for investorsin Hong Kong, for Institutional Investors and/or Accredited
Investorsin Singapore, for certain specific sovereign wealth funds and/or Qualified Domestic Institutional
Investors approved by local regulators only in the People’s Republic of China, for certain specific Qualified
Institutions and/or Sophisticated Investors only in Taiwan, for Qualified Professional Investorsin Korea,
for certain specificinstitutional investors in Brunei, for Qualified Institutional Investors and/or certain
specificinstitutional investorsin Thailand, for certain specific institutional investors in Malaysia, for
certain specificinstitutional investorsin Indonesia and for qualified buyersin Philippines forinformational
purposes only. Thisdocumentis not an offering of a financial product and should not be distributed to
retail clients who are resident injurisdiction where its distribution is not authorized or is unlawful.
Circulation, disclosure, or dissemination of all or any part of this document to any unauthorized person

is prohibited.

This document may contain statements that are not purely historical in nature but are “forward-looking
statements,” which are based on certain assumptions of future events. Forward-looking statements are
based oninformation available on the date hereof, and Invesco does not assume any duty to update any
forward-looking statement. Actual events may differ from those assumed. There can be no assurance
that forward-looking statements, including any projected returns, will materialize or that actual market
conditions and/or performance results will not be materially different or worse than those presented.

Allmaterial presented is compiled from sources believed to be reliable and current, but accuracy cannot
be guaranteed. Investment involves risk. Please review all financial material carefully before investing.
The opinions expressed are based on current market conditions and are subject to change without notice.
These opinions may differ from those of other Invesco investment professionals.

The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons
into whose possession this marketing material may come are required toinform themselves about and
tocomply withany relevant restrictions. This does not constitute an offer or solicitation by anyone in any
jurisdictionin which such an offer is not authorised or to any person to whomit is unlawful to make such an
offer or solicitation.

This documentisissuedin the following countries:
- inHongKong by Invesco Hong Kong Limited £ [B3& E & I2H R AF], 41/F, Champion Tower, Three
Garden Road, Central, Hong Kong. This document has not been reviewed by the Securities and Futures

Commission.

+ inSingapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01Republic Plaza,
Singapore 048619.

+ inTaiwan by Invesco Taiwan Limited, 22F, No.1, Songzhi Road, Taipei 11047, Taiwan (0800-045-066
Invesco Taiwan Limited is operated and managedindependently
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