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CHINA: THE GREAT DISRUPTOR OF OUR TIME

As China’s economic development enters a more sophisticated
and mature phase, it is beginning to challenge many of the
status quos that have been taken for granted since the middle
of the 20th century. With its large domestic market and huge
savings pool, China does not simply follow the rules. China and
its companies are becoming increasingly competitive,
disrupting many long-established norms by leveraging various
competitive advantages such as economies of scale, product
differentiation and erecting higher barriers to new entrants.

| have previously written about investing in China and why it is
crucial that investors take a balanced and comprehensive
long-term investment view (see ‘Capitalising on the Pacific
Decade: Taking the long-term view on China’). As each year
passes, | become more convinced that China is the great
disruptor of our time and that its companies are quickly
becoming competitive threats in many industries. In our view,
investors can no longer afford to ignore China and the
influence it is having on global markets.

China’s economic rise differs from other
Asian nations

China joined the World Trade Organisation (WTO) in 2001,
marking the start of closer integration into the global economy
and leading to years of explosive GDP growth. Between 1999
and 2013, China GDP grew by 8 times. In 2000, there were 25
million families in the middle income bracket in China; now
there are 250 million, a tenfold increase’. China’s economic
success since 1980 parallels similar growth stories of Asian
economic achievers, such as Japan, Korea, Singapore and
Taiwan. The abundance of cheap labour drives export-oriented
manufacturing. Very high savings rates generate a large pool
of investment capital, while financial repression with regulated
low interest rates, a managed undervalued exchange rate
system and capital controls all favour reinvestment of that
capital in the domestic economy. Other factors that contribute
to early success are land subsidies, lax environmental
regulations and labour laws favouring manufacturers.

However, there are increasingly noticeable differences
between the success stories of Asia’s economic achievers and
China’s trajectory. In our view, this may result in a higher
likelihood of global industry titans emerging from China than
we have seen with other Asia Pacific nations.

China’s aggressive infrastructure investment has led to
increased efficiency in manufacturing, transport and the
logistics required to move goods to overseas markets. For
example, China’s national highway system grew from 5,000km
in 1997 to 112,000km (half of the US's inter-state system) by

2014. Shanghai, which in 2000 was the 19th-largest port in the
world, now houses the globe’s largest container port, bigger
than the next six countries combined. This increase in
infrastructure has also promoted urbanisation, providing the
labour to feed China’s growth. Going forward, China is
championing the ‘One Belt One Road'’ initiative, which involves
financing infrastructure in 65 countries in order to improve
trade throughout Asia, Africa and Europe. Together these
countries account for 60% of the world’s population, giving
rise to the possibility of even greater global trade ties and
economies of scale.

In addition, the sheer size of China’s domestic market dwarfs
other nations. The US's large domestic market is one reason
often cited for the dominance of American enterprises since
the mid 20th century. In terms of economic development and
gaining advantage from economy of scale, size does matter.
By tapping the immense domestic consumption market,
Chinese companies are emerging as global competitors in
many industries, especially as GDP per capita rises above the
USD 12,000 hurdle which enables many middle income
consumers to afford cars and larger purchases. Given the size
of the market, there is also fierce competition among domestic
players. This assists the best companies in honing their skills to
achieve dominance on the national stage before they emerge
to compete on the global scene. This domestic competition is
what assisted US companies to grow into multi-nationals in
the last century.

China also pursues an industrial policy which is inherently anti-
competitive towards foreign makers in favour of domestic
companies. This is not a new concept, of course. All Asian
countries have practiced something similar in the early years of
industrialisation (e.g. car imports, protection of key industries,
capital controls). However, the difference is that China is quite
explicit about its mercantilist and protectionist tendencies.
What is unique to China is that by taking advantage of the size
of its domestic market at the same time as being protectionist
regarding that market, in many cases it has formulated its own
unique standards to create further barriers to entry—e.g. the
bankcard monopoly in UnionPay, the TD-LTE telecom standard
championed by Chinese makers and internet censorship. With
such tactics, China either blocks out global competitors or
forces them to compete according to China's own rules.

Competitive barriers are erected in two ways. Firstly, explicit
trade rules or alternative standards for an industry are set up to
disadvantage foreign players; secondly, national champions or
self-selected domestic players are bestowed with competitive
advantages to succeed in the domestic markets. By the time
other nations complain about it, it’s already too late.
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China is the great disruptor of this century

At their heart, we believe that China’s many anti-competitive
policies are designed to challenge the status quo established
by the US as it expanded its sphere of influence following
World War Il. With initiatives such as the Asian Infrastructure
Investment Bank (AlIB), ‘One Belt One Road’, Regional
Comprehensive Economic Partnership (RCEP), and the
leadership role it is taking on climate change, China's
geopolitical ambitions are very clear.

China is not afraid to challenge the US and the many status
quos it has established in various industries because of its size,
ambitions and abundance of capital. Furthermore, the
country's lack of a past economic model and relative freedom
from established interests that the government needs to
protect or placate, enable it to leap into the latest innovation.
This 'leapfrog effect' may explain why smartphones are
supplanting landlines faster than in any other country. With its
population of 1.4 billion, China has the largest internet user
base in the world. This base enables the emergence of
domestic smartphone brands, taking market share from Apple
and Samsung. We are seeing similar swift take-up in internet
adoption, e-commerce, artificial intelligence (Al), fintech,
online payments, big data and other disruptive technologies.

In fact, it would seem that the Chinese government
encourages adoption of new technologies because Beijing
views technological disruption as an opportunity for a rising
young economy like China to supplant the existing world
order. This has seen China substantially increase its research
and development (R&D) spending over the past 15 years, with
JCI? noting that China’s R&D budget is now 75% of that of the
US, rising from only 12% in the year 2000. In our view, one area
to watch in this regard is electric vehicles (EVs). China may be
instituting the highest regulations for EV production for all of
its domestic auto makers among the global markets (just as
the US is retreating from the Paris Accord). While a few
Western governments continue to argue over the existence of
scientific proof about climate change from fossil fuels, Beijing
is already envisaging the day when the majority of cars in
China will be electric and emission-free. With that forward-
looking focus, China may be sowing the seeds to help it
become a major auto exporter in the world (as well as batteries
and renewables).

Investors cannot ignore the increasing
influence of China

China’s economic rise has, up until now, largely followed an
expected pattern, especially after joining the WTO and the
rapid globalisation from free trade. However, due to the size of
its economy and different philosophy from the US, China is the
first economic power big enough to start threatening the
status quo. In challenging the Asian Development Bank (ADB)
over infrastructure lending to Asia, the International Monetary
Fund (IMF) over the reserve currency status, or regional
influence over its ‘One Belt One Road’ plan, China has proven
to be much more audacious, innovative and future-focused
than many expected. Its diplomacy, political ambitions and
industrial policy (China 2025) are all coherently articulated and
mutually reinforcing.
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What are the implications for investors? If China successfully
leaps over the 'middle income trap' and is able to push its GDP
per capita to the minimum level required for an OECD country,
then China’s middle income consumer segment would be 2-5
times that of the US and EU markets combined. If the ‘One Belt
One Road’ initiative is successful, Asia will constitute 50% of
the global middle class by 2020 and 66% by 2030°.

Even on a more conservative assumption, it is clear that the
Chinese consumer will become an increasing target for global
brands, while Chinese brands will become increasingly
influential outside the domestic market. As China's consumers
begin to influence the tastes of everything from cars to movie-
making to food production, the biggest producers of
consumer-oriented goods will likely be forced to adapt and
cater to this immense market.

Up to now, China’s influence on global investors has
concentrated on macro factors, especially in the commodities
sectors. This new thesis is that, with China being the great
disruptor in many industries, its influence on the supply and
demand of consumption patterns will begin to exert
influences at the microeconomic level. For stockpickers,
therefore, not following China may pose a real risk in the future.
Many currently unknown companies in China are quickly
becoming competitive threats in various global industries.
Even if they don't care to invest in China, any globally minded
investor should be aware of Chinese competition and
prepared for China's disruption in many industries.
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Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM’s investment strategy in any
way. The information and opinions in this document have been
derived from or reached from sources believed in good faith to be
reliable but have not been independently verified. Nikko AM makes
no guarantee, representation or warranty, express or implied, and
accepts no responsibility or liability for the accuracy or completeness
of this document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

en.nikkoam.com



CHINA: THE GREAT DISRUPTOR OF OUR TIME

In any investment, past performance is neither an indication nor
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.
Nikko Asset Management Americas, Inc. is a United States Registered
Investment Adviser.

Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. Nikko Asset Management Asia
Limited is a regulated entity in Singapore.

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong. Nikko Asset Management
Hong Kong Limited is a licensed corporation in Hong Kong.

Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
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Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the
objectives, financial situation or needs of any individual and is not
intended to constitute personal advice, nor can it be relied upon as
such. This material is intended for, and can only be provided and
made available to, persons who are regarded as Wholesale Clients for
the purposes of section 761G of the Corporations Act 2001 (Cth) and
must not be made available or passed on to persons who are
regarded as Retail Clients for the purposes of this Act. If you are in any
doubt about any of the contents, you should obtain independent
professional advice.

New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).

Kingdom of Bahrain: The document has not been approved by the
Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the
Kingdom of Bahrain and this document is intended to be read by the
addressee only and must not be passed to, issued to, or shown to the
public generally.

Kuwait: This document is not for general circulation to the public in
Kuwait. The Strategy has not been licensed for offering in Kuwait by
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti
government agency. The offering of the Strategy in Kuwait on the
basis a private placement or public offering is, therefore, restricted in
accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as
amended). No private or public offering of the Strategy is being made
in Kuwait, and no agreement relating to the sale of the Strategy will
be concluded in Kuwait. No marketing or solicitation or inducement
activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko
Asset Management Europe Ltd (Nikko AME), which is authorised and
regulated by the Financial Services and Markets Act 2000 (as
amended) (FSMA) and the rules of the Financial Conduct Authority
(the FCA) in the United Kingdom (the FCA Rules). This document
should not be reproduced, redistributed, or sent directly or indirectly
to any other party or published in full or in part for any purpose
whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal
recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient. In providing a person with this
document, Nikko AME is not treating that person as a client for the
purposes of the FCA Rules other than those relating to financial
promotion and that person will not therefore benefit from any
protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or
employees may have or have had positions or material interests, may
at any time make purchases and/or sales as principal or agent, may
provide or have provided corporate finance services to issuers or may
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provide or have provided significant advice or investment services in
any investments referred to in this document or in related
investments. Relevant confidential information, if any, known within
any company in the Nikko AM group or Sumitomo Mitsui Trust Bank
group and not available to Nikko AME because of regulations or
internal procedure is not reflected in this document. The investments
mentioned in this document may not be eligible for sale in some
states or countries, and they may not be suitable for all types of
investors.

Oman: The information contained in this document nether
constitutes a public offer of securities in the Sultanate of Oman as
contemplated by the Commercial companies law of Oman (Royal
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98,
nor does it constitute an offer to sell, or the solicitation of any offer to
buy non-Omani securities in the Sultanate of Oman as contemplated
by Article 139 of the Executive Regulations to the Capital Market law
(issued by Decision No. 1/2009). This document is not intended to
lead to the conclusion of any contract of whatsoever nature within
the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a
limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in
such Strategies. The document does not constitute an offer to the
public and should not be reproduced, redistributed, or sent directly or
indirectly to any other party or published in full or in part for any
purpose whatsoever without a prior written permission from Nikko
Asset Management Europe Ltd (Nikko AME). No transaction will be
concluded in your jurisdiction and any inquiries regarding the
Strategies should be made to Nikko AME.

United Arab Emirates (excluding DIFC): This document and the
information contained herein, do not constitute, and is not intended
to constitute, a public offer of securities in the United Arab Emirates
and accordingly should not be construed as such. The Strategy is only
being offered to a limited number of investors in the UAE who are (a)
willing and able to conduct an independent investigation of the risks
involved in an investment in such Strategy, and (b) upon their specific
request.

The Strategy has not been approved by or licensed or registered with
the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in
the UAE. This document is for the use of the named addressee only
and should not be given or shown to any other person (other than
employees, agents or consultants in connection with the addressee's
consideration

thereof).

No transaction will be concluded in the UAE and any inquiries
regarding the Strategy should be made to Nikko Asset Management
Europe Ltd.
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