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'Does decoupling damen or ™
boost tech investment opportunity

Well it depends...

In the summer of 2019 The Economist
Intelligence Unit asked global institutional
investors and asset owners which sectors

in China they found most attractive.
Technology was cited by 58%," making it the
top answer above financial or healthcare
services. Although trade tensions had started
ramping up at that time, a majority of survey
respondents still expected to boost exposure
to China’s economy. Since then, US-China
trade tensions have tightened into talk of
“decoupling”, threatening to tear apart a
relationship that has buoyed international
stock markets for years. While the political
effect is polarising and immediate implications
for firms involved in global trade can be
destabilising, the disputes bring a different
balance of risk and reward from an investment
perspective.

Made in China 2025

The story of China’s economic transformation
into “the world’s factory” isn't new or even
finished yet. But the current chapter is about
moving up the value chain. The “Made in China
2025 initiative identifies ten priority sectors
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with a range of plans and policies aimed at
generating “innovation-driven development”
and Chinese self-sufficiency in a variety of
industries,? such as artificial intelligence

(Al), Internet of Things (loT), biotech and
semiconductors. Containing few hard
targets, an overarching goal appears to be
displacement of foreign technology in favour
of Chinese versions—up to a 70% share for
China’s domestic market.

“[China’s] strategy is not entirely different
from that of South Korea or Japan earlier,” says
Marcin Piatkowski, senior economist at the
World Bank in Beijing. “But the process could
be more transparent, especially in terms of
who gets financial support. There are many
sources of funds to support companies, but
it's sometimes difficult to know where it is

all going. More than half of China’s research
and development (R&D) spend is at the
regional level”

Calling “Made in China 2025” a blueprint for
advancement or protectionism is a political
decision; on a practical side, it’s likely to mean
a shifting of corporate profits from west to
east. BCG, a management consultancy, has
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developed several scenarios to measure
impact. It reports: “Our model indicates that
[supplier substitution] will deepen the revenue
loss coming from the Chinese market to US
semiconductor companies by an incremental
30% to 40%.” If US companies in that supply
chain lose Chinese buyers it would hurt their
profits considerably, but it could prove a boon
to non-US firms.

“The example of the semiconductor industry
shows the challenges China faces,” says
Andrew Gilholm, principal and director of
analysis at Control Risks, a consulting firm.
“Even though it has made rapid progress—the
pace of development is extraordinary—there
is still a significant gap from here to where
they want to be, where they don’t need
imports. So while they are trying to bridge
that gap, they can’t afford to scare off foreign
investors or provoke export controls from the
US because they are still vulnerable”

China’s advantage?

With a massive domestic market, many
Chinese companies have not had to look
abroad for growth. The digital economy

is a good example of where Chinese tech
companies have rapidly leapfrogged foreign
counterparts as they innovate in the local
market. With the development of “super
apps” and whole ecosystems of commerce
contained in one platform, companies like
Alibaba have flourished. It now has a 56%
share of the Chinese e-commerce market—
greater than Amazon’s share of the US
market—and was easily able to fend off a local
challenge from US rival eBay.® So absolute was

eBay’s defeat in China that typing the phrase
“eBay in China” into Google’s search engine
auto-completes with “failure”.

That dynamic has given rise to a global
anxiety which has led China to tone down
its “Made in China 2025” rhetoric but not

its plans, according to Mr Gilholm. “They
are doubling down on their industry level
plans but pursuing them in a way that is less
threatening,” he says. “However the sense
of urgency to develop domestic capabilities
has only increased, even more so in the past
year with the sanctions and actions against
Huawei, WeChat [from Tencent] and TikTok
[from Bytedancel]. It is full steam ahead, but
repackaged.”

“Chinese companies have been able to build
capacity and muscle owing to the size of the
domestic market and the fact that they have
been somewhat insulated from competitive
pressures,” says Mr Piatkowski. “There

are a couple of areas in which Chinais a
global leader that might be less affected by
geopolitical changes: the digital economy,
logistics and medical equipment.”

For more on how China’s domestic healthcare
sector is growing and creating investment
opportunity, see The Economist Intelligence
Unit article: “Healthy China 2030” policy could
be a blueprint for investment opportunity.

Pursuing growth despite
uncertainty

Chinese tech companies, of course, see a
chance to benefit from decoupling. Chinese
President Xi Jinping’s announcement of a

*"How competitive is China’s tech scene?”, FT, August 4, 2020 https://www.ft.com/content/7d862fb6-6c3a-45ad-a057-58¢c2122167b5
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“dual circulation” policy—making domestic
consumption China’s economic growth
engine and securing supply chains in critical
industries—has raised domestic hope of
government support, particularly for tech
companies.*

That skewing of the playing field is putting
off some foreign companies, but not all.
China was the largest recipient of foreign
direct investment (FDI) in Asia in 2019, with
companies such as BASF, Volkswagen and
Daimler (Germany), Exxon Mobil and Tesla
(USA), and Toyota (Japan) remaining major
investors.® In mid-2020, about 15% of US
companies operating in China told the US-
China Business Council in a survey that they
were moving at least part of their operations
out of China, and 24% said they had reduced
or stopped planned investments in the
country (up from 19% in 2019). However, it
also found that compared with 2019 more US
companies now consider China a top strategic
priority (16%) and top-five priority (83%).6

By August 2020 FDI into China had already
climbed to US$89bn—a 2.6% year-on-year
increase—and although trade clashes show
no signs of dampening, August alone saw FDI
jump by 18.7%’. So actions still speak louder
than words; and labour costs—more so than
trade or tech tensions—still appear to be the
driver of any supply chain migration.

China’s growth potential is unparalleled and
its economy remains one of the few that
The Economist Intelligence Unit forecasts to
show any GDP growth at all in 2020. Many

Western firms, such as Schneider Electric, a
European electronic components and systems
manufacturer, have set up in China not just to
supply global markets but to serve the local
market under a “China for China” strategy.
Unwinding such investments is much easier
said than done.

Still, decoupling pressures may drive US

firms to make political decisions rather than
business ones. The US-China Business Council
survey found 86% of US companies with
business in China have been impacted by US-
China trade tensions.

The environment for foreign tech companies
varies considerably by sector, according to Mr
Gilholm. “For example, with semiconductors
and other advanced parts like memory,
companies like Intel and Toshiba are still
operating in China,” he says. “There hasn’t
been much of an exodus but it's not paranoid
to say that dominant foreign companies will
only stay that way for as long as it takes China
to catch up. China has been such a big part of
companies’ global growth strategies it would
take a lot for them to abandon the market,
but they are hedging their bets and taming
expectations.”

Chance for a reset?

Ahead of the US presidential election, the
question is whether a change of administration
would radically change this environment.

The Economist Intelligence Unit says China
and the US have been on a collision course

* https://www.ft.com/content/943ea0db-d4e6-414c-b953-6081058d5f2f
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for the better part of a decade and there is
little prospect of improved relations even if
Joe Biden wins. However, the US handling of
the conflict would look different. Under Mr
Trump, foreign policy has been isolationist,
withdrawing from multilateral bodies to
remove any restraints on US power.?

“The election result won't change plans,” Mr
Gilholm says. “[Joe] Biden isn't calling for going
back to the pre-Trump status quo and the
fundamentals that have been driving this for
years, even before Trump, haven’t changed.
But do expect a change in style. [US secretary
of state] Mike Pompeo is using strong
language, describing China as an existential
threat, an enemy. That would go, as well

as the use of executive orders, [if Mr Biden
becomes president].”

Whether or not the US steps up pressure on
China it's still likely to pursue a self-sufficiency
agenda, according to BCG models. Under the
status quo, US firms in the semiconductor
supply chain, for example, might see as much
asa 30% drop in revenue in a case where
Chinese buyers seek to diversify supply but
not eliminate US sources. Under a model
where China has to replace US suppliers, the
drop could be 40%. Beneficiaries, in that case,
would be companies in China, South Korea,
Japan and Europe.”®

The extent to which the US and China push
decoupling will determine how technology

develops around the world. Countries

may be forced to choose which to work

with exclusively, especially for critical
infrastructure. Already pressure from the US
has resulted in the UK government banning

its mobile carriers from buying new Huawei
5G equipment after December 31st 2020 and
forcing them to remove all Huawei 5G kit from
their networks by 2027

Chinese tech companies may find it more
difficult to work in the West, but they can

still pursue global ambitions by offering
financial or technical support to countries
covered by China’s Belt and Road Initiative.
The Economist Intelligence Unit forecasts
that: “China and the US will increasingly exert
their leverage over third parties to the extent
that a neutral stance becomes economically
prohibitive. A gradual bifurcation in the
global economy would be a slow-moving
trend initially, but its longer-term impact
would be significant...trading blocs that are
torn between the US and China would face
significant political tensions.”"?

Decoupling is not yet a foregone conclusion.
FDIinto China is still flowing and if the country
does reduce dependence on foreign high-
tech, as advocated by the “Made in China
2025" strategy, that still offers opportunity to
international investors, especially the 58%
who already marked Chinese tech as a top
sector of interest a year ago.
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Investment Risks:

The value of investments and any income will fluctuate (this may partly be the result of exchange rate fluctuations) and investors may not get back the full
amount invested.

Important information

The publication is intended only for Professional Clients and Financial Advisers in Continental Europe (as defined below); for Qualified Investors
in Switzerland; for Professional Clients in Dubai, Ireland, the Isle of Man, Jersey and Guernsey, and the UK; for Institutional Investors in
Australia; for Professional Investors in Hong Kong;

for Qualified Institutional Investors in Japan; for Institutional Investors and/or Accredited Investors in Singapore; for certain specific Qualified
Institutions/Sophisticated Investors only in Taiwan and for Institutional Investors in the USA. The document is intended only for accredited
investors as defined under National Instrument 45-106 in Canada. It is not intended for and should not be distributed to, or relied upon, by the
public or retail investors.

The publication is marketing material and is not intended as arecommendation to invest in any particular asset class, security or strategy.
Regulatory requirements that require impartiality of investment/investment strategy recommendations are therefore not applicable nor

are any prohibitions to trade before publication. The information provided is for illustrative purposes only, it should not be relied upon as
recommendations to buy or sell securities.

By accepting this document, you consent to communicate with us in English, unless you inform us otherwise.

For the distribution of this document, Continental Europe is defined as Austria, Belgium, Croatia, Czech Republic, Denmark, Finland, France, Germany,
Greece, Hungary, Italy, Luxembourg, Netherlands, Norway, Romania, Slovakia, Spain and Sweden.

Allarticles in this publication are written, unless otherwise stated, by Invesco professionals. The opinions expressed are those of the author or Invesco, are
based upon current market conditions and are subject to change without notice. This publication does not form part of any prospectus. This publication
contains general information only and does not take into account individual objectives, taxation position or financial needs. Nor does this constitute a
recommendation of the suitability of any investment strategy for a particular investor.

Neither Invesco Ltd. nor any of its member companies guarantee the return of capital, distribution of income or the performance of any fund or strategy. Past
performance is not a guide to future returns.

This publication is not an invitation to subscribe for sharesin a fund nor is it to be construed as an offer to buy or sell any financial instruments. As with all
investments, there are associated inherent risks. This publication is by way of information only. This document has been prepared only for those persons to
whom Invesco has provided it. It should not be relied upon by anyone else and you may only reproduce, circulate and use this document (or any part of it)
with the consent of Invesco. Asset management services are provided by Invesco in accordance with appropriate local legislation and regulations.

Certain products mentioned are available via other affiliated entities. Not all products are available in all jurisdictions.

This publication is issued:

—in Australia by Invesco Australia Limited (ABN 48 001 693 232), Level 26, 333 Collins Street, Melbourne, Victoria, 3000, Australia which holds an Australian
Financial Services Licence number 239916.

The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or particular needs.
Before acting on the information the investor should consider its appropriateness having regard to their investment objectives, financial situation and needs.
This document has not been prepared specifically for Australian investors. It:

- may contain references to dollar amounts which are not Australian dollars;

- may contain financial information which is not prepared in accordance with Australian law or practices;

- may not address risks associated with investment in foreign currency denominated investments; and

- does not address Australian tax issues.
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