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HAS CHINA OUTGROWN THE EM UMBRELLA?

Emerging markets: an outdated definition?
Since the term emerging markets (EM) was coined over three
decades ago, almost all the underlying facts about EM as an
asset class have changed. Historically, macro views tended to
dominate EM investing more than for developed markets (DM)
for a variety of reasons: 1) Emerging countries experienced a
greater degree of political and economic instability, 2) they
were more dependent on global trade and US monetary
policies in the USD reserve system, 3) trade blocs were more
isolated with higher barriers to entry’, and 4) EM companies
were generally younger with shorter operating histories.

However, globalisation and the transfer of technology have
elevated many EM companies to world class leadership, with
accounting and operational standards aligned to their DM
peers. Access to capital has also become globalised, as these
companies are traded on both domestic and overseas bourses,
and the technology, infrastructure, and governance
supporting their capital markets has had to keep up with the
companies they service.

Along with globalisation, consumer growth has shifted the
balance of economic power. For example, in 1997, DM
accounted for 55% of global GDP to EM’s 45%?2. In 2017, that
ratio was about 41:593. In five years’ time, the IMF projects that
EM will account for 2/3rds of global GDP. How do you justify
calling the lion’s share of the global economy an emerging
asset class?

Currently, EM countries are as influenced by events in China as
much, if not more, as by those in the US. Thus, to successfully
invest in EM, making the right call on China is as important as
making the right call on the US.

The growing impact of China

The current reality is that China is the largest trading partner to
almost all Asian nations®. China influences the East Asian EM
bloc via direct trade, the IndoChina and Western Asian bloc via
the Belt and Road Initiative, and the resource-producing EM
blocs via its insatiable demand for basic commodities. China
positions its export policy to focus on EMs because of the
similarities between China and EM countries’ consumption
needs and their common inclination for desirable price points.

This EM focus for China’s exports is well-illustrated by Xiaomi
founder Lei Jun, who has named his corporate strategy the
“encircling strategy”®: first take over the countryside, to
prepare for the final assault on the cities. Xiaomi, Huawei, and
a number of state owned champions’ biggest export markets
are currently India and Russia, then Latam, as they have set
their sights on further global expansion.

Ultimately, we expect EM economies to show a higher
correlation with China than the US. This coupling effect may
eventually show up in equity returns, too®.

The question of a separate allocation

In the late eighties, debate centred on whether EM should be
treated as an integral part of a global mandate or a separate
dedicated allocation. The debate touches on the question of
index weight being a backward looking or forward looking
representation of the EM asset class’ economic value creation.
We believe the following set of questions were useful guides
to such debate:

(1) Will emerging markets generate a sufficiently large
economic growth premium?

'The global trade-to-GDP ratio rose from roughly 25% in the 1960s to 60% in 2015, according to the World Bank’s World Development
Indicators database. https://www.weforum.org/agenda/2015/06/has-global-trade-peaked/

2 International Monetary Fund. World Economic Outlook. October 1997.

3 International Monetary Fund. World Economic Outlook. April 2018.

4Yu-Ming Wang. The Real Trade War. March 2017. http://en.nikkoam.com/articles/2017/03/the-real-trade-war

5This strategy was credited to Mao Zedong who seized political power in China by encircling cities via their surrounding rural areas, then
capturing them. http://www.chinadaily.com.cn/china/2007-07/10/content 6142547.htm

8International Monetary Fund. Reserve Currency Blocs: A Changing International Monetary System? January 2018.
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(2) Will the asset class become large enough to justify a
dedicated allocation?

(3) Will economic growth support an equity return premium?

(4) Are the skills required to manage EM equities different
from those used to manage DM equities?

(5) Isthe correlation to DM low enough to justify a separate
allocation to EM for diversification reasons?

Over the last three decades, the answers to all those questions
have turned out to be a resounding “Yes”, and an overweight
allocation to EM has proven to be the winner in risk/return’.
That said, success has brought new challenges. Today, the EM
economic growth premium is widely acknowledged, and EM
market capitalisation continues to rise. But what happens
when the bloc of economies that we call EM no longer appear
homogeneous?

We think multipolarity (to borrow the latest buzzword in
geopolitics these days) may be a better way of looking at
global investing than DM versus EM. There are EM markets
such as Korea and Taiwan which are closely linked to global
trade, and then there are those that are linked to commodities
and natural resources. And then there is China, the elephant in
the room.

In a hypothetical full inclusion scenario in which China would
account for over 30% of the EM index, we would further argue
that China deserves its own dedicated allocation. We consider
the set of questions above to be as relevant today for the
treatment of China as they were for the debate of EM long ago.
We think that a forward looking allocation to China will serve
investors well into the future, as we believe the answers to the
first three questions on China are all positive, and offer our
perspectives on questions #4 and #5 as follows:

Question #4: China’s high information

intensity

The China A-share market behaves very differently from the
more mature markets of Hong Kong and other developed
economies. The A-share market is dominated by retail
investors, and the stock listings are predominantly small and
mid-cap companies, as the charts below show. One conclusion
to be drawn from the behaviour of an average investor in the
A-share market is their high turnover rate and short
investment horizon. This phenomenon, which had been
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observed in other Asian countries during their earlier
developmental years, presents an opportunity of “time
arbitrage” for investors with discipline and a longer time
horizon. We believe a fundamental research-driven approach
with a long-term horizon is best suited for China’s high
information intensity market.

The value proposition of investing in emerging enterprises,
which are well entrenched in serving China’s billion consumers
and quickly gaining technological edge, is further explored in
our recent paper “China’s Move from Factory of the World to
Silicon Valley of the East”.

Chart 1: Investor mix of China versus DM
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Source: JPX, HKEX, LSE, KRX, TWSE, SSE Statistics.
Note: Data as of 2013 for Korea, 2014 for the UK, and 2016 for the rest.
Transaction volume basis except for the US (ownership basis).

Chart 2: Market trading value by market cap
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7 MSCI. Built to Last: Two Decades of Wisdom on Emerging Markets Allocations. October 2012.
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Question #5: Correlation benefits from the A-

share market

The onshore market in China is large and can be quite volatile,
but it also moves to its own rhythm, thus exhibiting lower
correlation to other markets. For an asset allocator, the
proposition of higher return and lower correlation is a
necessary ingredient for maximizing the diversification benefit
from an emerging asset class to expand on its portfolio’s
efficient frontier. China’s volatility and correlation to other
markets are detailed in the tables below.

Chart 3: Volatility by market

China 27.4%
Developed Market 16.9%
Emerging Market 20.5%
USA 19.4%
Japan 22.5%
Hong Kong 23.2%
India 23.0%
Indonesia 21.7%
Brazil 28.6%
Thailand 22.7%

Source: Bloomberg, Nikko AM, April 2018

Chart 4: Correlation by market
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China 1.00

DM 0.17 1.00

EM 0.35 0.71 1.00

USA 0.09 0.90 0.47 1.00

Japan 0.23 0.40 056 0.16 1.00
el GIl 0.44 045 0.79 0.25 0.56 1.00

India 0.21 039 060 025 034 0.53 1.00
[GLISSEM 0.22 031 060 0.15 041 053 044 1.00

Brazil 0.17 0.64 059 061 020 033 028 024 1.00
ILEIEGEEN 0.21 0.36 0.56 0.22 035 050 040 046 0.27 1.00

Source: Bloomberg, Nikko AM, April 2018

Looking to the future

Investors everywhere are learning to deal with China. It is big,
it is affecting all aspects of global markets, but it does not
operate according to conventional rules and wisdom
developed in a unipolar world under US leadership. China’s
rapid rise from an emerging market to a developed world
power has been difficult to navigate for all investors. From
where we sit, our investment teams have always considered
the rise of Asia and China our base case.
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The question of managing a China allocation as a separate
dedicated mandate or an integral part of a global mandate is
subjective, and dependent on the asset owner’s particular
circumstances. At this early juncture of A-shares’ inception
into global indices, the key question of how, and how much, to
allocate to China should be an active decision not to be
delegated to index makers. Considering the unique profile of
the market and how much China influences the global
economy, a decision about China could be the most important
call an investor can make at this time.

Parts of this text was presented in a speech at the Pension Bridge Annual
Conference in San Francisco on April 11, 2018.
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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.

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.
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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.

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

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 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 website
www.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.
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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
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.

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.
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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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