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China’s weakness gives emerging countries more opportunities

to participate in the global division of labor

China’s economy is clearly weakening

Not long ago China was the engine of growth for the global economy. But now China has
become the world’s biggest risk factor. Obvious signs of economic decline are appearing.
Railway freight volume, electricity generation, crude steel production and the volume of
imports are all down from one year ago. Growth in the monetary value of industrial
production peaked at 20% in 2010 and then fell to 10% in 2013 and 8% in 2014. The annual
growth rate has dropped to about 5% to 6% this year. Capital expenditures and real estate
investments, the two key sources of China’s growth, are both no longer supporting the
economy. Falling real estate prices and other negative indicators show that the Chinese
economy is nowhere near a 7% growth rate. There is also a marked slowdown in consumer
spending. Automobile sales have been down for three consecutive months starting in April.

As of June, China’s stock markets had staged a powerful rally that raised stock prices 150%
in only one year. But stock prices subsequently plunged 35% in the past month. Investors
anticipate lower earnings at Chinese companies due to bankruptcies and rapidly declining
economic growth. With the intrinsic value of companies declining, the big upturn in stock
prices had obviously produced a bubble. But the Chinese government has not allowed the
bubble to burst. Instead, the government enacted inconceivable measures aimed at
propping up stock prices. For instance, at the urging of the government, 21 large Chinese
securities companies pledged to invest 120 billion yuan (about ¥2,400 billion) in
exchange-traded funds, approvals of initial public offerings were suspended, large
shareholders are prohibited from selling their stock for six months, and penalties were
established for “malevolent” short sales.

China Plus One will benefit other countries

No one can deny that China’s economy is weakening. So the question we need to answer is
how this will influence the global economy. There will be numerous negative effects, such as
worsening business relationships with China. But we can also expect to see some countries
benefit from China’s decline. Globalization sparked by China’s economic growth led to an
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industrial chain reaction of beneficiaries that produced the “BRICS boom” as emerging country economies
expanded rapidly starting around 2000. Massive demand for natural resources in China fueled the BRICS boom.
But this boom is about to disappear as the Chinese economy slows down. After all, advantages unique to China
were not the reason for the country’s economic success. Above all, China excelled at using cheap labor to target
the international division of labor. This is something that other countries can do, too. Today, China has the
highest wages in Asia, so the competitive edge of the country’s manufacturing sector has been severely eroded
(Figure 1). As China’s position within the global division of labor declines, other countries will probably emerge
as beneficiaries due to the China Plus One strategy as companies reduce their reliance on China for
manufacturing.

Investments in China are declining; the peak is behind us

As you can see in Figure 2, direct investments in China by foreign companies have reached a peak during the
past few years. These investments were $116 billion in 2011, $111.6 billion in 2012, $117.6 billion in 2013 and
$119.5 billion in 2014. Only investments from Hong Kong, which now account for 70% of all direct investments,
have been climbing. Direct investments from the rest of the world are down significantly. Japanese companies
used to be a major source of growth in these investments but are now making dramatic cuts in these outlays.
Until seven or eight years ago, China accounted for about half of all of Japan’s direct investments in Asia. In
2012, Japan invested ¥1,075.9 billion in China, surpassing the trillion level. Investments then dropped 20% to
¥887 billion in 2013 and another 20% to ¥719.4 billion in 2014.

As investments in China fell, Japanese companies made a big increase in ASEAN investments. Japan’s direct
investments in the ASEAN big six (Singapore, Thailand, Indonesia, Malaysia, Philippines, Vietham) surged from
¥847.1 billion in 2012 to ¥2,311.5 billion in 2013 and ¥2,134.3 billion in 2014, about three times more than
investments in China. These investments clearly show that Japanese companies are rapidly moving factories
from China to the ASEAN region. As China slowly sinks, other regions are rising. Increasing participation in the
global division of labor by more countries is offsetting China’s economic decline. As a result, we can expect to
see the global economy continue to expand at a steady pace.

Figure 2: China’s foreign direct investment
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Figure 3: Japan’s direct investments in Asian
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The emergence of India and the ASEAN countries

Now India is the center of attention. In the past, India participated in the global division of labor by adopting the
unusual approach of specializing in the service sector. But this approach is no longer viable. The service sector
has a weak industrial chain, making it insufficient to fuel the growth of an enormous economy of 1.2 billion people.
Under the leadership of the Modi administration, India has started to concentrate resources on the
manufacturing sector. India will probably quickly replace Chinese imports with internally produced goods.
Manufacturers from developed companies are likely to move even faster to set up operations in India. Taiwan’s
Hon Hai Precision Industry (Foxconn), a huge company that makes all of Apple’s smartphones, has announced
a plan to build 10 to 12 factories in India by 2020. These factories will have about one million workers, more than
Hon Hai currently employs in China.

Furthermore, the concentration of ASEAN industrial activity in Thailand will probably continue. In addition,
Vietnam, Myanmar and the Philippines, a country where labor is extremely cheap, are becoming more attractive
as places for investments. NAFTA member Mexico and Turkey are also positioned to benefit from China’s
decline. Following the start of the global financial crisis, the excessive concentration of manufacturing in China
created a structure in which Asian countries (India, Vietnam, Thailand, Malaysia and others) relied greatly on
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China for the supply of manufactured goods. As the Southeast Asian country import data in Figures 4 to 7 show,
China (purple) accounts for a large share of the imports of these four countries.

As the concentration of industrial activity in the ASEAN countries increases, goods produced in these countries
will start replacing imports from China. We are witnessing a change similar to what happens when small trees
sprout after a large tree falls down. Industrial activity that was dominated by China is spreading out to many
emerging countries. This signifies that these countries will replace China as the engine of global economic
growth. Consequently, slower economic growth in China will not necessarily hold back growth of the global
economy.

Fig 4: India import partner country ratio ‘ Figure 5: Vietnam import partner country ratio
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Figure 6: Thailand import partner country rati Figure 7: Malaysia import partner country ratio

B China B Japan mus W China dingapore  MJapan Hus M T hailand
M ralaysia WUAE Korea
Sinagapore M saudi Arabia Oothers Korea B ndonesia Euro area  OOthers
(%) (%)
100 "7 100
|| m .y
g0 60 - | ---.....-.
20 20 A
o 0 LLMI.J._IJ
oo ot 02 0% 04 05 06 OF 08 09 10 11 12 13 14 oot 02 03 04 05 06 OF 08 09 10 11 12 13 14
Source: IMF, Bloomberg, Musha Research Source: IMF, Bloombergy, Musha Resaerch

© Copyright 2015 Musha Research Co., Ltd

Although the information contained herein is based on sources that Musha Research believe reliable, Musha Research do not make any representation or warranty, express or implied, with respect to the
fairness, correctness, accuracy, reasonableness or completeness of the information and opinion herein. Musha Research is not responsible for any losses or damages incurred by your relying on such
information and opinion. The analyses or opinions contained herein may be based on assumptions that if altered can change the analyses or opinion expressed. Nothing contained herein shall constitute any
representation or warranty as to future performance of any financial product, credit, currency rate, interest rate or any other market or economic measure. Furthermore, past performance is not necessarily
indicative of future results. Musha Research has no obligations to update, modify or amend this document or to notify a reader in the event that any matter stated herein changes or subsequently becomes
inaccurate. When you analyze risks and issues on investment, finance, tax, law and/or accounting contained herein, you should take steps to ensure that you understand the transaction and have made an
independent assessment of the appropriateness of the transaction and it is strongly recommended to seek advice from your own experts and/or advisors, in light of your own objectives and circumstances. This
document shall not be construed as and does not form part of an offer, nor an invitation to offer, nor a solicitation or recommendation to enter into any transaction with DSI or any of its affiliates, nor is it an official
or unofficial confirmation of terms. This document and any information contained herein are confidential and may not be reproduced or distributed in whole or in part without our prior written consent.

3/3



