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Globalization is Still Strong, But
Changing

Christian Floro and Michael Xiao, Barings Investment Institute

Despite fears of decoupling, financial flowsseem tobe ignoring rising tensions between China and the
United States and its allies, as global investment continues to pourinto China and A sia. China’s own
investmentshavealso been rising within its region, even if dealsin the U.S. and Europe have fallen
dramatically—especially as authorities there block investments in advanced technology. These
patternswill continueto evolveasthe pandemic ends, but investors should continue to count on a
world that seems to be further integrating, rather than fallingapart.

Supply chains are shifting,but foreign direct investment (FDI) inflows into China from
Organization for Economic Cooperation and Development (OECD) countries have been
relatively stable,despitelingering U.S.-China trade tensions and tariffs. FDI flows to
Chinese manufacturing sectors—for a long time, a primary driver of the country’s growth—are
declining aslabor costs rise. However, this trend isat least partially offset by increased foreign
investment in research, technology, and information sectors.

NUMBER OF INVESTED FDI PROJECTS INTO CHINA BY INDUSTRY SECTOR

35,000
30,000
25,000
20,000
15,000

10,000

5,000 7 =

0 r T T T T T T T T T T T T T T ]
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

e \|anufacturing
== |T, Computer Services, Software

= Science Research, Technology Services, Geologic Prospecting

Source: Haver, as of December 31, 2019.

BARINGS

BARINGSINVESTMENTINSTITUTE.COM | 1



} BARINGS INVESTMENT INSTITUTE

26 August 2021 | Research Note

A lot of capital formerlydirectedtowards Chinese manufacturing isinstead flowingto
other Asian markets.Indeed, the last decadehas seen a markedincreasein FDIflows towards the
region, exacerbated by the U.S.-China trade war and pandemic-driven pressures to diversify
investment. Threedrivers should keep this trend intact:

e First,investment in certain service industries and technology-related activities is expected
toremain robust. Many multinational data center and cloud enterprises areincreasing
investmentsor building more facilities in Southeast Asia.

e Second,the Regional Comprehensive Economic Partnership should continue attracting FDI
flowsto countries in theregion—especially as businesseslook to improvesupply chain
resilience duringthe pandemic recovery.

e Finally, sustained expansion of the Belt and Road Initiative could further stimulate
investmentstowards Asia and Africa.

As a result, U.S. im porters have alsobeen switchingto producers in ASEAN.TheU.S.’s
shareof imports from Southeast Asia rose by over two percentage points between 2017and 2020,
while the U.S.’sshare of importsfrom Chinadroppedtwo percentage points over the same period. The
shiftis notleaving China behind, however, because ASEAN is now China’s largest trade partner and
an increasingly im portant provider of intermediate goodsto the manufacturing process.

The shift alsoreflectsa significantchange in global supplylines,asboth international
and Chinese companiestry to diversify their manufacturing facilities beyond China, the
so-called “ChinaPlusOne”strategy.Theshareof China’s outbound FDIin manufacturing as a
percentage of total outbound FDI hasbeen generally increasing, rising from around 3% in 2008to
over14%in 2019. Likewise, Chineseinvestment in Southeast Asia has accelerated duringthe
timeframe. Vietnam, In donesia, Thailand, and Malaysia—all countries withrapidly developing
infrastructureand cheap labor costs—have been the prim ary targets for Chinese manufacturing
investmentin the region. These countries, in turn, have taken advantage of international interest by
passingfavorableforeign investment policies, such as streamlining the process for obtaining certain

permits.
CHINA DIRECT INVESTMENT INTO SOUTHEAST ASIA
$2500M

$2000M
$1500M
$1000M

$500M

$0M T =S

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

e \/ietNam  e=—Thailand e=—\alaysia e=—|ndonesia

Source: Haver, as of December 31, 2019.

BARINGS

BARINGSINVESTMENTINSTITUTE.COM | 2


https://thediplomat.com/2021/06/which-asian-nations-can-benefit-from-the-china-plus-one-strategy/

} BARINGS INVESTMENT INSTITUTE

26 August 2021 | Research Note

China’s FDI flows towards m ost non-Asian economies and advanced economies have
been in declinesince 2016—especially as domestic security con cerns, particularly in
technology, come into focus for authorities in the U.S. and Europe. As a result, China has
pivotedinward, focusingon self-driven growth and “National Champions” to offset the dependency on
foreigntechnology.

CHINA OUTBOUND FDI
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Aspartofits dual-circulation strategy, China’s domesticinvestment goals haveincreasingly focused
on digitalinnovation. Indeed, with R&D spending in China now accounting for 2.4% of its GDP, China
today represents over 20% of global R&D, ranking second only after the U.S.

Likewise, manufacturing in the country has shifted towardshigh tech and high value-added products
in the last decade, a movethat advanced not only by geopolitical pressures, but also higher wages,

m oresophisticated technology research, and increased capabilities. China’s innovations in related
sectors will likely continue driving increased capital expenditures and investment and h elp further
incentivize corporations to boost their R&D a ctivity in China.
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Chart 9. China moving up the value added ladder (% share, USD)
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Mote: the export product sophistication index shows the % of exports from China to the US that are also produced by countries that have a similar GDP/capital. Thus, in 2002
(the red line), about 10% of all Chinese exports were products that were also produced in countries with a GDPleapita below USD5,000/ and nearly 50% of all products were
exports that were also produced in countries with a GDP/capita ranging USDS,000-10,000.

Source: US Census Bureau, World Bank, HSBC

Source: HSBC, as of February 18, 2019.

Global integration has clearly not stopped, butitis changing in waysinvestors will want to track. Even
with the pandemic’s disruption of global supply chains and rising U.S.-China tensions, FDI flows into
Chinahaveremained robust. Meanwhile, Asia’s other em erging m arkets have been the primary
beneficiaries of China’s shift away from low-end manufacturing—ascountries increasingly look to
them for cheap and efficient labor. Finally, as the U.S. and Europe have blocked Chinese investment in
their techsectors, Beijing has turned its efforts—and investment money—inward to accelerateits
climbuptheglobalinnovation chain.
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IMPORTANTINFORMATION

Any forecasts in this document are based upon Baringsopinion of the marketat the date of preparation and are subject to change without
notice, dependent upon many factors. Any prediction, projection or forecast isnot necessarily indicative of the future or likely
performance. Investment involves risk. The value of any investments and any incom e generated may go down as well asup and isnot
guaranteed. Past performanceisno indication of current or future performance. PASTPERFORMANCE IS NOT NECESSARILY
INDICATIVE OF FUTURE RESULTS. Any investment results, portfoliocompositions and or examplesset forth in this document are
provided for illustrative purposesonly and are not indicative of any future investment results, future portfolio composition or investments.
Th e composition, size of, and risks associated with an investment may differ substantially from any examples set forth in this document.
No representation ismade that an investment will be profitable or will not incurlosses. Where appropriate, changes in the currency
exchange rates may affectthe value of investments. Prospective investors should read the offering documents, ifapplicable, for the details
and specific risk factors of any Fund/Strategy discussed in thisdocument. For Professional Investors/Institutional Investors only. This
documentshould not be distributed to or relied on by Retail/lmdividual Investors. Barings LLC, Barings Securities LLC, Barings (U.K.)
Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings Japan Limited, Baring Asset Management Limited, Baring
International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers (Ireland) Limited, Baring Asset
Management (Asia) Limited, Baring SICE (Taiwan) Limited, BaringAsset Management Switzerland Sarl,and Baring Asset Management
Korea Limited each are affiliated financial service companies owned by Barings LLC (each, individually, an "Affiliate"), together known as
"Barings." Some Affiliates may act asan introducer or distributor of the products and services of some othersand maybe paid a fee for
doing so.

NO OFFER: The documentisfor informational purposesonly and is not an offer or solicitation for the purchase or sale of any financial
instrument or service in any jurisdiction. The material herein was prepared without any consideration of the investment objectives,
financial situation or particular needs of anyone who may receive it. Thisdocument isnot, and must not be treated as, investment advice,
an investment recommendation, investment research, or a recommendation about the suitability or ap propriateness of any security,
commodity, investment, or particularinvestmentstrategy, and must not be construed as a projection or prediction.

In makinganinvestmentdecision, prospective investors must rely on their own examination of the merits and risks involved and before

m aking any investment decision, it is recommended that prospective investors seek independent investment, legal, tax, accounting or other
professional advice asappropriate. Unless otherwise mentioned, the views contained in this document are those of Barings. These views
aremadein good faithin relation tothe factsknown atthe time of preparation and are subject to change without notice. Individual
portfolio management teamsmay hold different viewsthan the views expressed herein and may make differentinvestmentdecisions for
different clients. Parts of this document may be based on information received from sources we believe to be reliable. Although every effort
is takentoensure that the information contained in this documentis accurate, Barings makes no representation or warranty,express or
implied, regarding the accuracy, completeness or adequacy of the information.

OTHER RESTRICTIONS: The distribution of thisdocument isrestricted by law. No action has been or will be taken by Barings to permit
thepossession or distribution of the document in any jurisdiction, where action for that purpose mayberequired. Accordingly, the
documentmay not be used in anyjurisdiction except under circumstances thatwill result in compliance with all applicable laws and
regulations. Any service, security, investmentor product outlined in this document may not be suitable for a prospective investor or
available in their jurisdiction.

Copyright and Trademark: Copyright© 2021 Barings. Information in this document maybe used for your own personal use, butmay not
be altered, reproduced or distributed without Barings’ consent.

TheBARINGS name and logodesign are trademarks of Barings and are registered in U.S. Patent and Trademark Office and in other
countries around the world. All rights are reserved.
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