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A swinging pendulum

Many of you will have noticed that, for the first time in many
years, our Emerging Markets portfolio has lessened its
underweight position in China, having recently added to
some holdings. We thought it worth giving some context to
these recent additions, given we are very conscious that
the political rhetoric surrounding Sino-US relations remains
quite polarised. So what follows is a brief outline of how the
team are currently thinking through the myriad of
competing issues, when it comes to assessing the
attractions or otherwise of investing in Chinese companies.

Let’s begin with what is topical: geopolitics. The flash
point here is likely to be Taiwan.

While admitting the limitations of our real predictive power
on this complex issue, we believe the risk of a military
attack remains low. Why? First, we think it’s important to
recognise what China itself has repeatedly said about
Taiwan. Here there has been no significant divergence
from its longstanding policy, which was reiterated post

Pelosi’s visit in an official white paper. This makes sense
given the incredibly high risks involved in military action,
which could cause devastating consequences for the
Chinese Communist Party’s legitimacy.

Second, contrary to popular opinions, we also note that
President Xi Jinping has not specified an imminent date
by which reunification must occur. In fact his personal
legacy appears to be more closely tied to the success of
his domestic policies such as Common Prosperity. An
attack on Taiwan will completely derail that regardless of
the outcome. The global response to Russia’s invasion of
Ukraine has made this abundantly clear.

Finally, China does not have the military capability yet, even
if it wanted to attack, suggested by a third-party research
report we commissioned. In 10 years’ time it may become
capable, but an assault over 100 miles of water would still
be much more difficult than Russia’s invasion of Ukraine.

So weighing up the above, we think Taiwan remains a
catastrophic impact, low probability risk.
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Let’s move to regulation. In our previous monthly bulletin
(available here), we shared our thoughts on the context
and content of China’s recent regulatory changes, noting
that:

— Prior regulation was remarkably lax and lagged the
speed of Chinese companies’ innovation

— The content of the regulation itself is largely sensible;
and

— We disagree with the generalised view that this is an
attack on the private sector.

Then the question is, how would innovation and

regulation co-exist? Here we think an understanding of

China’s system of governance is important, as well as its

pendulum effect on business.

China is top-down and authoritarian in the sense that the
state provides broad guidance for investments. However,
it doesn’t typically denote a national champion in
advance; it lets market forces decide and as the domestic
market is so large, the room for experimentation is ample,
which leads to cut-throat competition. This is why
authoritarianism hasn’t precluded innovation, and China
has produced some of the most competitive companies
the world has ever seen in the last decade, some of which
we have been investing in for our clients’ portfolios.

But China’s top-down system has significant
weaknesses. One of these is the inability to communicate
policies effectively. Here is an example of how
communication occurs: a top governor from a central
bureau with limited actual detail issues a broad guideline;
this triggers an overzealous response from local
regulators; in turn it results in unintended consequences
such as economic weakness. This draws the attention of
Beijing, which then clarifies its position, regulation is
rolled back, and the balance of market versus state is
restored. We have seen such pendulum effects in action
over the last 18 months in platform businesses.

To be clear, we see the latest pendulum swing as helpful,
but by no means the last. Just as companies will continue
to innovate, so will the state continue to respond. The
addition to some of the platform holdings in the portfolio
reflects our view that investors are now severely
undervaluing the long-run growth potential in these
platform businesses, which remain integral players in
China’s vast digital economy.

The challenge for investing in Chinese companies in the
future, more than ever, is that we need to look for policy
support combined with profit motive. Fortunately, growth
potential remains promising at that juncture: there are
likely to be opportunities in companies facilitating the
green transition, supporting agricultural development,
helping to bring lower tier cities up the value chain, or
enabling advanced manufacturing and industrial
automation. Many of our current research ideas play into
such themes. See discussion on China’s ‘Little Giants’.

The past 18 months has made it all too easy to conclude
that China is just uninvestible. It remains our job,
however, to carefully separate the assessments of macro
factors from our thoughts on megatrends and where the
world is going. We should stand firmly behind many of
our long-standing contentions about investing in
dynamic, innovative companies, and China remains
home to many of those. To give but one example, China
has built 70 per cent of the world’s 5G stations today; the
team, both in Edinburgh and Shanghai, are spending
much of their time researching the likely beneficiaries of
this step change. Every generation of new infrastructure
gives a new breed of innovative companies: 3G brought
us Tencent and Alibaba, 4G brought us ByteDance and
live streaming ecommerce, what will 5G bring us?
Autonomous driving, fully automated factories, what
else? It pays to stay curious and keen an open mind.
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Important information and risk factors

The views expressed should not be considered as advice or

a recommendation to buy, sell or hold a particular investment.
They reflect opinion and should not be taken as statements of
fact nor should any reliance be placed on them when making
investment decisions.

This communication was produced and approved in August
2022 and has not been updated subsequently. It represents
views held at the time of writing and may not reflect current
thinking.

All investment strategies have the potential for profit and loss,
your or your clients’ capital may be at risk. Past performance is
not a guide to future returns.

This communication contains information on investments
which does not constitute independent research. Accordingly,
it is not subject to the protections afforded to independent
research, but is classified as advertising under Art 68 of the
Financial Services Act (‘FinSA’) and Balillie Gifford and its staff
may have dealt in the investments concerned.

All information is sourced from Baillie Gifford & Co and is
current unless otherwise stated.

The images used in this communication are for illustrative
purposes only.

Baillie Gifford & Co and Baillie Gifford & Co Limited are
authorised and regulated by the Financial Conduct Authority
(FCA). Baillie Gifford & Co Limited is an Authorised Corporate
Director of OEICs.

Baillie Gifford Overseas Limited provides investment
management and advisory services to non-UK Professional/
Institutional clients only. Baillie Gifford Overseas Limited is
wholly owned by Baillie Gifford & Co. Baillie Gifford & Co and
Baillie Gifford Overseas Limited are authorised and regulated
by the FCA in the UK.

Persons resident or domiciled outside the UK should consult
with their professional advisers as to whether they require any
governmental or other consents in order to enable them to
invest, and with their tax advisers for advice relevant to their
own particular circumstances.

Financial Intermediaries

This communication is suitable for use of financial intermediaries.

Financial intermediaries are solely responsible for any further
distribution and Baillie Gifford takes no responsibility for the
reliance on this document by any other person who did not
receive this document directly from Baillie Gifford.

Europe

Baillie Gifford Investment Management (Europe) Limited
provides investment management and advisory services to
European (excluding UK) clients. It was incorporated in Ireland
in May 2018. Baillie Gifford Investment Management (Europe)
Limited is authorised by the Central Bank of Ireland as an AIFM
under the AIFM Regulations and as a UCITS management
company under the UCITS Regulation. Baillie Gifford
Investment Management (Europe) Limited is also authorised

in accordance with Regulation 7 of the AIFM Regulations, to
provide management of portfolios of investments, including
Individual Portfolio Management (‘IPM’) and Non-Core
Services. Balillie Gifford Investment Management (Europe)
Limited has been appointed as UCITS management company
to the following UCITS umbrella company; Baillie Gifford
Worldwide Funds plc. Through passporting it has established
Baillie Gifford Investment Management (Europe) Limited
(Frankfurt Branch) to market its investment management and
advisory services and distribute Baillie Gifford Worldwide Funds
plc in Germany. Similarly, it has established Baillie Gifford
Investment Management (Europe) Limited (Amsterdam Branch)
to market its investment management and advisory services
and distribute Baillie Gifford Worldwide Funds plc in The
Netherlands. Baillie Gifford Investment Management (Europe)
Limited also has a representative office in Zurich, Switzerland
pursuant to Art. 58 of the Federal Act on Financial Institutions
(‘FinlA’). The representative office is authorised by the Swiss
Financial Market Supervisory Authority (FINMA). The
representative office does not constitute a branch and therefore
does not have authority to commit Baillie Gifford Investment
Management (Europe) Limited. Baillie Gifford Investment
Management (Europe) Limited is a wholly owned subsidiary

of Baillie Gifford Overseas Limited, which is wholly owned by
Baillie Gifford & Co. Baillie Gifford Overseas Limited and Baillie
Gifford & Co are authorised and regulated in the UK by the
Financial Conduct Authority.

Hong Kong

Baillie Gifford Asia (Hong Kong) Limited A& iR (& #E) ATRAT]
is wholly owned by Baillie Gifford Overseas Limited and holds a
Type 1 and a Type 2 license from the Securities & Futures
Commission of Hong Kong to market and distribute Baillie
Gifford’s range of collective investment schemes to
professional investors in Hong Kong. Baillie Gifford Asia (Hong
Kong) Limited #f15&AE I (F #5) A RRAF] can be contacted at
Suites 2713-2715, Two International Finance Centre, 8 Finance
Street, Central, Hong Kong. Telephone +852 3756 5700.



South Korea

Baillie Gifford Overseas Limited is licensed with the Financial
Services Commission in South Korea as a cross border
Discretionary Investment Manager and Non-discretionary
Investment Adviser.

Japan

Mitsubishi UFJ Balillie Gifford Asset Management Limited
(‘MUBGAM’) is a joint venture company between Mitsubishi
UFJ Trust & Banking Corporation and Baillie Gifford Overseas
Limited. MUBGAM is authorised and regulated by the Financial
Conduct Authority.

Australia

Baillie Gifford Overseas Limited (ARBN 118 567 178) is
registered as a foreign company under the Corporations Act
2001 (Cth) and holds Foreign Australian Financial Services
Licence No 528911. This material is provided to you on the basis
that you are a ‘wholesale client’ within the meaning of section
761G of the Corporations Act 2001 (Cth) (‘Corporations Act’).
Please advise Balillie Gifford Overseas Limited immediately if
you are not a wholesale client. In no circumstances may this
material be made available to a ‘retail client’ within the meaning
of section 761G of the Corporations Act.

This material contains general information only. It does not take
into account any person’s objectives, financial situation or
needs.

South Africa

Baillie Gifford Overseas Limited is registered as a Foreign
Financial Services Provider with the Financial Sector
Conduct Authority in South Africa.
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North America

Baillie Gifford International LLC is wholly owned by Balillie
Gifford Overseas Limited; it was formed in Delaware in 2005
and is registered with the SEC. It is the legal entity through
which Baillie Gifford Overseas Limited provides client service
and marketing functions in North America. Baillie Gifford
Overseas Limited is registered with the SEC in the United
States of America.

The Manager is not resident in Canada, its head office and
principal place of business is in Edinburgh, Scotland. Baillie
Gifford Overseas Limited is regulated in Canada as a portfolio
manager and exempt market dealer with the Ontario Securities
Commission (‘OSC’). Its portfolio manager licence is currently
passported into Alberta, Quebec, Saskatchewan, Manitoba and
Newfoundland & Labrador whereas the exempt market dealer
licence is passported across all Canadian provinces and
territories. Baillie Gifford International LLC is regulated by the
OSC as an exempt market and its licence is passported across
all Canadian provinces and territories. Baillie Gifford Investment
Management (Europe) Limited (‘BGE’) relies on the International
Investment Fund Manager Exemption in the provinces of
Ontario and Quebec.

Israel

Baillie Gifford Overseas is not licensed under Israel’s Regulation
of Investment Advising, Investment Marketing and Portfolio
Management Law, 5755-1995 (the Advice Law) and does not
carry insurance pursuant to the Advice Law. This material is only
intended for those categories of Israeli residents who are
qualified clients listed on the First Addendum to the Advice Law.
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