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The US hegemon versus the Chinese challenger: echoes of history

As the one of the first countries to recover from the social and economic effects of coronavirus (and assuming that there is no second
wave), China’s prospects in the second half of 2020 and beyond will be substantially determined by two drivers: Chinese economic policy
while the rest of the world struggles and American policy towards China.

With regard to domestic economic policy, we have long highlighted that, as a country with capital controls and a financial system funded
in its own currency, China enjoys a very powerful set of tools with which to manage its economy. These come, of course, with various
institutional constraints, including a hawkish central bank with a great sensitivity to consumer price inflation, and also the sensitivity to
currency volatility of both domestic savers and also key trading partners (more on this later).

This is a time for countries with inherent strengths in state capacity to use them to limit the damage that the coronavirus response has
wreaked on economies and societies, and the Chinese government has been moving to provide the fiscal and monetary support that is
needed. We will provide more comment on this in another note.

The other big determinant for China will be its relationship with the US, or, to say it like it is, the great power struggle between the existing
hegemon and its challenger.

Great powers in the modern era compete in a variety of arenas and with a variety of methods. Whilst much is made of the parallels with
the Cold War, and we do note these, there are many ways in which the US-China struggle resembles more the rise of a unified Germany in
the early twentieth century, and its competition with Great Britain, the incumbent hegemon. In this note we seek to explore some of the
dimensions of the current tension and what it might mean for markets.

The final argument of kings

Direct military competition is the most basic form of geopolitical rivalry (cannons were, in Louis XIV’s view, ‘the final argument of kings’).
US-Chinese military competition has been building for the last 20 years, accentuated by the cross-currents of China’s territorial disputes
with its neighbours. Beijing had previously been cautious in these matters, but as its military strength has hugely overtaken its neighbours’,
China has deployed hard power in the region. Naval and other manoeuvres designed to intimidate US allies Japan and Taiwan, as well as
ongoing border clashes with India and developing claims on the South China Sea are all a challenge to the willingness and ability of the US
to protect its position in the region.

The American response to this challenge has been mixed. An administration elected with a mandate to reduce US involvement overseas is
in disagreement with a security establishment convinced of the need to assertively strengthen American military capability and reassure
concerned allies.

These kind of minor conflicts were seen in both the German-British tension and during the Cold War, although in the latter through allies
and proxies than directly between US and Soviet forces. The market impact of military competition is hard to analyse. It is essentially binary,
with tensions having a very limited effect on markets, and superpower military conflict being unpriceable.

An end to ‘death by China’

A second area of competition is supply chains. A key plank of the Trump administration’s economic policy, substantially driven by the
president’s economic adviser Peter Navarro (the author of ‘Death By China’), has been the view that the two economies have become too
interconnected, at the cost of supply chain risk, loss of American jobs, and weaker national security. China’s heavily state-driven economy
and its aggressive acquisition of research and technology has amplified these concerns. Also exacerbating this has been the coronavirus
pandemic and shortages of critical medical equipment and supplies outside China. The US is now directly planning to promote domestic
production of products such as pharmaceuticals and semiconductors and wider national industrial planning is being considered.

This tension between the economic gains from specialisation and trade versus the security of domestic supply, particularly in the context
of an increasingly powerful autocracy with a state-managed economy challenging an established democracy with a free-market economy,
is far more what was seen in the British-German competition than in the Cold War. German Chancellor Otto von Bismarck was critical of
Great Britain’s free-market system and promoted protectionism, managed economic development and the creation of domestic cartels
tasked with serving the national economy. German banks (as Chinese ones today) were tasked with organising and financing these cartels,
as well as financing strategic infrastructure. As in the Chinese-US relationship, Germany’s coordinated and protected economy allowed
the country to become highly competitive, even in British markets. Similarly, restrictions and tariffs were seen in the UK as they are now

appearing in the US.
E] Fund Literature m ‘ www.johcm.com

FOR PROFESSIONAL INVESTORS ONLY ° Q1 2020 Fund Webinar



http://www.johcm.com

https://www.johcm.com/uk/our-funds/fund-details-JOH-EMO/johcm-global-emerging-markets-opportunities-fund
https://www.linkedin.com/company/j-o-hambro-capital-management/
https://www.brighttalk.com/webcast/14281/394301

The severing of trade links will be an economic negative for all countries where it happens. The great thrust of global growth in the
emerging world and low inflation in the developed world has been off the back of globalisation, and de-globalisation could put this all into
reverse. Possibly accentuating this is the spread of this wider than just between the US and China, with American unhappiness at other
trade partners such as the EU, Japan and South Korea, while other manifestations such as Brexit are also appearing.

De-globalisation and the consequences for EM

This seems to offer a negative outlook for emerging markets, including the three largest markets of China, South Korea and Taiwan.
However, there will be three substantial constraints on the unwind. Firstly, the economic logic will not go away while labour costs remain
so different between rich and poor countries. Secondly, in areas with highly specialised products and strong network effects, it will be very
difficult to replace existing production (this is particularly true of electronics — consider the underwhelming result of Hon Hai’s plans to
relocate some production to the US). Thirdly, trade between developing countries continues to grow rapidly and can to some degree offset
declining exports to the US.

Technological double standards

Athird area of competition is access to technology. This has particularly been happening in new information and communication technology
areas, such as semiconductors, artificial intelligence and 5G wireless technology. Scale and government support and subsidies have allowed
Chinese companies, particularly the equipment supplier Huawei, to supply digital infrastructure quicker and cheaper than American or
European competitors. Security concerns, and probably fears about competitive positions, have meant that the US has pushed back hard,
restricting the supply of components to Huawei and compromising its ability to sell equipment in the US and allied countries.

This is likely to lead to the development of a two-world environment in communications equipment, in which some countries adopt
Chinese standards and equipment and others US standards and American and European equipment. To see how this would work, consider
the online world, in which Western apps and services are mostly useless within China, while Chinese apps and services are mostly irrelevant
outside China.

Again, this pattern is very much seen in the German-British competition, with the parallels in the radio transmission industry very clear.
Britain sought to constrain domestic and allied users to the British-backed Marconi standard, while the German government sought to create
a rival, forcibly merging German firms into a state champion, Telefunken, which the government then sought to promote internationally.

The success of both US and Chinese online companies suggests that a two-world outcome is not a barrier to spectacular stock performance
in both halves. However, hardware is a far more competitive and mature industry, and the loss of large potentially accessible markets must
be negative, although this is likely to play out at the firm- and industry-level rather than at the national economy level.

The significance of soft power

Finally, we turn to two related soft power areas: institutions and culture. The ability to influence outcomes partly sits in institutions, both
domestic and multinational. One of the main domestic institutions is the US financial system, both the dollar payments system and access
to US stock markets for Chinese companies. This is a key area of conflict at present, with the expectation that the US is going to require
Chinese companies to delist from US equity markets. Even excluding ADR names, this is about USS1 trillion of market capitalisation trading
about USS10bn/day. China has access to a liquid, international stock market in Hong Kong, so this will not necessarily affect investors, but
will certainly lead to some substantial change in the shareholder base of these companies, which may well create opportunity for those
investors with access to both markets.

Interestingly, again, the pattern of constraint to the financial system of the incumbent great power requiring the challenger to innovate
and restructure is also seen in the British-German relationship, with Germany developing its own trade finance system to circumvent the
effective British monopoly on trade finance bills.

Internationally, the China-US struggle has played out in various multilateral institutions, recently including the UN Security Council and
World Health Organization. The US has suspended funding to the WHO because of alleged Chinese influence on the WHOQO's clinical findings
around the coronavirus pandemic. Maritime and aviation law are also areas of disagreement, while at the UN Security Council the statuses
of both Hong Kong and Taiwan are in dispute.

In less formal institutions, there are broad global struggles between the US and China in cultural areas such as film and television, where
US studios seeking to sell in both markets avoid the ‘three T’s’ — Taiwan, Tibet and Tiananmen. Another is sport, where the sometimes
outspoken views of US and European sports stars run into Chinese resistance to criticism; this has recently been a problem in American
basketball for the Houston Rockets team and for the NBA league organisation itself. Universities and academia are another, where the
presence on campuses of China’s well-funded and state-backed Confucius Institutes is causing some concerns about freedom of speech
and thought. These soft-power conflicts do resemble the Cold War more, as seen, for example, in the tit-for-tat boycotts at the 1980
Moscow Olympics and the 1984 Los Angeles Olympics.

Again, these are likely to play out more at the firm- and industry-level, creating significant risks that must be managed by companies seeking
to distribute films, games or sport in both countries, and this is as true of Western companies such as Disney as it is of Chinese companies
such as Tencent.

Different future outcomes mean need for country-led analysis

The China-US competition has a long way to go. Competition for military edge, trade and supply chain networks, technological access and
for financial, institutional and cultural supremacy will be part of Asian and global geopolitics for years to come. Given that the competition
between the United States and China will endure, both companies and investors will need to find ways to navigate this reality. The fact that
the German-British struggle ended in combat and the Cold War did not means that a wide range of outcomes are possible, but we feel that
monitoring this from a top-down, country-level perspective can provide clues to the twists and turns as they emerge.
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JOHCM Global Emerging Markets Opportunities Fund
5 year discrete performance (%)

Discrete 12 month performance (%):

31.05.20 31.05.19 31.05.18 31.05.17 31.05.16

A USD Class -8.11 -6.15 12.49 29.51 -19.59
Benchmark -4.44 -9.10 13.74 27.42 -17.66
Relative return -3.84 3.24 -1.10 1.65 -2.34

Past performance is no guarantee of future performance.

Source: JOHCM/MSCI Barra/Bloomberg, NAV of Share Class A in USD, net income reinvested, net of fees as at 31 May 2020. The A USD
Class was launched on 30 June 2011. Benchmark: MSCI Emerging Markets NR (12pm adjusted). Performance of other share classes may
vary and is available on request.

The value of an investment and the income from it can fall as well as rise as a result of market and currency fluctuations and you may not
get back the amount originally invested. Investing in companies in emerging markets involves higher risk than investing in established
economies or securities markets. Emerging Markets may have less stable legal and political systems, which could affect the safe-keeping
or value of assets. The Fund’s investments include shares in small-cap companies and these tend to be traded less frequently and in lower
volumes than larger companies making them potentially less liquid and more volatile. The information contained herein including any
expression of opinion is for information purposes only and is given on the understanding that it is not a recommendation. Issued and
approved in the UK by J O Hambro Capital Management Limited, which is authorised and regulated by the Financial Conduct Authority.
JOHCMZ® is a registered trademark of J O Hambro Capital Management Ltd. ] O Hambro® is a registered trademark of Barnham Broom
Holdings Ltd. Registered in England and Wales under No: 2176004. Registered address: Level 3, 1 St James’s Market, London SW1Y 4AH,

United Kingdom.
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