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MALAYSIA

1) The China-led One Belt One Road (OBOR) initiative will fund
a network of infrastructure such as roads, railroads, ports,
electricity and energy, and trade and finance ties between
China and the countries along two routes: an overland route
that links China with South and Southeast Asia, Central Asia,
Russia and Europe, and a sea route that goes through the
South China Sea and the Indian Ocean, and eventually
reaches the Mediterranean Sea.

2) We think that the following are key benefits for Western
multinational companies:

e Infrastructure improvements will probably result in
lower transit costs.

* Enhanced infrastructure will make it easier for Western
firms to tap into the lower-wage economies along the
OBOR.

¢ The OBOR initiative is likely to result in improvements in
the business climate and in disposable income, which
should bolster demand for consumer goods.

e Multinational brands will gain from enlarged catchment
areas as a result of infrastructure upgrades.

3) Additionally, infrastructure improvements are set to have
direct positive impacts on companies in sectors such as
logistics and tourism.

4) We foresee challenges in the short-to-medium term as US
and Western multinational companies grapple with the
environment in some of the emerging markets along the
OBOR. In the long run, we expect these challenges to be
mitigated by gradual improvement in domestic regulatory
environments and believe the rewards are more than
justified by the risks.
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The OBOR initiative will benefit
Western multinational companies
in the longer run, in our view.

Source: Shutterstock

EXECUTIVE SUMMARY

The One Belt One Road (OBOR) initiative involves 65 countries and
encompasses massive infrastructure investment in Eurasia and Africa. Even
though OBOR is led by China, the initiative will benefit not only Chinese
companies but also Western multinational companies in terms of the
numerous emerging trade opportunities that will result from the lower
transit costs and the improvements in infrastructure, business climate and
disposable income in the region.

We believe the key sectors that stand to benefit from the initiative are trade,
tourism, logistics, energy and infrastructure in the countries along OBOR.

For Western multinational companies that are looking to capitalize on the
opportunity, they will enjoy the advantages of their IP and brand equity that
they have established in their country of domicile and internationally.
However, they will likely face challenges in the region such as competition
from local players, regulatory risks, credit risk, and supply chain risk.

We highlight that partnering with carefully selected local players is a means
to mitigate the risks upon entry into the OBOR regions.
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Under the OBOR Initiative, China
has signed capacity cooperation
agreements with more than 20
countries.

INTRODUCTION

Led by China, the One Belt One Road (OBOR) initiative involves massive
infrastructure investment in Eurasia and Africa. This is expected to improve
connectivity and the business climate in those regions. The US is not one of
the 65 countries included in the OBOR. However, we believe US companies
will also benefit from better connectivity in the long-term because emerging
markets will be further developed.

This report looks at how Western multinational companies can capitalize on
these emerging opportunities, with a focus on consumer-goods companies.
First, we outline the details of OBOR, including its funding and its position in
the landscape of global cooperation and integration.

THE SILK ROAD
ECONOMIC:BELT

CHINA

THE 21ST CENTURY
MARITIME SILK ROAD

Source: LinkedIn

THE OBOR AS A FACILITATOR OF GLOBAL TRADE

The OBOR initiative refers to the Silk Road Economic Belt and the 21°-
Century Maritime Silk Road; two routes that connect China with 64
countries in Asia, Europe and Africa. One route is by land and the other by
sea.

* The Silk Road Economic Belt is the land route that links China with
South and Southeast Asia, Central Asia, Russia and Europe.

» The 21%-Century Maritime Silk Road is the sea route that goes
through the South China Sea and the Indian Ocean, and eventually
reaches the Mediterranean Sea.

This China-led development strategy will create a network of infrastructure
such as roads, railroads, ports, electricity and energy, and trade and finance
ties between China and the countries along the two routes. It will also
provide opportunities for China to export overcapacity and to make
investments overseas. The initiative focuses on numerous infrastructure
investments in countries along the routes, and is expected to increase
regional connectivity and facilitate trade, and will likely set the stage for the
next round of global economic growth. The development will benefit not
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only China: in our view, Western multinational companies also stand to
benefit from the numerous emerging trade opportunities.

Figure 1. The Silk Road Economic Belt and the 21“-Century Maritime Silk Road

Europe

Mediterranean
Sea

Southeast
Asia

Indian Ocean

This map is based on the proposed cooperation as described in the “Vision and Actions on Jointly Building Silk Road Economic
Belt and 21st-Century Maritime Silk Road,” issued by the National Development and Reform Commission of China. Orange,
yellow and red lines: The Silk Road Economic Belt. Blue lines: The 21“-Century Maritime Silk Road.

Source: Hong Kong Trade Development Council

As illustrated in Figure 2, the Silk Road Economic Belt and the 21%-Century
Maritime Silk Road will form six economic corridors.

Figure 2. Six Economic Corridors In the OBOR Framework
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The OBOR initiative focuses mainly on infrastructure development in
developing countries in the regions and on removing non-tariff barriers to
trade.

Below, in Figure 3, we provide a summary of the key financing mechanisms
that have been established to fund infrastructure projects as part of the
OBOR.

Figure 3. Key Features of the OBOR Infrastructure Financing Institutions

Asia Infrastructure Investment Bank
(ANB)

Silk Road Fund

New Development Bank
(NDB)

Led by China. It has 57 founding
members.

Initially authorized $100 billion of
capital stock.

Aimed at cooperating with
multilateral development banks to
address infrastructure needs in
Asia.

Focuses on infrastructure projects
including energy, power,
transportation,
telecommunications, rural
infrastructure, agriculture
development, water supply,
sanitation, environmental

The fund has total capital of $40
billion.

The first capital installment of $10
billion came from China’s State
Administration of Foreign
Exchange, the China Investment
Corporation, and policy banks such
as the Export-Import Bank of China
and the China Development Bank.
Established to finance the One Belt
One Road initiative.

The fund is dedicated to supporting
infrastructure, resources, energy
and industrial capacity
development projects.

protection, urban development and
logistics.

Brazil, Russia, India, China and
South Africa (the BRICS
countries) are the founding
members.

Set up to finance
infrastructure development in
developing countries.

It has initially authorized
capital of $100 billion.

The bank issued a RMB 3
billion (5450 million) green
bond in China in July 2016 to
finance infrastructure and
sustainable projects, such as
renewably energy, in the
BRICS countries.

Source: AlIB/Silk Road Fund/NDB/Hong Kong Trade Development Council

The OBOR is one of many global
efforts underway that promote
regional cooperation and
integration. Trans Pacific
Partnership (TPP) led by the US is
also noteworthy.

The first four loans approved by AlIB were for power, transportation and
urban investments in Bangladesh, Indonesia, Pakistan and Tajikstan. They
totaled $509 million and were made in June 2016. Refer to Appendix 1 for
selected examples of projects planned under the OBOR framework,
including action plans of Chinese local and provincial governments and
agreements between China and countries along the OBOR.

OBOR and Other Multilateral Agreements

In a global context, the OBOR is one of many efforts underway that promote
regional cooperation and integration. There are other multilateral trade
agreements aiming at building closer regional ties, and a noteworthy one
involving the US is Trans Pacific Partnership (TPP), which is led by the US
and signed by 11 other Pacific Rim countries (Australia, Canada, Japan,
Malaysia, Mexico, Peru, Vietnam, Chile, Brunei, Singapore and New Zealand.
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Figure 4. Key Features of TPP
¢ Led by the US, with 11 Pacific Rim countries as signatories.

* Expected to create additional job opportunities for the US and increase
investments and trade among member countries.

* Expected to consolidate the economic and political ties between the US
and Japan/Association of Southeast Asian Nation (ASEAN) countries.

Source: The US Department of State/China-Britain British Council

The US is also forging closer economic ties with ASEAN countries via the US-
ASEAN Connect, a US government initiative launched in February 2016
intended to promote trade and economic integration. The four pillars under
the umbrella of the US-ASEAN Connect are:

* Business Connect, which supports more commercial engagement
between the US and ASEAN businesses in sectors including information
and communication technology and infrastructure.

* Energy Connect, which assists in the development of energy sectors in
ASEAN, with an emphasis on sustainable and clean energy.

* Innovation Connect, which supports the emerging entrepreneurial
ecosystem in Southeast Asia and provides policy support and technical
assistance.

* Policy Connect, which supports the ASEAN countries in creating a policy
environment that is conducive to trade and investment.

OBOR IMPLICATIONS

Improved Connectivity Translates to More Business Opportunities for

We believe there is much scope for L X
Western Multinational Companies

multinationals to leverage on
increased connectivity in OBOR
regions.

Source: Shutterstock
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We believe there is much scope for multinationals to capitalize on increased
connectivity in the OBOR regions. Improved infrastructure investments and
connectivity may open new markets for US and multinational companies
and ultimately drive US economic growth. The US currently has close trade
ties with countries along the OBOR and we believe they stand to benefit
from improved connectivity and business climate in the region.

The US economy is, in part, dependent on the ability of US firms to compete
successfully in overseas markets. More than 95% of the world’s consumers
live outside the US, and approximately 18% of US manufactured exports are
sent by American parent companies to their foreign affiliates, according to
the US Bureau of Economic and Business Affairs.

For Western companies, the OBOR initiative means new business
opportunities in the ASEAN, Central Asia and African countries. In particular,
ASEAN—a $2.5 trillion economy that is the world’s seventh-largest and
Asia’s third-largest, just behind China and Japan—is poised for strong
growth on the back of a young workforce, improving infrastructure and
rising incomes.

Any economic impact from the OBOR initiative, however, will likely be felt in
the longer-term because infrastructure projects in the underdeveloped
regions along the OBOR will take years to complete.

* We see the following benefits to businesses, including Western
companies, from the OBOR initiative: Improved infrastructure
conditions along the OBOR countries will likely be positive for
Western multinational companies in their continuous drive to
optimize manufacturing costs: not only will it probably result in
lower transit costs, but the infrastructure will enable companies
to tap into the lower wages of emerging economies along the
OBOR. Although Western multinational companies already have
manufacturing bases in many of these countries, higher
connectivity will likely reinforce this trend going forward. As a
result, Western consumers stand to benefit from lower prices

costs, improve business climate when lower costs are passed through to end users.
and benefit sectors such as trading,

In the long run, we believe that
OBOR initiative will lower transit

* Improvements in the business climate and in disposable income
along the OBOR will also likely drive demand for consumer goods
and food and beverage (F&B) categories, in turn benefitting
multinational companies. Multinational companies and brands will
further gain from enlarged catchment areas for their products due
to improvements in infrastructure and the removal of non-tariff
barriers that will make it easier for them to carry out business.

tourism and logistics in the region.

* Finally, sectors as diverse as trading, tourism, logistics, energy and
infrastructure in countries along the OBOR are poised to benefit
from upgrades in infrastructure, utilities, energy and related
industries. We discuss the possible impacts on a logistics firm, DHL
Express, and the tourism industry later in this report, and we
provide a case study of Kerry Logistics directly below.
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Structural Shift In Manufacturing And Trade Sets A New Paradigm
For Sourcing

Shift in Low-end Manufacturing from China to Other Emerging Economies

China’s low-end manufacturing is shifting to Southeast and South Asia, due to
the country’s relatively higher labor costs. Labor costs in China have been
growing faster than consumer inflation for years, and are currently nearly four
times those in Bangladesh, Laos, Cambodia and Myanmar. As a result, these
countries’ share of US light manufactured imports has increased significantly.

Footwear imported to the US from Bangladesh jumped 71% in 2015 over the
previous year. Apparel imported to the US from Bangladesh also increased
20.6% year over year.

Figure 5. US Imports From Selected Asian Countries, 2015

US Imports (USD Mil.) Cambodia Vietnam Indonesia India Bangladesh
Footwear $217.9 $4,474.1 $1,425.5 $468.0 $115.0
YoY Change 70.0% 23.5% 15.5% 34.0% 71.4%
Apparel, Knitted or Crocheted $1,887.1 $6,162.8 $2,652.3 $1,620.6 $1,446.9
YoY Change 0.0% 13.7% -0.9% 7.7% 20.6%

Source: US Customs, Office of International Trade

China Moved Up the Manufacturing Value Chain to Command a Larger Share
of High-end Manufacturing Trade

China’s share of domestic value added in exports, which measures the value
added by an economy in producing goods and services, increased to 70% in
2007 from 65% in 2000, according to the World Bank, amid a global trend of
declining domestic content in exports. As China moves up the manufacturing
value chain, the country will become an increasingly important supplier of
high-end products, such as electronic equipment, to the US.

The Made in China 2025 strategy (MiC2025) will further accelerate the
upgrade of manufacturing value chain in China. It has identified key sectors
and products that China hopes to produce domestically by 2025 and spans a
variety of industries that range from information technology (IT) and new
energy vehicles to advanced biomedical engineering. There is room for
collaboration between China and other countries in high end manufacturing:

* UK: In 2015, the UK Department for International Trade signed an

infrastructure and energy project memorandum with the China
Development Bank for investments to support British companies’
involvement in “Made in China 2025.”

* Germany: In July 2015, Germany and China signed a memorandum of
understanding to step up cooperation in the development of smart
manufacturing technology.
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A number of industries in Southeast and South Asia, Central Asia and Africa
will benefit from the OBOR initiative, as shown in Figure 7.

Figure 6. Industries in Southeast and South Asia Expected to Benefit from OBOR Investment

Industries Supporting Factors Companies

Trading and logistics * Improved infrastructure DHL

Reducedlogistic s costs
Further opportunities for e-commerce

Energy * Increased investment in energy sector Shell
Infrastructure * Increased investment will benefit both infrastructure Caterpillar
construction companies and construction equipment
providers
Consumer goods * Improved connectivity will drive more e-commerce traffic Nike, Apple

Increased income levels and consumer demand

F&B

Increased income levels and consumer demand Coca-Cola, Nestlé

Source: Fung Global Retail & Technology

Chinese outbound tourism
illustrates the spillover effect of
Chinese consumption ability on

other countries.

In summary, although the OBOR infrastructure projects will be led by
China’s state-owned enterprises and financial institutions, multinationals
are likely to benefit from urbanization and the growing consumer goods
markets in these regions due to their already established strong brands.

In the following sections, we discuss in more detail the types of consumer
industries and companies that stand to gain from the OBOR initiative. We
discuss two multinationals with a presence in Southeast and South Asia:
Nestlé and DHL Express. First, we look at the substantial and fast-growing
Chinese outbound tourism sector.

The Tourism Industry Will Benefit

The OBOR initiative presents opportunities to promote integrated tourism
development between China and the countries along the OBOR and hence
drive up Chinese outbound tourism. According to the World Tourism
Organization, the number of Chinese outbound tourists reached 120 million
and they spent $200 billion overseas in 2015. This made China the largest
source of outbound tourists in the world.

Using Thailand as an illustration, tourism is a major income source for its
economy and accounts for nearly 16% of its gross domestic product (GDP).
Thailand received about eight million Chinese visits which generated $10.7
billion income in 2015, higher than any other country’s contribution.

The OBOR development has also brought opportunities for the Chinese
airlines to open new routes to cover cities along the OBOR. For example, Air
China is planning new routes connecting cities in Western China with
Central Asia and Africa, which will open up new tourist destinations for the
Chinese outbound travelers.

Some US airlines have already formed strategic partnership with Chinese
airlines — for example, United Airlines is cooperating with Air China, and
Delta with China Eastern. While their cooperation focuses primarily on US-
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Nestle is one of the many
multinational food and beverage
companies that stand to benefit
from OBOR initiative on the back of
increasing income levels and
demand for products.

China routes, the airlines may their strategic cooperation to cover the OBOR
regions.

Consumer Goods and F&B: Set To Benefit From Growing Consumer
Demand

Nestlé, a global food and beverage company, has positioned itself as a
beneficiary of emerging market growth, with more than one-third of its
sales contributed by Europe, the Middle East and Asia (it does not split out
the regions in more detail). For the past five years, sales from China grew
the fastest at a 27% Compound Annual Growth Rate (CAGR), followed by
rest of the world at +11%, the US at +1% and Switzerland +2%.

Nestlé Indochina, a division of Nestlé, currently has 4.5% of the company’s
total workforce in ASEAN.

The Asia, Oceania and sub-Saharan Africa region collectively contributed
16.1% of total revenue in 2015, and Vietnam and Indonesia were the bright
spots. We expect companies such as Nestlé to benefit from the support the
OBOR initiative provides to income levels and demand for consumer goods
in the region.

Figure 7. Nestlé Revenue by Business Segment, 2015

Zone Europe,
Middle East and
North Africa,
18.5%

Other Business
Segments, 36.3%

Zone Americas,
29.1%

Zone Asia,
Oceania and
Sub-Saharan
Africa, 16.1%

Source: Capital 1Q

The 18% operating profit margin for Nestlé’s Asia, Oceania and Africa region
in 2015 was second behind the Americas and better than EMENA region.
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DHL Express is an example of
international logistics company
cooperating with local logistic
players to expand its presence in
the region. It should benefit from
the improvement in connectivity
and uptick in e-commerce

transactions.

Figure 8. Nestlé Trading Operating Profit Margin by Business Segment, 2015

Zone Asia, Oceania and Sub-

Saharan Africa 18%

Zone Americas 19%

Zone Europe, Middle East and

North Africa 16%

0% 5% 10% 15% 20% 25%

Source: Company Report

Figure 9. Five Year CAGR of Nestlé’s Revenue, 2010-2015, by Geography

30.0% 26.6%
25.0%
20.0%
15.0%
10.0%

5.0% 1.0%

0.0%

-5.0% (2.4)%
USA Greater China Switzerland  Rest of the World
and Corporate

11.3%

Source: Capital 1Q.

Logistics Industry: Multinational Company Cooperating With Local Players

DHL Express is a German rapid freight company that stands to benefit from
the improved infrastructure along the OBOR.

DHL Express has 27% of its global work force in the Asia Pacific region. In
order to benefit from improving connectivity, DHL Express is cooperating
with local logistic players so they can penetrate the more remote areas
where the company does not have extensive presence. For example, DHL
Express works with local postal agencies to make deliveries in outlying
locations.

The e-commerce development in ASEAN countries has been hindered by
poor transport infrastructure in the region and inefficiency in last mile
delivery, according to CIMB ASEAN Research Institute. The upgrade of
transportation networks and improvements in connectivity could help solve
the last mile problem and drive e-commerce in the region, and as a result
benefit logistic and delivery companies.
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Multinational companies possess

advantages in IP and brand equity.

Multinational companies face
challenges such as local
competition. For example, Chinese
firms are also able to operate in

riskier environments at lower costs.

DEBORAH WEINSWIG, MANAGING DIRECTOR, FUNG GLOBAL RETAIL & TECHNOLOGY

ADVANTAGES AND CHALLENGES FOR WESTERN
MULTINATIONAL COMPANIES

In the following section, we discuss the challenges Western multinational
companies could face when they expand and tap into the growing markets
in the OBOR regions, as well as the advantages Western they will likely
enjoy.

Key Advantages: IP and Brands
We see IP and brand equity as major advantages for Western companies:

* IP: Advanced and innovative technology is one of the biggest
advantages held by Western multinational companies when they
expand into emerging markets. However, IP protection in these
markets is still relatively weak and regulatory systems need further
improvement. India ranked the second lowest in IP protection
regulations, according to the US Chamber of Commerce
International Intellectual Property Index of 2016. The gradual
improvement of the regulatory environment will raise awareness
and offer more IP protection for multinationals.

® Established brands: Multinational companies can harness the
power of their brands to capture the loyalty of emerging market
customers. Tapping into emerging markets that are characterized
by structural increases in disposable income and a rising middle
class will be an important part of the global strategies of
multinational companies.

Key Challenge: Competition from Local and Regional Players

Multinational companies, with their established franchises, have enjoyed
competitive advantages as they expand into emerging markets. The gap
may close in the future, however, as Chinese companies intensify their
overseas expansion. We outline some of the key challenges for international
retailers below:

* Local competition: We see local competition as the main challenge
for global brands. Local players are better attuned to the tastes of
local customers than their international counterparts. They are
likely to have low cost structures, better access to regulators and
are also positioned to benefit from OBOR.For example, Carrefour, a
French hypermarket experienced difficulty keeping up with the
shopping habits of the Chinese customers after it entered China in
the 1990s. The habit of Chinese customers is to shop daily for fresh
food and they treated hypermarkets as convenience stores instead
of buying in bulk as many Western shoppers do.

* Regulatory risk: In addition, the regulations of many markets along
OBOR may have opaque decision-making process and incentives,
which may prove challenging for international companies to adapt
to.
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We recommend establishing a
partnership with local players as a
means of mitigating local risk.

We believe the OBOR initiative will
benefit Western multinational
companies in the longer run.

* Credit risk: International companies have developed credit and
payment systems that protect them against counterparty and
default risk.In overseas markets, international companies will face
customers that may operate on different credit, payment and
enforcement principles.

* Supply chain risk: Supply chain risks stems from firms operating in
emerging markets which may have limited visibility of suppliers and
distributors and may lead to delivery delays and quality control
issues.

In some cases, we expect multinationals will cooperate with local or
regional players as a means of mitigating local risk, especially in areas that
prove too costly for the multinational companies’ expansion. DHL’s
cooperation with local postal agencies in remote areas in ASEAN is a good
example.

CONCLUSION

In summary, Western multinational companies stand to benefit from the
outsized opportunities in the markets along the OBOR in the longer run,
because improving infrastructure leads to an enlarged catchment area for
their products and increased international sales.

More specifically, the OBOR will likely deliver benefits for Western
multinational companies over the medium to long term:

¢ All parties will benefit from lower transit costs as a result of the
build-out and improvement in land and sea infrastructure along the
OBOR. Additionally, multinational companies will benefit from
lower manufacturing costs as improved infrastructure conditions
will better enable them to tap into the lower wages of emerging
economies along the OBOR. As a result, Western consumers will
subsequently benefit as cost reductions are passed through to
them in the form of lower prices. Western brands will likely benefit
from an enlarged catchment area for their products as the OBOR
unlocks key markets in Southeast and Central Asia and Africa. The
opening of markets would likely lead to lower non-trade tariffs,
such as reduced complexity and regulatory costs and would
potentially open the market to competition with domestic players.
Moreover, improvements in the business climate and in disposable
income along the OBOR will also likely support demand for
consumer goods.
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Appendix 1

Figure 12. Planned Projects and International Cooperation Under the OBOR Framework

Quanzhou’s Maritime Silk Road
Pilot Zone Action Plan

Quanzhou, a city in southeast China, aims to become a new gateway for China’s
cooperation with Southeast Asia, South Asia, the Middle East, and Africa by 2025. It
aims to derive 30% of GDP from trade in services with countries and regions along the
Maritime Silk Road.

Guangxi's Implementation Plan

Guangxi, a province in southwest China, plans to promote trade and logistics
cooperation, build cross-border industry chains, promote cross-border financial
cooperation, and build the China-ASEAN port cities cooperation network.

China-ASEAN Information Port

Between 2015 and 2017, a number of infrastructure projects will be initiated to
identify several key industrial bases that serve ASEAN, and to establish an overall
framework for the China-ASEAN information port.

China-Uzbekistan Joint
Statement

The two countries will implement mutually beneficial projects, especially with regard
to the high-tech sector, and will deepen their cooperation with regard to economic,
trade, investment and energy initiatives.

China-Russia Joint Statement

The two countries will grow bilateral trade to US$200 billion by the year 2020, and
enhance their cooperation with regard to the development of oil, gas, coal, electric
power, renewable energy and energy equipment resources.

China-Serbia Joint Statement

Both countries agreed to strengthen cooperation in a number of areas, including the
construction of energy and transportation infrastructure, production capacity, and
agriculture.

China’s Arab Policy Paper

In addition to strengthening political exchanges and cooperation in investment and
trade, a number of joint China-Arab projects will be undertaken as part of the OBOR
initiative, including energy cooperation and infrastructure construction.

China-Switzerland Joint
Statement

The two countries will continue to cooperate within the frameworks of the AlIB and
the European Bank for Reconstruction and Development, and strengthen cooperation
in the area of infrastructure.

Source: National Development and Reform Commission/Hong Kong Trade Development Council/Fung Global Retail &

Technology
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