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China, Japan and the emergence of patronomics

China and Japan playing an increasing role as regional economic patrons
China's 'One Belt One Road' policy aims to expand infrastructure overseas. Japan too
recently announced US$110bn of regional spending. Projected programmes from
China/lapan are 'only' US250bn but this still amounts to 15% of combined Malaysian,
Thai, Indonesian and Philippine GDP. Competition between Japanese and Chinese infra
consortia is heating up especially in rail investment (see Alice Fulwood's note here). In
other areas too, we see evidence of Chinese/Japanese capital flowing into the region,
be it lending or FDI or implicit government support. We expect this to grow, especially
as Chinese banks' regional lending picks-up. We believe China and Japan look likely to
play a greater role as regional economic patrons in the next few years.

ASEAN the major long-term beneficiary of patronomics

While short-term, the Fed is likely to be the key influence on ASEAN markets, longer
term these economies sit comfortably in the middle of patronomics and are where we
see the most positive potential implications.

Discount rates might benefit from the flow of patro-dollars...

Low cost lending for infrastructure alongside greater involvement from Japanese and
Chinese banks might provide lower cost funding than would otherwise be the case as
US rates start to rise. And our assumptions on risk premiums may be too high if
previous concerns about liquidity in current account deficit countries are off the table
with implicit liquidity support (as in Indonesia in 2013) from China/Japan. Higher
potential FDI/capital flows from these countries could allow the running of larger
current account deficits than would otherwise be possible with rising US rates. To some
extent, we believe the flow of 'patro-dollars’ might offset some of Debtopia's
headwinds over time.

...while potentially supporting growth

ASEAN is currently stuck in a lacklustre economic environment sitting as it is at the top
of a credit cycle, and for the commodity producers, facing structurally lower growth
support from commodities. The ASEAN Economic Community is due to be established
by the end of 2015. Through increasing connectivity in the region, the aim is to boost
trade and investment, and in turn prosperity. However, to make a reality of this vision,
the ADB had previously estimated it would require investment in hard infrastructure of
approximately US$800bn, or 30% of ASEAN's current GDP. Assuming ASEAN leaders
had the ability to implement the grand vision, the questions remained how to finance
this. This is why we think the patronomic theme is so timely. As Alice's note suggests,
the Bangkok-Kunming rail project alone could ultimately be worth 3.7ppts of Thailand's
current level of GDP.
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Our colleague Alice Fulwood has published a note today exploring China's Railroad
plans for ASEAN. This ties into a broader theme in Asia of Chinese capital playing a
greater role around the region. Over the course of the last year China has among
other initiatives:

1. Driven the establishment of the Asian Infrastructure Investment Bank (AAIB),
with up to US$100bn of authorised capital (plus the potential to issue debt).

2. Established a Silk Road Fund with US$40bn of capital

This is widely recognised as part of the One Belt, One Road policy that President Xi
has articulated, which most publicly has led to the US$46bn China-Pakistan
Economic Corridor (this amounts to 0.5% of Chinese GDP, and 17.5% of
Pakistan's GDP).

Beyond these direct government involvements, Stephen Andrews and our banks  Many initiatives that commit
team estimate that the Chinese banking system intends to commit hundreds of  Chinese capital to Asia on the rise
billions of US$ to support this initiative. Given the size of the banking system

(almost US$30 trillion) versus the rest of the region (by contrast, the total assets of

the Indonesian banking system are US$463bn), these are large numbers. We also

expect that policy banks in China may commit more to lending, over and above

those included in other initiatives.

Figure 1: Relative size of different Asian banking markets, Figure 2: Overseas loans currently make up a fraction of
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Japan is similarly announcing

But this is not a China specific theme. In May, the Japanese government, which  ° . o .
intentions to spend capital in Asia

along with the US is not a founder member of the AlIB, announced its intention to
expand assistance to Asian countries (in collaboration with the Asia Development
Bank), by providing an additional US$110bn over five years.

Figure 3: Japanese bank lending to ASEAN (Thailand, Figure 4: China and Japan's outward FDI 1970-2013
Malaysia, Indonesia, Philippines) is on the rise
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In addition, there is increasing competition between Chinese and Japanese
consortia on infrastructure funding within ASEAN. For example, in Indonesia, it
was Chinese and Japanese (government backed) entities! that were in the final
stages of bidding for a proposed high speed rail project between Jakarta and the
country's fourth largest city Bandung in West Java (although the deal subsequently
was postponed). And In Thailand, the China government backed rail link from
Bangkok towards Kunming has been met with stepped up interest by a Japanese
consortium in constructing a rail link between Bangkok to Changi-Mai and
Bangkok to Dawei on Myanmar's Andaman coast.

Beyond infrastructure, both China and Japan's capital influences and support have
been felt in other ways. For example in 2013 during the Tapering sell-off and
currency pressure, central banks from both pledged support to Indonesia to ease
the strain on FX reserves.

And in other areas, both countries are actively involved in trade promotion with
(separate) initiatives on free trade areas. China is pursuing regional investment and
trade agreements in the form of i) an upgrade of the ASEAN-China Free Trade
Agreement and ii) the completion of the Regional Comprehensive Economic
Partnership. Meanwhile, Japan is taking part in the Regional Comprehensive
Economic Partnership and the more stringent (US led) Trans Pacific Partnership
(TPP).

A new regional order?

Individually, each of these is interesting in its own right, and has important
implications for certain sectors in China, Japan and the rest of the region. Our
economists and analysts have written separately about many of these over the last
couple of years (see appendix for list of research). Taken together however they
indicate the role that these two regional economic giants are playing more broadly
in Asia Pacific.

We think this is only likely grow in the coming years as China continues to engage
more in the region and on the world stage, and as infrastructure spending picks up
driven by separate initiatives.

Because on the infrastructure side these are areas where Japan is already strong,
we do not expect Japan to stand aside, with greater government involvement likely
(as evidenced by Japan's proposed US$110bn assistance programme).

At present, the collective AlIB, Silk Road Fund, and Japanese government initiative
amounts to US$250bn. This is before any gearing up of the AlIB, or commercial
and policy bank support in China. We expect these numbers to grow -
meaningfully. While not all of this will be directed at one country in the region or
in any one year, to put things in context, these sums amount to 15% of aggregate
Thai, Indonesian, Philippine and Malaysian GDP.

While from time to time, concerns around domestic matters may of course take
these external issues off the front page, we believe that both China and Japan will
be playing an ever greater role in the region in part potentially spurred on by each
other — in terms of spending, fiscal support, bank capital and trade promotion.

' According to the Jakarta Post (3 Sept): i) China offered a joint venture model between state
owned enterprises. ii) The Japanese offer was a project 74% funded by loans from the
Japanese Government.

Increasing competition between

China and Japan from

infrastructure projects to trade

China and Japan's role in the
region to be large and long

lasting
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We would also expect both to provide economic backstops to more challenging
macro liquidity concerns around the region.

In a sense, this can be seen as a form of economic patronage, or patronomics.
From it flow some interesting potential implications for the region.

Potential macro implications

The ASEAN region sits comfortably in the middle of this. This is where we see
some of the most powerful potential longer-term implications. Generally these are
positive in terms of net present value for investors through all three levers of DCF
being impacted:

1. Potentially lowered interest rates. The willingness to support infrastructure
spending around the region with subsidised rates of interest likely means that
spending may be funded at lower rates than would otherwise be available, either
domestically after the credit cycle has eaten into domestic savings pools, or as US
interest rates rise. Likewise, the greater influence that Japanese and Chinese banks
are likely to play in south-east Asia, potentially provides lower cost alternative
funding than would otherwise be the case if US interest rates start to rise.

2. Are our assumptions on macro risk premiums too high? One reason we have
been concerned by the current account deficit in Indonesia over the last four years
for example, is that we saw this as unsustainable and unlikely to be easily funded
in a world of rising global interest rates. But what if the marginal provider of
capital to these economies either has low rates, or indeed, sees the interest rate as
subsidise-able for reasons beyond straight economics? In this situation, current
account deficits could be more readily funded.

Likewise, as the wobbles around Tapering showed, Japan and China's offers of
support to Indonesia in 2013 is a good example of liquidity support. Indonesia's
current FX reserves at US$105bn are a mere fraction of China's (US$3.5 trillion)
and Japan's (US$1.2 trillion) — a US$10bn line from each is less than 0.1% of each
country's reserves.

Figure 5: The ratio of China and Japan's reserves compared to ASEAN 5
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This should lower the risk of crisis in turn lowering the macro risk premium which
might support valuations even in the face of rising US interest rates. Likewise,
greater FDI, bank capital flows might allow countries to run higher current account
deficits than we had previously anticipated in a world of rising US rates. This could
to some extent offset our Debtopia thesis.

ASEAN could enjoy lower funding
costs despite potential rate hike

Risk premiums in region could be
lowered, mitigating Debtopia
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3. Enhanced growth. The sheer scale of the Japanese and Chinese economies and
potential programmes coming out of China compared to many other countries in
the region is substantial. Albeit this is spread over many years, and not all the
benefits of the spending accrue to the 'recipient’ country (much of this is driven by
the need to help domestic industry), the reality is that infrastructure spending in
many SE Asia countries is likely to increase. This matters. ASEAN is struggling to
grow after domestic credit cycles have peaked (bank credit growth has slowed
several percentage points to under 10% yoy Indonesia, Thailand, Malaysia and
Singapore). Likewise, the end of the commodity cycle has lowered potential
growth rates in more commaodity intensive countries like Malaysia and Indonesia.

But if infrastructure spending picks up, not only is this likely to boost growth in the
short-term as spending rises, but we believe it is likely to increase the productive
capacity of these economies in the medium term too. For example, as Alice
highlights in her note, latest estimates for Bangkok-Kunming rail project have put
the cost at around $10-12bn for the Thai section alone. While ordinarily large
government projects in economies can be accused of crowding out other private
investment this may not be the case in Thailand, where a large current account
surplus and lacklustre GDP growth suggest spare capacity (please see full report
here). An IMF report published in late 2014 was enthusiastic about infrastructure
projects stating that, in countries where there is economic slack, debt-fuelled
infrastructure can boost demand in the short-term, and in the long-term boost the
productive potential of an economy. The multiplier in year one was 0.4ppt, but
after four years this had risen to 1.4ppt. On the assumption shovels get in the
ground from 2016 the average IMF multiplier implies the project could ultimately
be worth 3.7ppts of Thailand's current level of GDP.

The ASEAN Economic Community (of a sorts) is due to be established by the end
of 2015. Through increasing connectivity in the region, the aim is to boost trade
and investment, and in turn prosperity. However, to make a reality of this vision,
the ADB had previously estimated would require investment in hard infrastructure
of approximately US$800bn, or approximately 30% of ASEAN's current GDP.
Assuming ASEAN leaders had the ability to implement the grand vision, the
guestions remained how to finance this. This is why we think the patronomic
theme is so timely.

Infrastructure could boost growth
in otherwise lacklustre economies

Figure 6: Railway density by country Figure 7: Thai public investment as % of GDP
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These are themes our colleagues have written about already, and we will address
in subsequent notes alongside the broader macro implications in more detail. The
bottom line is that we believe in the region, both China's greater role, alongside
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more active Japanese involvement is likely to be a key investment theme in the
coming years.

Related Research

A series of comments on the competition between the US and China for economic
and political influence in Southeast Asia.

Asian Economic Comment — Friends with benefits (21 Nov '11)

Asian Economic Comment — Benefits from friends (27 Jan '12)

Asian Economic Comment — ASEAN Linkages: Friends like these (10 Sep '12)

Asian Economic Comment — ASEAN: A Friend in Need? (3 Oct '13)

Macro Keys - Asia: A political window for regional deals (22 Jan '15)

APAC Economic Perspectives — Asia: TPP may be closer than you think (4 Aug '15)

Thai Market Strategy: Economy still soft, focusing on costs. Investing in LVMC (8 Sep '15)

UBS '‘ASEAN Linkages' theme

A series of longer articles on ASEAN integration

Asian Economic Perspectives — ASEAN Linkages and why they matter (24 Jun '11)

Asian Economic Perspectives — ASEAN Linkages and Liberalization (22 May '12)

Asian Economic Perspectives - ASEAN Linkages: Trans Pacific Potential (1 Nov '13)

Asian Economic Perspectives — ASEAN Linkages: Beyond 2015 (9 Oct '14)

Sino Surge

Asian Banks: Taper Tantrum 2 vs. the Sino Surge (29 Jun '15)

HK banks: Carry trade unwind Vs the 'Sino surge' (27 April '15)

Statement of Risk

Although there are many uncertainties with equity investing, generally economic
and policy surprises pose the most consistent and continuous risks. Economic
growth can be volatile, leading to earnings uncertainty. Inflation volatility can
likewise lead to interest rate uncertainty. The direction and level of policy rates has
a substantial impact upon equity valuations.
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document, the document is also deemed to have been prepared by UBS Limited (spolka z ograniczona odpowiedzialnoscia) Oddzial w Polsce. Russia: Prepared and
distributed by UBS Bank (000). Switzerland: Distributed by UBS AG to persons who are institutional investors only. UBS AG is regulated by the Swiss Financial
Market Supervisory Authority (FINMA). Italy: Prepared by UBS Limited and distributed by UBS Limited and UBS lItalia Sim S.p.A. UBS Italia Sim S.p.A. is regulated by the
Bank of Italy and by the Commissione Nazionale per le Societa e la Borsa (CONSOB). Where an analyst of UBS Italia Sim S.p.A. has contributed to this document, the
document is also deemed to have been prepared by UBS ltalia Sim S.p.A.  South Africa: Distributed by UBS South Africa (Pty) Limited (Registration No.
1995/011140/07), an authorised user of the JSE and an authorised Financial Services Provider (FSP 7328). Israel: This material is distributed by UBS Limited. UBS
Limited is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority. UBS Securities
Israel Ltd is a licensed Investment Marketer that is supervised by the Israel Securities Authority (ISA). UBS Limited and its affiliates incorporated outside Israel are not
licensed under the Israeli Advisory Law. UBS Limited is not covered by insurance as required from a licensee under the Israeli Advisory Law. UBS may engage among
others in issuance of Financial Assets or in distribution of Financial Assets of other issuers for fees or other benefits. UBS Limited and its affiliates may prefer various
Financial Assets to which they have or may have Affiliation (as such term is defined under the Israeli Advisory Law). Nothing in this Material should be considered as
investment advice under the Israeli Advisory Law. This Material is being issued only to and/or is directed only at persons who are Eligible Clients within the meaning of
the Israeli Advisory Law, and this material must not be relied on or acted upon by any other persons. Saudi Arabia: This document has been issued by UBS AG (and/or
any of its subsidiaries, branches or affiliates), a public company limited by shares, incorporated in Switzerland with its registered offices at Aeschenvorstadt 1, CH-4051
Basel and Bahnhofstrasse 45, CH-8001 Zurich. This publication has been approved by UBS Saudi Arabia (a subsidiary of UBS AG), a Saudi closed joint stock company
incorporated in the Kingdom of Saudi Arabia under commercial register number 1010257812 having its registered office at Tatweer Towers, P.O. Box 75724, Riyadh
11588, Kingdom of Saudi Arabia. UBS Saudi Arabia is authorized and regulated by the Capital Market Authority to conduct securities business under license number
08113-37. Dubai: The information distributed by UBS AG Dubai Branch is intended for Professional Clients only and is not for further distribution within the United
Arab Emirates.  United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial Services Inc., subsidiaries of UBS AG; or by a group,
subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a ‘non-US affiliate’ ) to major US institutional investors only. UBS Securities LLC or UBS
Financial Services Inc. accepts responsibility for the content of a document prepared by another non-US affiliate when distributed to US persons by UBS Securities LLC or
UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this document must be effected through UBS Securities LLC or UBS Financial
Services Inc., and not through a non-US affiliate.  Canada: Distributed by UBS Securities Canada Inc., a registered investment dealer in Canada and a Member-
Canadian Investor Protection Fund, or by another affiliate of UBS AG that is registered to conduct business in Canada or is otherwise exempt from registration. Brazil:
Except as otherwise specified herein, this material is prepared by UBS Brasil CCTVM S.A. to persons who are eligible investors residing in Brazil, which are considered to
be: (i) financial institutions, (i) insurance firms and investment capital companies, (iii) supplementary pension entities, (iv) entities that hold financial investments higher
than R$300,000.00 and that confirm the status of qualified investors in written, (v) investment funds, (vi) securities portfolio managers and securities consultants duly
authorized by Comissao de Valores Mobiliarios (CVM), regarding their own investments, and (vii) social security systems created by the Federal Government, States, and
Municipalities. Hong Kong: Distributed by UBS Securities Asia Limited and/or UBS AG, Hong Kong Branch. Singapore: Distributed by UBS Securities Pte. Ltd. [MClI
(P) 016/09/2014 and Co. Reg. No.: 198500648C] or UBS AG, Singapore Branch. Please contact UBS Securities Pte. Ltd., an exempt financial adviser under the Singapore
Financial Advisers Act (Cap. 110); or UBS AG, Singapore Branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank
licensed under the Singapore Banking Act (Cap. 19) regulated by the Monetary Authority of Singapore, in respect of any matters arising from, or in connection with, the
analysis or document. The recipients of this document represent and warrant that they are accredited and institutional investors as defined in the Securities and Futures
Act (Cap. 289). Japan: Distributed by UBS Securities Japan Co., Ltd. to professional investors (except as otherwise permitted). Where this document has been prepared
by UBS Securities Japan Co., Ltd., UBS Securities Japan Co., Ltd. is the author, publisher and distributor of the document. Distributed by UBS AG, Tokyo Branch to
Professional Investors (except as otherwise permitted) in relation to foreign exchange and other banking businesses when relevant. ~ Australia: Clients of UBS AG:
Distributed by UBS AG (Holder of Australian Financial Services License No. 231087). Clients of UBS Securities Australia Ltd: Distributed by UBS Securities Australia Ltd
(Holder of Australian Financial Services License No. 231098). Clients of UBS Wealth Management Australia Ltd: Distributed by UBS Wealth Management Australia Ltd
(Holder of Australian Financial Services Licence No. 231127). This Document contains general information and/or general advice only and does not constitute personal
financial product advice. As such, the Information in this document has been prepared without taking into account any investor’s objectives, financial situation or needs,
and investors should, before acting on the Information, consider the appropriateness of the Information, having regard to their objectives, financial situation and needs.
If the Information contained in this document relates to the acquisition, or potential acquisition of a particular financial product by a ‘Retail’ client as defined by section
761G of the Corporations Act 2001 where a Product Disclosure Statement would be required, the retail client should obtain and consider the Product Disclosure
Statement relating to the product before making any decision about whether to acquire the product. The UBS Securities Australia Limited Financial Services Guide is
available at: www.ubs.com/ecs-research-fsg. New Zealand: Distributed by UBS New Zealand Ltd. The information and recommendations in this publication are
provided for general information purposes only. To the extent that any such information or recommendations constitute financial advice, they do not take into account
any person’s particular financial situation or goals. We recommend that recipients seek advice specific to their circumstances from their financial advisor. Korea:
Distributed in Korea by UBS Securities Pte. Ltd., Seoul Branch. This document may have been edited or contributed to from time to time by affiliates of UBS Securities
Pte. Ltd., Seoul Branch. Malaysia: This material is authorized to be distributed in Malaysia by UBS Securities Malaysia Sdn. Bhd (Capital Markets Services License No.:
CMSL/A0063/2007). This material is intended for professional/institutional clients only and not for distribution to any retail clients. India: Prepared by UBS Securities
India Private Ltd. (Corporate Identity Number U67120MH1996PTC097299) 2/F, 2 North Avenue, Maker Maxity, Bandra Kurla Complex, Bandra (East), Mumbai (India)
400051. Phone: +912261556000. It provides brokerage services bearing SEBI Registration Numbers: NSE (Capital Market Segment): INB230951431, NSE (F&O Segment)
INF230951431, NSE (Currency Derivatives Segment) INE230951431, BSE (Capital Market Segment) INBO10951437; merchant banking services bearing SEBI Registration
Number: INM000010809 and research services. UBS AG, its affiliates or subsidiaries may have debt holdings or positions in the subject Indian company/companies.
Within the past 12 months, UBS AG, its affiliates or subsidiaries may have received compensation for non-investment banking securities-related services and/or non-
securities services from the subject Indian company/companies. The subject company/companies may have been a client/clients of UBS AG, its affiliates or subsidiaries
during the 12 months preceding the date of distribution of the research report with respect to investment banking and/or non-investment banking securities-related
services and/or  non-securities  services.  With  regard to information on  associates, please refer to the Annual Report at:
http://www.ubs.com/global/en/about_ubs/investor_relations/annualreporting.html

The disclosures contained in research documents produced by UBS Limited shall be governed by and construed in accordance with English law.

UBS specifically prohibits the redistribution of this document in whole or in part without the written permission of UBS and UBS accepts no liability whatsoever for the
actions of third parties in this respect. Images may depict objects or elements that are protected by third party copyright, trademarks and other intellectual property
rights. © UBS 2015. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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