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In 3Q18, we brought you “Structural Winners” — a timely investment theme on the biggest
technology trends changing the world. Then, we focused on how technology is disrupting
traditional industries and delved into where the opportunities lie in this global seismic
shift. In this follow-up report, we narrow our coverage to focus exclusively on China.

One may ask: Why China? The answer is straightforward. Today, the economic giant

boasts:

e The highest number of smartphone users in the world — estimated at more than
700m, which is roughly double the US population.

e The world’s second-largest consumer market, with household final consumption
expenditure of USD4.7t.

e The biggest e-Commerce market globally, with revenue of USD1.1tin 2017 (vs.
USD453b in the US).

Chinese companies have progressed by leaps and bounds over the years, thanks to their
adoption of Western business models, and applying them to the rapidly-growing domestic
economy.

Evidently, this strategy has since paid off handsomely; just look at the explosive growth of
e-Commerce, gaming, and mobile payments in China. Indeed, China pioneered the “Super
App”. Think of behemoths like WeChat (known as Weixin in Chinese), which combine
every aspect of a consumer’s day-to-day living — ranging from their communication habits
and financial transactions, to their retail purchases and social interactions.

Smartphone growth potential in China - the sky’s the limit. China’s swift adoption
of e-Commerce and other online activities can be traced back to the explosive growth of
smartphone usage. In 2015, China’s smartphone penetration rate stood at 53%. On the
surface, this pales in comparison to the US, where smartphone penetration is at 74%
(Figure 1). However, the sheer size of the Chinese population (1.4b) means that there are
over 700m smartphone users in the country — more than double the size of the entire US
population. Crucially, the remaining 47% remains untapped, representing the immense
growth potential for China’s smartphone market.

According to a study conducted by KPMG, 71% of the Chinese who were surveyed would
rather lose their wallets than their phones (compared to 26% in US and 43% in India).
This result is in line with China‘s plan to digitise literally “everything” — including physical
national identity cards. Unsurprisingly, the Chinese are spending more and more time on
their smartphones, with phone usage surging from 78 minutes per day in 2016 to 98
minutes per day in 2017 (Figure 2).
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China’s rapid Internet and smartphone usage growth means that several traditional
industries are already facing major disruptions. These include:

* Retailing
e Advertising
e Gaming

Chinese technology companies that successfully capitalise on this trend will come out
tops, as China’s structural winners.

Disrupting Chinese retail: Penetration rate for online shopping hits
69%

Merchandise trade plays an important role in China’s economy, accounting for 33.5% of
gross domestic product (GDP) in 2017. Today, given the vibrant growth of e-Commerce
and mobile payments, online sales account for about 15% of retail sales in China (as
of 2017); this is expected to grow in the coming years. Data show that China’s online
shopping penetration rate has almost tripled, from 28% in 2009 to 69% in 2017 (Figure
3).

Fusing online shopping with everyday life. Online shopping platforms have successfully
integrated themselves into the Chinese consumer’s daily life. According to PwC research,
61% of Chinese e-Commerce shoppers surveyed say they start their product search from
online shopping platforms, compared to 39% for global respondents. This is significantly
higher compared to global respondents’ behaviour, highlighting just how entrenched
e-Commerce is in China.

From daily consumer experience to social phenomenon. The number of online
shoppers in China registered a compound annual growth rate (CAGR) of 19% between
2009 and 2017 (Figure 5). After the initial years of robust expansion as result of base
effects, growth has settled in the 13-14% range in recent years.
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As online shopping platforms increasingly implement more large-scale promotions during
their shopping festivals (such as Alibaba‘s “Double 11"), online shopping will gradually
evolve from a daily consumer experience to a social phenomenon — one that excites the
online community. Given the popularity of its shopping festival, Alibaba’‘s Tmall dominates
the Chinese B2C retail market with a 60% share of total transactions in 1Q18, followed
by JD.com at 25%, and Suning at 5% (Figure 5).

Based on data from eMarketer, eCommerce revenue growth is expected to register a
CAGR of 22% during 2017-22E - a level significantly higher than the US’s (Figure 6).
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020 commerce and the rise of “New Retailing”. Chinese tech companies are
adopting a hybrid approach to delve further into Chinese retailing. There is no doubt that
e-Commerce has seen tremendous growth in China. Still, despite the significant progress,
the reality is that more than 80% of domestic retail sales still take place in brick-and-
mortar stores. Chinese tech companies see an opportunity here.
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“020", short for “Online-to-Offline”, refers to the concept of bringing online customers
to physical stores. In addition, the term “New Retailing” refers to the amalgamation of
online, offline, logistics, and data analytics into a single consumer experience. Together,
these new retail concepts include:

e Consumers scanning a QR code to get product information while shopping in-store,
but using a smartphone to do the rest — placing an order, making a payment, and
arranging a delivery.

e Brick-and-mortar stores reinventing themselves to function as order-and-delivery
stations for goods purchased online. This is particularly popular in the food delivery
space.

e Chinese technology giants capitalising on their huge database to source for and deliver
goods to mom-and-pop stores. In return, tech companies gain invaluable insights into
consumers who shop offline.

Today, China’s technology giants are making heavy investments in physical stores, given
that in time to come, pure e-Commerce plays will be outdated; “New Retailing” will be
the new normal.

Disrupting Chinese Advertising — China to account for 20% of global
online advertising by 2020

Following in the footsteps of Silicon Valley tech giants, Chinese tech players are increasingly
riding the wave of online advertising. Retailers who distribute their products through online
shopping platforms are also increasing their expenditure in online advertising. Digital ad
spend in China registered CAGR of 40% between 2012 and 2016 and this is expected
to hit CNY765b by 2020 (Figure 7). According to Zenith Global, China is expected to
contribute 20% to global online ad spend by the same year (Figure 8).

900 e Online advertising revenue in China(CNYb, LHS) 50%

800 =™ Annual growth (y/y %, RHS)

45%
700
600 40% .
500

35%
400
300 30%
200

25%
100 .

m USA m China ® Japan m UK
0 20% Germany Brazil m South Korea m Australia

2014 2015 2016 2017E 2018E 2019E 2020E France = Indonesia




[oc ]
=]

Chinese digital ad spend: Huge room for growth. Going by the experience of their
US counterparts, Chinese tech companies have enormous room for growth. Data from
eMarketer show that a huge gulf exists between US and Chinese tech companies’ online
ad revenue (Figure 9). Given the huge smartphone user base in China, the potential in this
space is huge.
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Disrupting Chinese gaming — The rise of the millennials and the
virtual world

The online gaming market in China has been on a tear, given strong underlying
demographic tailwinds. Indeed, young millennials and Generation Z born in the 1990s
and 2000s account for about half of all Internet users in China (Figure 10). This segment
is the biggest driver of the online gaming market in China, which is estimated by Newzoo
to consist of 619.5m players in total.

Mobile has proven the most popular gaming platform in China. According to Newzoo,
this segment accounts for an estimated 53% of the revenue share in 2017, while the rest
comes from PC and console games. On a global basis, gaming revenue is slated to hit
UsSD180.1b by 2021, with mobile accounting for 59% of that.

China is indeed the “gaming capital of the world”. The market is expected to generate
revenue of USD37.9b in 2018, constituting 27% of global gaming revenue (Figure 11).
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Investment implications — A brave new world for Chinese tech
companies

In the brave new world of online retailing, gaming, and advertising, Chinese tech
companies which can ride this wave will be structural winners in the years to come. The
China technology sector has undergone a substantial de-rating this year and we see value
emerging (Figure 12). The current bout of weakness presents investors with a window of
opportunity to gain exposure to this long-term growth story.
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Disclaimers and
Important Notice

The information herein is published by DBS Bank Ltd. (“DBS Bank”) and is for general circulation
only. This publication is intended for DBS Bank and its subsidiaries or affiliates (collectively “DBS")
and clients to whom it has been delivered and may not be reproduced, transmitted or
communicated to any other person without the prior written permission of DBS Bank.

This publication is not and does not constitute or form part of any offer, recommendation,
invitation or solicitation to subscribe to or to enter into any transaction; nor is it calculated to
invite, nor does it permit the making of offers to the public to subscribe to or enter into, for cash
or other consideration, any transaction, and should not be viewed as such. This publication is not
intended to provide, and should not be relied upon for accounting, legal or tax advice or
investment recommendations and is not to be taken in substitution for the exercise of judgment
by the reader, who should obtain separate legal or financial advice. It does not have regard to the
specific investment objectives, financial situation or particular needs of any specific person. Before
entering into any transaction to purchase any product mentioned in this publication, the reader
should take steps to ensure that the reader understands the transaction and has made an
independent assessment of the appropriateness of the transaction in the light of the reader’s
own objectives and circumstances. In particular, the reader should read all relevant documentation
pertaining to the product and may wish to seek advice from a financial or other professional
adviser or make such independent investigations as the reader considers necessary or appropriate
for such purposes. If the reader chooses not to do so, the reader should consider carefully whether
any product mentioned in this publication is suitable for him. DBS does not act as an adviser and
assumes no fiduciary responsibility or liability (to the extent permitted by law) for any
consequences financial or otherwise.

The information and opinions contained in this publication has been obtained from sources
believed to be reliable but DBS makes no representation or warranty as to its adequacy,
completeness, accuracy or timeliness for any particular purpose. Opinions and estimates are
subject to change without notice. Any past performance, projection, forecast or simulation of
results is not necessarily indicative of the future or likely performance of any investment. To the
extent permitted by law, DBS accepts no liability whatsoever for any direct indirect or
consequential losses or damages arising from or in connection with the use or reliance of this
publication or its contents.

The information herein has not been reviewed by the Monetary Authority of Singapore and is not
intended for distribution to, or use by, any person or entity in any jurisdiction or country where
such distribution or use would be contrary to law or regulation.

If this publication has been distributed by electronic transmission, such as e-mail, then such
transmission cannot be guaranteed to be secure or error-free as information could be intercepted,
corrupted, lost, destroyed, arrive late or incomplete, or contain viruses. The sender therefore does
not accept liability (to the extent permitted by law) for any errors or omissions in the contents of
this publication, which may arise as a result of electronic transmission. If verification is required,
please request for a hard-copy version.

This publication is distributed in Singapore by DBS Bank Ltd. (Co. Reg. No.: 196800306E).
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