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COVID-19 has cast a spotlight on health care systems around the world, with China in
particular attracting attention due in part to its relative success in virus suppression
and leading role in supplying medical products globally. In some instances, trends already
in place are being reinforced. Structurally, we see increased innovation emerging in the
health care sector, similar to the dynamism that characterized the early days of China’s
technology boom. We believe several forces are at play:
• The right place: China’s health care demand is swelling alongside an aging population,
growing lifestyle diseases, and rising incomes. At the same time, increasingly open
capital markets are channeling funds to health care companies with rising research and
development (R&D) spending.
• The right time: The government is pushing for innovation, efficiency, and self-sufficiency
in health care to meet mounting medical needs. Various policies are lowering costs,
while also addressing product quality and safety.
• The right people: China is drawing overseas-educated Chinese scientists and entrepreneurs back to its shores. High-profile returnees, coupled with an abundant pool
of homegrown talent, are propelling domestic drug and medical device development.
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In our view, these forces have aligned to create a compelling long-term health care investment environment in China, while in the near term, the pandemic is accelerating the
process of localization. Governments globally are seeking to reduce reliance on complex
foreign supply chains for essential health care products, presenting both opportunities
and challenges for Chinese companies.

SIGNS OF A GOLDEN AGE
Until COVID-19 hit, China’s health care sector had largely been overshadowed by the
rapid rise of internet-driven giants such as Tencent and Alibaba. The pandemic has underscored the importance of health care, reinforcing existing structural trends that could
drive a new wave of innovation in China.
The right place
China’s health care demand is growing as its 1.4 billion-strong population ages. Unhealthier
lifestyles are also contributing to rising cases of cancer, strokes and other diseases.
These trends, plus higher disposable incomes, are boosting the total addressable market
for health care.

EXHIBIT 1: CHINA’S
PHARMACEUTICAL MARKET
IS EXPANDING
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Capital markets are opening up to health care companies seeking funds for R&D. Hong
Kong’s stock exchange revised its listing rules to accept biotechnology firms without
revenues, while Shanghai’s newly created Science and Technology Innovation Board
(Star Market) is also enabling pre-revenue companies to go public.
The right time
The government is strengthening the health care system in the face of mounting medical
needs. It is fostering innovation through favorable tax policies for companies with consistent
R&D investments, as well as stronger intellectual property protection.

A drive to improve efficiency is underway. To accelerate the use of generic drugs and free
up budgets for innovative treatments, China mandated bioequivalence tests requiring
generics to match the originals in quality. Regulatory changes like these at the drug
research level that ensure quality and safety could have spillover benefits of reduced
environmental, social and governance risks. The country also introduced a bulk purchase
program to lower the prices of generics, while encouraging drug makers to focus on
novel treatments.
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Equally striking are China’s policies to pursue self-sufficiency in health care, especially
against a backdrop of tensions with the United States. Chinese officials have set ambitious
targets for the local development of advanced drugs and devices that could reduce China’s
reliance on Western markets, while turning it into a globally competitive health care player.
The right people
China’s vast addressable market, plus supportive government policies, are enticing the
return of Chinese scientists and entrepreneurs who studied and worked overseas.
Many have joined the management teams of local companies, bringing with them global
vision and strong technical skills.

Chinese universities are also adding to a large pool of highly trained talent. Together with
high-profile returnees, they are driving drug and device development in China. We think they
could help local companies evolve from fast imitators into best-in-class players.

OPPORTUNITIES ACROSS HEALTH CARE SECTORS
Drug development comes with its uncertainties, which can be even more pronounced for
young Chinese biotech companies with varying strengths in management execution.
Evaluating product pipelines can also be complex, given different disease epidemiologies,
physician practices and competitive landscapes in China versus developed countries.
Furthermore, the increased trend of localization works both ways, with Western governments keen to reduce reliance on Chinese suppliers of personal protective equipment,
for example. Such challenges call for extensive research into company fundamentals and
valuations, as well as a keen awareness of industry trends.
We see greater long-term potential in innovative drug makers with strong portfolios or
pipelines of treatments, compared with generics companies that are likely to face price
pressures from government reforms. Some Chinese biotech firms have shown remarkable
speed in bringing novel treatments to market. A developer of immuno-oncology drugs
that harness the immune system to fight cancer, last year, received approval of the US Food
& Drug Administration (FDA) for its targeted therapy for a rare and aggressive form of
lymphoma. It stood out as the first China-developed innovative drug that received the
FDA’s breakthrough therapy designation. The FDA’s nod even came ahead of Chinese
regulatory approval.
Companies in the pharmaceutical outsourcing industry also show promise. Contract
research organizations (CROs) support drug makers by offering services such as preclinical
studies, clinical trials, and drug production. We view the industry as a “pickaxe-andshovel” play—just as suppliers of pickaxes and shovels benefited from a gold rush no
matter which prospector struck gold, CROs potentially gain from the health care sector’s
growth and could be less exposed to individual company risks. A world leading biologics
CRO with a global roster of clients has a “follow-the-molecule” business model and
provides end-to-end solutions from drug discovery to commercialization. This model bolsters
its earnings sustainability—as a project advances through the stages, its revenue
contribution grows.
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EXHIBIT 2: CHINA’S
PHARMACEUTICAL CRO
MARKET CHARGES AHEAD
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Meanwhile, we also see examples of innovation in medical equipment makers—leading
domestic suppliers, which already have a cost advantage over foreign competitors,
whose growth could be encouraged on the back of government policies supporting localization. A maker of minimally invasive surgical equipment for orthopedics benefits from strong
demand for spinal surgeries as an aging population battles osteoporosis. The company
is seeking new growth drivers as it explores more uses for its existing surgical system, while
investing in the development of a robotic-assisted navigation system. It is also breaking
into sports medicine, where we see sizeable potential amid rising sports-related injuries and
a growing awareness of them.

TIME FOR MORE ATTENTION
We think these companies reflect a new breed of innovative enterprises that could transform health care outcomes in the years ahead. Together with flourishing capital markets,
favorable policies, and motivated talent, a vibrant ecosystem is potentially taking shape.
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WHAT ARE THE RISKS?

All investments involve risks, including possible loss of principal. Special risks are associated with foreign investing,
including currency fluctuations, economic instability and political developments; investments in emerging markets
involve heightened risks related to the same factors. To the extent a strategy focuses on particular countries,
regions, industries, sectors or types of investment from time to time, it may be subject to greater risks of adverse
developments in such areas of focus than a strategy that invests in a wider variety of countries, regions, industries,
sectors or investments. China may be subject to considerable degrees of economic, political and social instability.
Investments in securities of Chinese issuers involve risks that are specific to China, including certain legal, regulatory,
political and economic risks.
The companies and case studies shown herein are used solely for illustrative purposes; any investment may or may not
be currently held by any portfolio advised by Franklin Templeton Investments. The opinions are intended solely to
provide insight into how securities are analyzed. The information provided is not a recommendation or individual
investment advice for any particular security, strategy, or investment product and is not an indication of the trading
intent of any Franklin Templeton managed portfolio. This is not a complete analysis of every material fact regarding any
industry, security or investment and should not be viewed as an investment recommendation. This is intended to
provide insight into the portfolio selection and research process. Factual statements are taken from sources considered
reliable, but have not been independently verified for completeness or accuracy. These opinions may not be relied
upon as investment advice or as an offer for any particular security. Past performance does not guarantee future results.
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IMPORTANT LEGAL INFORMATION

This material is intended to be of general interest only and should not be construed as individual investment advice
or a recommendation or solicitation to buy, sell or hold any security or to adopt any investment strategy. It does not
constitute legal or tax advice.
The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as at
publication date and may change without notice. The information provided in this material is not intended as a
complete analysis of every material fact regarding any country, region or market. All investments involve risks, including
possible loss of principal.
Data from third party sources may have been used in the preparation of this material and Franklin Templeton (“FT”)
has not independently verified, validated or audited such data. FT accepts no liability whatsoever for any loss arising
from use of this information and reliance upon the comments opinions and analyses in the material is at the sole
discretion of the user.
Products, services and information may not be available in all jurisdictions and are offered outside the U.S. by other
FT affiliates and/or their distributors as local laws and regulation permits. Please consult your own financial
professional or Franklin Templeton institutional contact for further information on availability of products and services
in your jurisdiction.
Issued in the U.S. by Franklin Templeton Distributors, Inc., One Franklin Parkway, San Mateo, California 94403-1906,
(800) DIAL BEN/342-5236, franklintempleton.com—Franklin Templeton Distributors, Inc. is the principal distributor
of Franklin Templeton U.S. registered products, which are not FDIC insured; may lose value; and are not bank
guaranteed and are available only in jurisdictions where an offer or solicitation of such products is permitted under
applicable laws and regulation.
Australia: Issued by Franklin Templeton Investments Australia Limited (ABN 87 006 972 247) (Australian Financial Services License Holder No. 225328), Level 19, 101 Collins Street,
Melbourne, Victoria, 3000 / Austria/Germany: Issued by Franklin Templeton Investment Services GmbH, Frankfurt, Mainzer Landstr. 16, 60325 Frankfurt/Main, Tel 08 00/0 73 80 01
(Germany), 08 00/29 59 11 (Austria), Fax +49(0)69/2 72 23-120, info@franklintempleton.de, info@franklintempleton.at / Canada: Issued by Franklin Templeton Investments Corp., 200
King Street West, Suite 1500 Toronto, ON, M5H3T4, Fax (416) 364-1163, (800) 387-0830, www.franklintempleton.ca / Netherlands: Franklin Templeton International Services S.à r.l.,
Dutch Branch, World Trade Center Amsterdam, H-Toren, 5e verdieping, Zuidplein 36, 1077 XV Amsterdam, Netherlands. Tel +31 (0) 20 575 2890 / United Arab Emirates: Issued by Franklin
Templeton Investments (ME) Limited, authorized and regulated by the Dubai Financial Services Authority. Dubai office: Franklin Templeton, The Gate, East Wing, Level 2, Dubai
International Financial Centre, P.O. Box 506613, Dubai, U.A.E., Tel +9714-4284100, Fax +9714-4284140 / France: Issued by Franklin Templeton International Services S.à r.l., French
branch., 20 rue de la Paix, 75002 Paris France / Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 17/F, Chater House, 8 Connaught Road Central, Hong Kong /
Italy: Issued by Franklin Templeton International Services S.à.r.l.—Italian Branch, Corso Italia, 1—Milan, 20122, Italy / Japan: Issued by Franklin Templeton Investments Japan Limited /
Korea: Issued by Franklin Templeton Investment Trust Management Co., Ltd., 3rd fl., CCMM Building, 12 Youido-Dong, Youngdungpo-Gu, Seoul, Korea 150-968 / Luxembourg/Benelux:
Issued by Franklin Templeton International Services S.à r.l.—Supervised by the Commission de Surveillance du Secteur Financier–8A, rue Albert Borschette, L-1246 Luxembourg,
Tel +352-46 66 67-1, Fax +352-46 66 76 / Malaysia: Issued by Franklin Templeton Asset Management (Malaysia) Sdn. Bhd. & Franklin Templeton GSC Asset Management Sdn. Bhd /
Poland: Issued by Templeton Asset Management (Poland) TFI S.A.; Rondo ONZ 1; 00-124 Warsaw / Romania: Issued by Bucharest branch of Franklin Templeton Investment Management
Limited (“FTIML”) registered with the Romania Financial Supervisory Authority under no. PJM01SFIM/400005/14.09.2009, and authorized and regulated in the UK by the Financial Conduct
Authority / Singapore: Issued by Templeton Asset Management Ltd. Registration No. (UEN) 199205211E. 7 Temasek Boulevard, #38-03 Suntec Tower One, 038987, Singapore /
Spain: Issued by Franklin Templeton International Services S.à r.l.—Spanish Branch, Professional of the Financial Sector under the Supervision of CNMV, José Ortega y Gasset 29,
Madrid, Spain. Tel +34 91 426 3600, Fax +34 91 577 1857 / South Africa: Issued by Franklin Templeton Investments SA (PTY) Ltd which is an authorised Financial Services Provider.
Tel +27 (21) 831 7400, Fax +27 (21) 831 7422 / Switzerland: Issued by Franklin Templeton Switzerland Ltd, Stockerstrasse 38, CH-8002 Zurich / UK: Issued by Franklin Templeton
Investment Management Limited (FTIML), registered office: Cannon Place, 78 Cannon Street, London EC4N 6HL, Tel +44 (0)20 7073 8500. Authorized and regulated in the United Kingdom
by the Financial Conduct Authority / Nordic regions: Issued by Franklin Templeton International Services S.à r.l., Contact details: Franklin Templeton International Services S.à r.l.,
Swedish Branch, filial, Nybrokajen 5, SE-111 48, Stockholm, Sweden. Tel +46 (0)8 545 012 30, nordicinfo@franklintempleton.com, authorised in the Luxembourg by the Commission de
Surveillance du Secteur Financier to conduct certain financial activities in Denmark, in Sweden, in Norway, in Iceland and in Finland. Franklin Templeton International Services S.à r.l.,
Swedish Branch, filial conducts activities under supervision of Finansinspektionen in Sweden / Offshore Americas: In the U.S., this publication is made available only to financial
intermediaries by Templeton/Franklin Investment Services, 100 Fountain Parkway, St. Petersburg, Florida 33716. Tel (800) 239-3894 (USA Toll-Free), (877) 389-0076 (Canada Toll-Free),
and Fax (727) 299-8736. Investments are not FDIC insured; may lose value; and are not bank guaranteed. Distribution outside the U.S. may be made by Templeton Global Advisors
Limited or other sub-distributors, intermediaries, dealers or professional investors that have been engaged by Templeton Global Advisors Limited to distribute shares of Franklin Templeton
funds in certain jurisdictions. This is not an offer to sell or a solicitation of an offer to purchase securities in any jurisdiction where it would be illegal to do so.
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