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ASIAN equities have rebounded this
year with double digit returnsinsome
selected markets. How sustainableis
this rise? Our experts share their views.

Genevieve Cua: What do you see as the
underpinnings of the rebound in Asian
markets this year, and how sustainable is it?

Alexis Calla: Asian equities have broadly mirrored
the rebound in global equities since their February
lows as worries about a sharp slowdown in China
and a significant devaluation of the yuan receded.
Investors were also reassured by a weaker US dollar
(USD) since the start of the year as expectations of
a US rate hike got pushed back. As China’s outlook
stabilised and the USD gave up some of its gains,
commodity prices (which had been on a five-year
downtrend) bounced back. All these trends encour-
aged global fund managers to turn more positive
towards Emerging Markets (EM).

The rebound in Asian equity markets has been

particularly impressive following the UK’s

decision to leave the European Union

(EU). This possibly reflects both the

amount of cash waiting for an entry

point in the run-up to the Brexit vote

and the realisation that the challenges

created by the vote are not immediate and will take
time to play out.

Asian equity markets have outperformed global
markets since the Brexit vote partly due to the re-
gion’s relatively stronger and improving funda-
mentals, both in terms of economic and earnings
growth prospects, and cheaper valuations com-
pared with Developed Markets (DM).

Easier monetary policies across the region have
also helped boost the outlook for domestic demand
across the region — several Asian central banks,
from India to South Korea and Indonesia, have cut
rates this year, encouraged by a weaker USD and
subdued inflation.

Of course, there are still risks out there. For in-
stance, we may see a revival of US rate hike expec-
tations in the near term as the US job market con-
tinues to tighten. This may result in a temporary
bounce in the USD, which is generally not support-
ive of EM equities.

Meanwhile, we are entering a critical period
with regards to the US presidential election, with
attendant policy risks. With DM equities gener-
ally quite elevated, this suggests an equity market
drawdown is a risk in the near term.

However, with the worst of the US corporate
earnings recession likely behind us, the downside
may be limited to 5-10 per cent. Asia ex-Japan
equities could be affected by such a drawdown,
although on a relative basis we believe the region
is likely to outperform other markets over the me-
dium term. Overall, we remain cautious towards
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Reginald Tan: At the onset of 2016, investors had
totally written off Asian equities due to the steep
decline in the Chinese onshore equity market at the
start of the year. Two trading halts and “firefight-
ing” measures by policymakers to address the fall-
ing markets did little to inspire confidence.

However, markets have a knack of surprising
investors. Fast forward seven months —and the Asia
ex-Japan markets are up 10.9 per cent in USD terms
on a year-to-date (YI'D) to August 2016 basis.

The recovery is best understood by examining
the painstaking bottoming out process that took
place in the Asia ex-Japan markets, particularly in
the region’s largest economy — China. Subsequent
to the inept actions in January, the Chinese policy-
makers improved their act—with better policy com-
munication and signalling efforts to investors.

The Asia ex-Japan index started to meaningfully
register positive YID returns just after the EU Brexit
referendum in late June. “Expensive” US markets
with peaking valuations, and uncertainty in Europe
emanating from the historical Brexit vote, led to
significant portfolio rotational adjustments. Global
investors were seen shifting money away from the
DM in favour of the EM bloc. The massive inflows
account for the firm showing in EM and Asian eq-
uity assets since the start of Q3 2016 up to this point.

The billion-dollar question now is whether
the re-rating drivers are sustainable, and whether
the gains in Asian equities will continue. To some
extent, the recovery is merited and has its roots
in real fundamental improvement. At the start
of 2016, concerns over a “hard landing” scenario
in China were very real. This risk factor has since
receded, with data point stabilisation emerging in
the mainland.

Additionally, fund inflows to the Asean markets
were also predicated on real fundamental improve-
ment — investors are convinced of the positive out-
come of the fiscal spending efforts in Thailand and
Indonesia, and believe that proactive measures by
policymakers to induce growth in Indonesia will
come to fruition - for example the “Tax Amnesty”
programme and the more relaxed Loan-To-Value
(LTV) financing guidelines for home purchases.

In short, the positive news flow, along with nu-
merous measures and proactive steps by the vari-
ous Asean policymakers, garnered the “buy-in” of
global money managers, who voted with additional
portfolio inflows to the region.

In the Asean space, the overweight positioning
by Global EM portfolio managers is in line with, and
not excessively above their historical averages, sig-
nalling that investors have not got ahead of them-
selves. We are not in overbought territory, not yet
atleast.

Moreover, although US Federal Reserve chair-
man Janet Yellen has signalled that the probability
of further US rate hikes has risen, the Fed may still
be restrained with regards to the pace of its future
tightening actions. A more patient Fed may lead to
sustainable inflows, and in turn be supportive of
valuations for EM and Asian equities. However, the
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“easiest” part (or low hanging fruit) portion of the
rally may be behind us, and forward gains may be
more measured from here.

Lim Chew Hwee: Post-Brexit, investors discov-
ered that the consequences of the referendum were
not as disastrous as some economists had painted.
Money lying on the sidelines, earning little or no
return, started to flow back into the regional equity
markets which were still attractively valued. At the
same time, downward earnings revisions bottomed
and started to swing higher for a number of coun-
tries.

In a nutshell, it was a positive combination of
earnings, liquidity, valuation, interest rates and
sentiment that propelled the markets higher. Going
forward, the sustainability of the rebound depends
to a very large extent on whether earnings growth
will continue to be revised upwards. Liquidity is still
abundant and a positive earnings outlook would be
a crucial factor to bring money back to the region.

Sean Quek: When we turned more positive on
Asia ex-Japan equities late last year, after maintain-
ing a cautious stance in favour of DM since 2013,
global investors were significantly underweight the
region. Following sustained downgrades in macro-
economic growth outlook, earnings growth expec-
tations have moderated.

Also, given the extended de-rating, valuations
were attractive. The region was trading at the low
end of its own long-term historical range as well as
at a significant discount to developed markets. The
subsequent stabilising of the macroeconomic out-
look, pick-up in reforms and loosening of policies in
key markets, including China, provided the positive
catalysts. Also, the extended dovish stance by cen-
tral banks globally boosted investor risk appetite.

In the current year to Sept 8, the region (MSCI
Asia Ex-Japan Index) returned 15 per cent, and sig-
nificantly outpaced global equities’ (MSCI World
Index) returns of 6.5 per cent. Although the region
continues to trade at a significant PE (price-earn-
ings) valuation discount to global equities, it is now
trading near the higher end of its own historical
range. The low expectations of a US rate hike sug-
gest that the market could be easily spooked by
more hawkish Fed commentary. Coupled with our
more cautious view on equities as a whole, we are
“neutral” on the region.

Genevieve: What do you see as the major
themes to drive Asian equities higher in the
short to medium term, and how are you
positioning (or advising clients) to take
advantage of this?

Alexis: In recent months, we have become more
positive on the medium-term outlook for Asia ex-
Japan equities given an improving earnings out-
look and a pick-up in net inflows to the region.
We believe these trends are sustainable given our
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expectation that the USD will remain relatively sta-
ble (as the Fed is likely to pursue a gradual pace of
rate hikes). The improved outlook for Asia’s cor-
porate earnings — after two to three years of disap-
pointments, a gradual rise in the dividend payout
ratio and strong flows into EM assets — should help
support potential outperformance in the coming 12

months. Thus, Asia ex-Japan is now our most pre-

ferred region from an equity market perspective,

followed by the US.

Focusing specifically on equities, we have
increased our allocations to EM equities over
the past few months (in particular to non-Asia
EMs), by reducing our exposure to DM equi-
ties. Broadly, five factors have been driving our
DM to EM pivot.

i) For the first time since 2011, the outperformance
of EM over DM in terms of economic growth is likely
to widen in 2016. (Since 1999, EM economies have
been growing faster than DM economies. However,
this growth differential peaked at around 7 per cent
in 2009 and, since a brief pick-up in 2011, it has been
on a downtrend.)

ii) Recovery in commodity prices

iii) A pullback in the USD since the start of the year, eas-
ing concern about EM currency weakness and contributing
to an increase in fund inflows

iv) Attractive EM relative valuations compared with DM

v) Investor positioning — investors are significantly un-
derweight EM and overweight DM (although this trend has
been reversing in recent months)

Reginald: With respect to forward looking themes in Asia,
we see afew investment opportunities unfolding in the short
to medium term. There is a structural shift taking place in
the Chinese economy — although headline growth is slow-
ing, we see this as a natural transition from a fast-growing
emerging economy to a developed market economy (where
the growth rate stabilises and becomes more measured).

In line with this shift, the traditional “old economy”
manufacturing-led sectors, which were the key drivers of
growth in the past, will take a back seat. In its place, mir-
roring the US (where consumption accounts for 70 per
cent of the economy), consumption spending and services
are expected to be the key engines of forward growth. This
structural growth is expected to manifest itself strongly in
the “new economy” Internet stocks such as the e-com-
merce names. There is a burgeoning growth trend taking
place, where Chinese consumers are taking to and exhib-
iting firm online spending behaviour. Companies that are
levered to this trend by providing the necessary platforms
and avenues for the new Chinese consumer to express their
newfound spending habits will benefit strongly.

India is another market with strong growth opportuni-
ties. The Narendra Modi-led administration with its strong
pace of reforms and increased visibility in infrastructure
investment spending, where these efforts are being validat-
ed with positive GDP (gross domestic product) surprises, is
unlocking significant opportunities for the Indian cyclical
stocks.

In Asean, there are sound opportunities in the fiscal
spending beneficiaries in both Thailand and Indonesia
given the strong commitment by both governments to
accelerate their respective fiscal spending programmes.
Construction-related stocks are poised to benefit from in-
creased demand and rising order book trends. Thai tourism
stocks are also appealing as there continues to be strong
tourist arrivals and related spending activity, despite the re-
cent bombings in popular tourist destinations.

Additionally, in Indonesia, there is potential for further
re-rating in the property developers on the back of the more
relaxed LTV financing measures for residential property
purchases. The “Tax Amnesty” programme to encourage
repatriation of funds may further bolster this trade as off-
shore monies find a “home” in the form of property asset in-
vestments. Thai and Indonesian banks also look appealing
at this juncture on improving asset quality profiles. Rising
loans growth is an added positive factor.

Elsewhere in Asean, while the longer-term Philippine
consumption theme remains intact, and is fundamentally
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sound due to its young population demographics
and rising disposable incomes, valuations of some
of the Philippine consumption names appear
stretched, and are vulnerable to intermittent
pullbacks in the short term on the slightest sign
of disappointment.

Chew Hwee: Some of the secular themes we like
include infrastructure development, demographic
changes, reforms and tourism.
Increasingly, we are hearing economists
and government officials admitting to the
limitation of monetary policies and explor-
ing fiscal tools to revive the lacklustre econ-
omy. Fiscal spending would favour infra-
structure development. In fact, many regional
countries need to spend on new infrastructure
or upgrade their ageing ones.
Several countries are facing an ageing and
shrinking working-age population. To main-
tain economic growth, it is essential that these countries re-
place labour with machines, automate their manufacturing
processes and increase productivity. Hence, automation is
another theme worth exploring.

A number of Asian countries have embarked on re-
forms. One prominent theme is China’s State Owned En-
terprise (SOE) reform. To ensure that the Chinese economy
sustains an average 6.5 per cent growth over the next few
years, reforming the debt-ladened and inefficient SOEs is
an essential prerequisite.

As for the investment theme of tourism: The propensity
to travel tends to rise as the region’s middle class grows.

=,

Sean: In the short term, given the relative valuation gap,
Asian equities could continue to catch up with developed
markets especially as risk appetite expands further. How-
ever, following the speedy re-rating in Asia ex-Japan equi-
ties with comparably less improvements in fundamentals,
we are now highly selective. For example, in China, we are
advising investors to take the opportunity to switch from
“old economy” into “new economy” stocks. The structural
transition of the Chinese economy from a fixed asset invest-
ment driven to a consumption-driven one would continue
even as the ongoing rebalancing is generating substantial
cyclical volatility given the resulting “stop-go” economic
performance.

Genevieve: What risks are you most concerned
about in terms of Asian equity and what moves
would you take to mitigate these?

Alexis: Our positive view on Asia ex-Japan (and US equities)
needs to be understood against the backdrop of our cautious
stance on the outlook for global equities on a risk-adjusted
basis. We remain cautious in the near term given the risk
of rising US interest rate expectations (leading to a possible
boost to the USD, hurting EM assets). Uncertainty around
the US presidential election is another near-term risk. On a
medium-to-longer-term view, it remains unclear how suc-
cessful China will be in managing its deleveraging cycle.

A key medium-term risk remains a US recession. While
we continue to believe we are in the late stage of the US eco-
nomic cycle, our central scenario is that there is still some
time left for the current expansion. We estimate that there
is around a 30 per cent probability of a recession in the next
12 months.

However, this probability is high enough to be taken
seriously when making investment decisions. Indeed, it is
one of the reasons that we recommend a below-average
allocation to equities, which may still perform reason-
ably well under our central scenario of continued US eco-
nomic expansion. (For instance, we believe investors with
a moderate risk profile should allocate 33 per cent of assets
to equities, compared with 39 per cent at the start of the
year. Within that, we believe moderate risk-taking investors
should allocate 12 per cent of assets to Asia ex-Japan equi-
ties, same as at the start of the year).

How to mitigate these risks? Our favoured approach is a
combination of income-generating assets and other strate-

gies that typically have low and potentially negative correla-
tions with equities. Multi-asset macro strategies fit this bill.

Overall, we remain ready to adapt our strategy based
on incoming data. With policymakers becoming increas-
ingly data-dependent as they move into uncharted territory,
adaptability and agility are likely to be key items in a suc-
cessful investor’s toolkit.

Reginald: In summary, the positive action we have seen
in emerging and Asian equities this year is well founded.
The outlook ahead is also positive, although the period to
reap the low-hanging fruit returns is probably behind. The
region is vulnerable to fund-flow direction and by default,
policy guidance from the Fed with respect to interest rate
direction. Should there be a strong case for sustainable US
rate hikes, the region (EM equities) could see material sell-
ing pressure. The probability of this happening, however, is
small (but it cannot be totally ignored).

As alluded to earlier, the Fed may be restrained with re-
gard to the pace of further monetary tightening as US eco-
nomic data still paints a mixed picture. Additionally, the
other major DM equity blocs — Europe and Japan — are still
seeing sub-par growth with the former still not having fully
come to terms with the full repercussions of the Brexit vote.

With this backdrop, global funds need to find a “home”,
and with fundamentals relatively stronger in Asia ex-Japan,
this could keep inflows in the region contained (and valua-
tions well supported). Should there be a massive rise in US
rates, we can opt to be well positioned in areas that would
benefit from this trend — such as the banks and insurers, or
even stocks with strong USD revenue exposure. In a rising
US rate environment, it would be prudent to be invested
in companies with healthier balance sheet strength (that
is, the lowly geared companies), and names with low USD
debt exposure.

Chew Hwee: There are three near-term risks and one mid
to long-term potential pitfall that I am most concerned
about.

A sharp correction on Wall Street, a rally in the USD
and finally a soaring interest rate are three near-term risks.
The bull run on Wall Street is mature and valuation is lofty.
Any sharp correction in the US equity market would have
an adverse impact on Asian equities. A rally in USD would
depress commodity prices and affect regional commod-
ity exporters. A combination of a soaring USD and interest
rate would be a potent concoction for Asian corporates that
have leveraged up their balance sheets post-2008 crisis.

The one mid to long-term potential pitfall that I am
concerned about is that the present undercurrent of pro-
tectionism would spread. Should world growth remain sub-
dued and social inequality intensify, protectionist measures
would increase. This would be negative for Asia, a region
dominated by trading nations.

To mitigate these risks, one must be nimble and take
an active approach to investing. Always be prepared to take
profit and do not overstay your welcome. Pay more atten-
tion to risk than return. Invest only in quality companies
that you understand and do not overpay.

Sean: Investors seem increasingly complacent about
a lower-for-longer interest rate environment. Since the
Brexit selloff in late June until Sept 8, global equities have
rebounded by as much as 11 per cent (and Asian equities
by 16 per cent). We continue to expect volatility in the near
term amid the political and global growth uncertainties,
even as central banks are ready to act further to support
growth.

One of the unquantifiable risks is the US presidential
election. It is hard to predict what a Trump presidency
would look like, but if the polls swing towards Donald
Trump’s favour in the next few weeks, market volatility
could heighten again.

Low expectations of a US rate hike suggest that the
investors need to look out for more hawkish Fed commen-
tary as we approach December where we expect the Fed to
raise rates. Accordingly, we would focus on quality compa-
nies with strong fundamentals especially as increasingly
extended valuations are leaving limited margin of safety for
investors.
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