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 Key takeaways

 •   Continued volatility presents opportunities for investors, with Asia ex. Japan   
      equities presenting solid fundamentals and strong liquidity trends in China 
      and India.

 •   Regional equities have returned to attractive valuations after corrections in 
      late January 2018. 

 •   The ongoing North Korea talks and tensions affecting oil prices remain 
      geopolitical risks for investors to watch.

Volatility has made a comeback in 2018. After a strong start, major equity indices 
across the globe have been trading sideways since late January. Investors are 
grappling with fast-moving headlines and finding themselves in a challenging 
situation — trying to predict what the next market-moving news event will be. 

To take advantage of this volatility, we believe investors should refocus on 
fundamentals and consider companies with sound business models and strong 
growth. In our view, the Asia ex-Japan market (China and India in particular) offer 
appealing bottom-up opportunities that are well-positioned for further appreciation. 
Also, the region deserves continued attention from investors given its:

•   Solid fundamentals and ability to withstand external shocks.

•   Decent economic growth and consistent policy implementation to help sustain  
     earnings momentum. 

•   Valuation returning to the historical average with a strong liquidity trend in   
     China and India. 
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Keep monitoring volatility driven by global events
We believe volatility will continue throughout the remainder of 2018, in part due to 
these three major trends:

Rising dollar and yields. Since April, both the dollar and treasury yields have started 
to climb, leading to a resurgence in capital outflows from emerging markets and weak 
equity performance. Compared with other emerging markets, we believe economic 
fundamentals are more solid overall in Asian economies due to higher current 
account balances and lower external debts. Combined with a still-positive growth 
outlook, we anticipate limited systemic risk. 

We believe smaller economies (particularly those comprising the Association of 
Southeast Asian Nations membership) could face rising pressure if the dollar and 
interest rates continued to move up. However, we expect policymakers to be 
proactive in the use of policy tools to mitigate the negative impact. Indeed, we have 
seen central banks in a number of countries (including Indonesia and the Philippines) 
raise interest rates in response to selling pressure on local currencies. 

In addition, we believe inflation is a temporary phenomenon. We expect it to remain 
low in the US given slow growth of money and credit, granting the US Federal 
Reserve the flexibility to adjust the pace of interest rate hikes. In our view, most 
markets should be able to weather these challenges and any downdrafts will likely be 
transitory given the solid fundamentals. 

Trade protectionism. Protectionist actions by the US towards China and other major 
trading partners (including the EU, Canada and Mexico) has been a major source of 
volatility this year. We expect negotiations to continue, as no country can gain from 
rising trade barriers in an integrated world, but we believe these disagreements 
might take longer than expected to resolve. Also, there may be unexpected 
developments impacting short-term sentiment. Relating to the China negotiations, 
the past few months have witnessed multiple twists and turns. We believe both 
countries have indicated a willingness to remain engaged in further discussions, 
which will help avoid further escalation in tension. 

Geopolitical risks. In our view, denuclearization negotiations with North Korea and 
geopolitical developments affecting oil prices are two significant risks to watch: 

•   With respect to North Korea, the positive developments of the past year have  
     helped dial down the overall tension in the region. We expect talks to continue, 
     though it could be a bumpy road to final agreements. We believe any positive 
     breakthroughs will provide favorable geopolitical tailwinds to Korean equities. 

•   Oil prices have climbed rapidly since April following the US action in Syria and its 
     withdrawal from the Iran nuclear deal. Selected countries in Asia (such as India) 
     are net oil importers, vulnerable to rising prices that normally cause enlarged 
     trade deficits and rising inflation. However, there is an increasing chance that any 
     further rise in oil prices could be arrested by the potential increase in production 
     discussed recently by Russia and Saudi Arabia. We believe investors should 
     continue to monitor related developments given the impact of oil prices on   
     inflation and monetary policy. 

The positive economic trajectory is intact 
We believe investors should look beyond short-term cycles and focus on the long 
term. Asia should continue to be one of the fastest growing regions globally over the 
next decade. We expect consumption, which accounts for two-thirds of the region’s 
GDP growth, to remain strong. The steady rise of incomes and technological 
innovation should continue to create exciting investment opportunities. 
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We believe global economic fundamentals remain solid, particularly in the US, where 
we expect growth to be robust as evidenced by strong labor data. In our view, 
resilient global economic momentum will continue to benefit Asian economies. 

Stable macroeconomic environment in China. China’s GDP growth in 2018 should 
achieve the 6.5% target established during the National People’s Congress. We are 
encouraged that the government is mindful of both external uncertainties and 
domestic structural issues and is committed to high-quality growth while maintaining 
the flexibility to deploy policy tools as needed to maintain stability. 

Growth to trend up in India. We see the Indian economy as well on track towards 
higher growth. Private consumption, particularly in rural areas, should remain 
resilient and investment growth will continue to recover upon improving capacity 
utilization and less-leveraged corporate balance sheets. Indeed, real GDP growth 
accelerated to 7.7% year-on-year in the first quarter of 2018 and we expect the 
momentum to be sustained for the rest of the year.
 
Decent growth in the rest of Asia. Economic growth has been firm in the rest of 
Asia entering into 2018 with particular strength in Hong Kong, Singapore and 
Thailand. We expect macroeconomic growth to remain steady given the resilient 
global economic backdrop.
 
Consistent policy implementation ensures a stable macroeconomic environment
We expect governments in the region to remain reform-focused and to consistently 
pursue pro-growth policies that will help ensure a stable macroeconomic 
environment. However, we see uncertainties in India with the upcoming general 
election in 2019, and in Malaysia as a result of change in its federal government.

Reform to continue in China with upside surprises on further liberalization 
measures. Key reform agendas (including deleveraging, supply-side reform and 
enhancing environmental protection) should continue in China given their stated 
goals of preventing systemic risk while fostering sustainable growth. President Xi 
delivered a keynote speech at the Boao Forum in early April which reasserted China’s 
commitment to reforms. We believe the government will continue to roll out further 
liberalization policies to address trade imbalances and improve the quality of growth 
and people’s lives. 

The 2019 general election in India. In our opinion, India has made concrete progress 
in key reform areas including financial inclusion, financialization of savings and 
formalizing the economy through the roll-out of a goods and service tax (GST). We 
believe these reforms will spur additional productivity gains and improve the 
efficiency of the economy. However, we anticipate news related to the general 
election in 2019 will generate headline risk and will warrant continued monitoring. 

Change in Malaysian government is a long-term positive: The historical win by the 
opposition coalition (led by Mahathir Mohamad) in May surprised the market. We 
believe investors are over-concerned with the projected expansion in fiscal deficits 
following the removal of the GST and return of oil subsidies. The gap in funding can 
be overcome by addressing leakages in procurement. We hold the view that the new 
government’s pledge to eliminate corruption, reform public institutions and remove 
political interference in business will eventually deliver positive outcomes for 
corporate Malaysia.  
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Regional equities back to attractive valuations
We believe fundamentals of Asian equity markets remain attractive given:

• Reasonable valuation against sustained earnings momentum. Valuations of
Asia ex-Japan equities have corrected 10% since late January and have returned
to historical averages. We believe the current valuation provides an attractive
entry point for long-term investors against the backdrop of a positive earnings
trend. In our view, there will be double-digit earnings growth of MSCI Asia
ex-Japan companies in 2018, led by the consumer discretionary, energy, utility
and health care sectors. We also believe current valuations reflect rising global
uncertainties this year. Should there be further policy clarification going
forward, market focus will be shifted back to fundamentals. This bodes well for
equity market performance.

• Strong structural liquidity support in China and India: We are particularly
optimistic towards China and India thanks to the strong liquidity trend that we
believe is a structural game changer.

        —  In China, the in flows to the Hong Kong market have been robust and  
accelerating since the inception of the “Stock Connect” program. Even 
though these flows have moderated a bit recently, we believe it represents 
a structural allocation from mainland investors to offshore markets and will 
remain a key positive driver to Chinese equities. 

        —  In India, dome stic fund inflows to the equity market remain the driver of 
liquidity this year and outpaced foreign inflows. We believe the domestic 
market will continue to benefit from reform efforts in financial inclusion 
and financialization of savings, propelling a secular shift by households into 
financial assets from physical assets. 

We believe it is also worth noting that since the June MSCI A-share inclusion, 
around 230 domestically listed stocks were added into the MSCI Emerging Market 
Index. We believe A-shares offer complementary exposure to existing offshore 
Chinese equity exposure. In our view, the onshore A-shares market and offshore 
Chinese equities together offer investors a better representation of the underlying 
economy. The structural change to the MSCI EM index will be significant in the 
years to come. Most importantly, the inclusion serves as a wake-up call for global 
investors in terms of rethinking their strategic allocation to China. We have also 
noted rising inflows into the Chinese domestic market through “Stock Connect” 
year-to-date, indicating growing investor interest. 
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Conclusion:
Last year was characterized by strong equity market rallies across the region with 
low volatility. Since late January of 2018, however, volatility has picked up. We 
believe after years of ultra-loose liquidity accommodation, the normalization of 
monetary policy in the US and many other parts of the world represents a 
fundamental market shift. Asset prices will eventually adjust to reflect this new 
normal. The picture is further complicated by strong leaders in many countries 
preaching populism. 

We believe the investment community should welcome the return of volatility and 
view it as a natural market development given the changing dynamics. Amid these 
current uncertainties, we see Asian companies with a competitive advantage and 
strong leadership as opportunities, given solid fundamentals, a stable 
macroeconomic environment and attractive valuations. In our view, investors 
should take advantage of any corrections to consider adding these companies as 
long-term investments. 

Financial inclusion means that individuals and businesses have easy, unfettered access to useful and 
affordable financial products (for example, electronic banking, credit, etc.). 

Financialization of savings refers to the consumer practice of investing in financial products such as 
mutual funds, insurance contracts and certificates of deposit rather than hard assets like precious 
metals and real estate. 

Formalizing the economy is the process of moving transactions from the “informal” sector (generally 
consisting of small, unregulated, cash-based enterprises) to the formal sector most commonly observed 
in the developed world.
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