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OUT OF THE SHADOWS: THE RISE OF EMERGING ASIA

Overview

Emerging Asia’s stocks and bonds have experienced a lost
decade. In the past 10 years, their returns, in US dollar
terms, have lagged those of global indices by a considera-
ble margin. And that is despite the fact that these econo-
mies accounted for about 70 per cent of world GDP growth
over that period. The next five years will see an altogether
different outcome. Returns will be commensurate with the
region’s dynamism. Which means Asian assets are cur-
rently under-represented in global portfolios.

That is the conclusion to draw from our analysis of the
nations that make up emerging Asial, a region character-
ised by improving growth prospects, low inflation, a credi-
ble commitment to reform and an increasingly diversified
economy.

Investors can ill afford to ignore this part of the world.
If the aim is to match the real returns a traditional bal-
anced portfolio has delivered in recent years, then more of
that capital will have to flow to the emerging Asia region.

Based on our calculations, US dollar-based investors
would need to roughly treble their exposure to Asian as-
sets to around 25 per cent of their total investments to
achieve an annualised real return of 3.5 per cent over the
next five years. A study using a Markovitz portfolio optimi-
sation methodology suggests an even higher allocation, of
some 30 per cent, which is close to the region’s share of
global GDP.

We expect emerging Asian equities to be the best-per-
forming asset class over the next five years, with returns
averaging around 11 per cent per annum in US dollar
terms. Vietnam and India should do particularly well.

Within fixed income, meanwhile, China’s government
bonds offer the best return/risk profile while investment
grade corporate bonds also look attractive.

To make the most of the opportunities the region offers,
allocations will need to be both direct and active, however.

1 Pictet Asset Management includes the following countries in the
Emerging Asia region: China, India. Korea, Taiwan, Indonesia,
Malaysia, Philippines, Pakistan, Vietnam, Bangladesh and Sri
Lanka. Historic returns of these markets’ stocks and bonds respec-
tively lagged the MSCI World by 5.3 per cent per year and the
Bloomberg Barclays Global Bond Index by 3 per cent by year in
US dollar terms; data covering the 10-year period ending
31.12.2020.
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That is partly because its individual asset markets tend to
move independently of one another, which increases the
scope for excess returns.

Currencies offer an additional source of return. Our
models show the region’s currencies are among the most
undervalued versus the US dollar, and we see good reason
for that to change. The region runs a current account sur-
plus, its monetary policy is far less expansionary and, in
the renminbi, it has a currency that will soon begin to
challenge the greenback’s dominance of the financial
landscape.

Of course, there are risks. Asia’s developing econo-
mies face significant challenges ranging from China’s
debt pile to those that won't be resolved for decades, not
least deteriorating demographics, climate change and
weak governance. But many of these challenges can be
overcome with a combination of technological develop-
ment, innovation and political and social reforms.

LUCA PAOLINI,
CHIEF STRATEGIST
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SECTION 1 | THE STARS ALIGN IN THE EAST

The stars align in the East

By deepening their commercial ties and investing more in
technology and education, Asia’s emerging nations are
carving out a leading role on the global stage and tilting
the world’s centre of economic gravity decisively East-
ward.

Asia’'s economic might

For every crisis, an opportunity.

The 1997 currency crash, which spread from Thailand
to its neighbours, was a watershed for Asia’s emerging na-
tions.?

It proved to be a catalyst for numerous ground-break-
ing structural reforms, each designed to reduce the re-
gion’s vulnerabilities and improve its economic resilience.

Two decades on, developing Asia finds itself at another
turning point. Formerly the epicentre of the virus outbreak,
it has emerged from the Covid crisis as the engine of the
global economic recovery.

Thanks to its relatively effective handling of the pan-
demic and prudent fiscal and monetary policies, Asia will
be the world’s fastest-expanding region this year with GDP
LUCA PAOLINI, growth of more than 9 per cent.

CHIEF STRATEGIST Its regeneration won't end there. Applying lessons from
the 1997 playbook, Asian governments are using the crisis
as an opportunity to extend reforms, boosting the interna-
tional competitiveness of their economies.

There’s a crucial difference, however, between what is
happening now and what unfolded then. Export-led growth
used to be the priority. The region’s current and future suc-
cess, by contrast, rests on the diversity of its constituent
parts. Some countries privilege domestic demand while
others are pursuing global leadership in some of the
world’s most dynamic industries. Korea and Taiwan, for ex-
ample, are technologically advanced, open economies
that are deeply embedded in global supply chains. Other
Asian economies, meanwhile, benefit from a deepening

ARUN SAI
SENIOR MULTI ASSET pool of wealthy consumers and a growing service economy.

STRATEGIST

India, with its burgeoning middle class, falls into this cate-
gory. The region also supports emerging manufacturing

2 Pictet Asset Management includes the following countries in
the Emerging Asia region: China, India. Korea, Taiwan, Indonesia,
Malaysia, Philippines, Pakistan, Vietnam, Bangladesh and Sri
Lanka
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FIG.1

hubs such as Vietnam and countries with a tilt towards
commodities such as Indonesia and Malaysia. Thenthere’s
China. The region’s dominant force is building on its tradi-
tional strengths in manufacturing while also gaining a foot-
hold in areas where it has hitherto lacked influence. It has
displaced the US as Europe’s biggest trading partner and
is pressing ahead with reforms that could help it become a
financial and technological powerhouse in as little as a
decade.

Yet if diversity is part of Asia’s investment appeal, so
tooisthe region’s drive to boost productivity. This, its lead-
ers increasingly recognise, will require deeper economic
integration, more investment in technology and better wel-
fare and educational provision. We expect the next five
years to deliver rapid progress on all three fronts, tilting
the world’s centre of economic gravity decisively Eastward.
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Source: Pictet Asset Management, CEIC, World Bank, dataasof31.01.2021;
listed equity profits refers to profits from listed companies while
corporate profits are earnings data taken from aggregated national accounts

Emerging Asia: standing apart from

the rest of the developing world

A problem common to almost every emerging nation is
the risk of falling into the middle-income trap.

Yet in confronting this challenge Asian nations have
several factors in their favour.

To begin with, they are no longer just low-cost manufac-
turers of commoditised goods; they have steadily become
more diversified, less volatile economies.
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Ourindustry concentration index, which measures how
dispersed a country’s sources of growth are, shows emerg-
ing Asian economies are better balanced than those of oth-
er emerging nations in Latin America or Central and East-
ern Europe. Significantly, the Asian powerhouses China
and India are among the economies with the lowest con-
centration scores. As a result, the volatility of Asia’s GDP
growth rates is lower than other emerging regions, a key
indicator of the region’s increasing resilience.

Emerging Asia’s public debt dynamics also set it apart.
The region has largely avoided piling on government bor-
rowing to contain the effects of the pandemic — in contrast
to advanced economies. China, for example, had made
progress in deleveraging its economy, bringing its credit-
to-GDP gap — a measure of how far credit is growing above
its natural long-term rate — from zero just before Covid
struck from a 2016 peak of 27 per cent.® Moreover, the
country entered the crisis with public debt running at
about 70 per cent of GDP; we expect it to rise to just 75 per
cent by 2022 compared to an average of 150 per cent for
G-5 economies.

The debt picture is as benign in the rest of emerging
Asia; our forecasts point to a debt-to-GDP ratio across the
region of sub 70 per cent. The region's debt sustainability
is also enhanced by a sharp rise in its foreign exchange re-
serves. Asia’s emerging economies have accumulated
their highest level of foreign exchange reserves since 2014

— USD5.82 trillion as of May 2021. Even stripping out Chi-
na, reserves stood at an all-time high of USD 2.6 trillion.

Lower debt levels have significant economic implica-
tions. Research shows high debt can crimp an economy’s
long-term potential, particularly once debt-to-GDP ratios
breach 100 per cent. All of which means that, unencum-
bered by high debt-servicing costs, Asian economies
should continue to outgrow their peers over the rest of the
decade.

By our calculations, the region’s GDP will expand by an
average of 5.1 per cent per year for the next half decade,
accounting forsome 54 per cent of global economic growth.
That compares to 2.4 per cent for Latin America, 4.4 per
cent for emerging markets and 1.9 per cent for developed
economies.

3 Source: Bank for International Settlements
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Just as significantly, this growth will be achieved with
low inflation. Emerging Asia’s inflation rate over the next
five years will average at just 2.2 per cent ayear, according
to our calculations, well below the world average. We ex-
pect the trend inflation rate in China to be just 1.5 per cent
over our forecast period. This is due to three factors. First,
China's economic policies have not been overly stimula-
tive; authorities will prioritise financial stability. Second,
the country's excess savings should help contain price
pressures. In other words it will continue to produce more
than it can absorb domestically. Third, a strong renminbi
should prevent imported inflation. No other region has a
better growth/inflation mix, which bodes well for its stock
and bond markets.

Asia also has scale in its favour. Together, countries
within the emerging Asia bloc can be expected to make up
more than half of global GDP by 2045. The region can also
draw on a growing — and increasingly affluent — popula-
tion: in less than 10 years’ time, it will account for two-
thirds of the planet’s middle class.*

Integration and tech leadership

There are reasons to believe Asia’s influence on the
world stage could be greater still.

Not least because its priorities — much like Europe’s in
the 1970s — include deeper regional integration and great-
er self-sufficiency.

Bearing witness to that ambition is a new trading pact

— the Regional Comprehensive Economic Partnership
(RCEP) — a deal that covers trade in goods, services and
investment across 15 countries that together account for
30 per cent of world population.

Expected to add as much as USD500 billion to world
trade by 2030, the RCEP will have deeply synergistic ef-
fects, enabling its members to combine their strengths in
technology, manufacturing, agriculture and natural re-
sources.®

Asia is also seeking greater technological independ-
ence from the West.

Numerous products that were once imported or de-
pended on technology transfer from countries such as the
US will in all likelihood be manufactured domestically by
the end of the decade.

4 Households spending USD11-110 per day per personin
2011 adjusted for purchasing power parity. Source: Brookings
Institute

5 Source: Brookings, RCEP: A new trade agreement that will shape
global economics and politics, November 2020


https://www.brookings.edu/blog/order-from-chaos/2020/11/16/rcep-a-new-trade-agreement-that-will-shape-global-economics-and-politics/
https://www.brookings.edu/blog/order-from-chaos/2020/11/16/rcep-a-new-trade-agreement-that-will-shape-global-economics-and-politics/
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China, for example, has unveiled a new strategic blue-
print (‘dual circulation’), aiming for a balance between
what it calls ‘internal circulation’ — the building of home-
grown supply chains to boost domestic industry — and ‘ex-
ternal circulation’, or remaining open for business to the
rest of the world.

Among the tech industries in which China is hoping to
achieve critical mass domestically is artificial intelligence.

Beijing is already home to well over a thousand home-
grown companies specialising in Al.

The regional Beijing government, meanwhile, plans to
invest USD2.1bn to build an Al development centre in
Zhonggcuancun, part of the central government’s aim to
catapult China to the position of the world’s preeminent Al
power in the next decade.

Once built, the centre is expected to house upto 400 Al
start-ups.

Beijing also boasts 91 universities overall. Among them
are Tsinghua University, which recently established a re-
search institute for Al as well as a research scholarship
programme in blockchain.

Expected toadd as much as USD5o0 billion
to world trade by 2030, the RCEP will have deeply
synergistic effects, enabling its members to combine
their strengths in technology, manufacturing,
agriculture and natural resources.*

India, meanwhile, is starting to build viable alternative
and domestic supply chains in automotive components,
telecom equipment, chemicals and pharmaceuticals.

The aim of such efforts is to repeat — and build on — the
success North Asia has enjoyed in semiconductors, in
which the region is already a global force. China, Taiwan
and Korea together command a market share of 32 per
centinthe world semiconductor market. Thatisup from 20
per cent a decade ago, threatening the supremacy of the
US, whose share has slipped to 47 per cent.®

Asia’s influence is even greater in smartphone chips,
where it is the undisputed market leader.

6 SIA handbook 2021. The overall share of Asia including
Japan stands at 42 per cent.

10






SECTION 1 | THE STARS ALIGN IN THE EAST

Only two years ago, US chip designer Qualcomm had
the leading market share in smartphone System on a Chip
(SoC) shipments in China at just under 38 per cent. Now,
its share is barely over a quarter, with the US firm having
first been overtaken by Huawei's HiSilicon and then most
recently by Taiwan’s MediaTek.”

More R&D investment in semiconductors can be ex-
pected right across the region.

In China, semiconductors are part of President Xi Jin-
ping’s USD1.4 trillion of planned investment to develop
national tech champions. In Taiwan, meanwhile, Taiwan
Semiconductor Manufacturing Co (TSMC) is committed to
spending USD100 billion over the next three years to ex-
pand its chip fabrication capacity and R&D.

Other Southeast Asian countries’ tech capabilities
should also receive a boost from the bloc’s deepening eco-
nomic integration.

Take Vietnam. It is among the largest recipients of Tai-
wanese investment. The funds are part of the island’s
“New Southbound Policy” — through which the nation aims
to establish stronger relations with South and Southeast
Asia. Taiwan’s outward investment towards NSP countries
—including Vietham —rose 16 per centto USD2.8 billion in
2019 from a year earlier.®

Out of poverty, into prosperity

Asia’s ambitions do not end with trading pacts and
technological leadership. lts governments understand that
future economic prosperity also requires re-imagining the
welfare state.

Asian nations have inrecent years become more attuned
to problems associated with growing inequality. Their tradi-
tionally threadbare social provisions — which for years were
deliberately left untouched as a means to incentivise work —
are now viewed as a hindrance to future development.

The immediate priority is to transform a large shadow
economy — in which commercial activities are untaxed and
unregulated and workers unregistered and unprotected —
into a formal one.

Formalisation of the labour force would bring consider-
able benefits. It would improve economic productivity as
better working conditions enable employees to secure reg-
ular sources of income and gain access to formal channels
of credit. This, in turn, boosts national tax revenue, money
that can then be invested in both infrastructure and hu-
man capital, further reducing social inequality.

7 Source: Fierce Wireless, Qualcomm’s smartphone chip share
in China plummets while MediaTek rises, January 2021

s Source: Focus Taiwan, 2019 FDI down from 2018, but still
strong, January 2020

12


https://www.fiercewireless.com/devices/qualcomm-s-smartphone-chip-share-china-plummets-mediatek-rises
https://www.fiercewireless.com/devices/qualcomm-s-smartphone-chip-share-china-plummets-mediatek-rises
https://focustaiwan.tw/business/202001200013
https://focustaiwan.tw/business/202001200013
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Asia’s governments are beginning to introduce meas-
ures to improve social security and legal protection for in-
formal workers, which account for nearly 60 percent of
nonfarm employment, higher than in Latin America and
Eastern Europe. Such policies include expanding social as-
sistance programmes (Vietnam, Bangladesh, Nepal, India
and Indonesia), introducing new cash transfers (Thailand
and Vietnam), establishing public works programmes
(Philippines) and expanding employment retention
schemes (Malaysia).®

Authorities also recognise that the eradication of the
shadow economy alone is insufficient. It must be accom-
panied by increased investment in education.®

Education levels and the size of shadow economies are
after all intrinsically linked. Research shows people who have
completed secondary and tertiary education are less likely to

FIG.2
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*Gross enrolment ratio for tertiary school is calculated by
dividing the number of students enrolled in tertiary
education regardless of age by the population of the age
group which officially corresponds to tertiary education
Source: UNESCO, Pictet Asset Management,
data covering period 31.12.1979-19.03.2021

be in informal employment compared with workers who have
either no education or completed primary education.

Asia, and in particular China, is making progress on
this front. The tertiary ratio, or the ratio of total enrolment
to the population that corresponds to the level of tertiary
education, has more than quadrupled to 46 per cent since
the start of the century. (see FiG. 2)

9 Source: IMF Blog, A “New Deal” for Informal Workers in Asia,
April 2020

10 Source: International Labour Organisation, More than 60
per cent of the world’s employed population are in the informal
economy, April 2018
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https://blogs.imf.org/2020/04/30/a-new-deal-for-informal-workers-in-asia/

https://blogs.imf.org/2020/04/30/a-new-deal-for-informal-workers-in-asia/

https://www.ilo.org/global/about-the-ilo/newsroom/news/WCMS_627189/lang--en/index.htm
https://www.ilo.org/global/about-the-ilo/newsroom/news/WCMS_627189/lang--en/index.htm
https://www.ilo.org/global/about-the-ilo/newsroom/news/WCMS_627189/lang--en/index.htm
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I
Asia’s growing clout

Post-pandemic powerhouse

Asia’s resilience in the face of the Covid crisis presents
the region with a once-in-a-generation opportunity to be-
come a more influential player on the world stage. By deep-
ening commercial ties with one another, and by channel-
ling investment to strategic industries and the welfare
state, Asian economies look set to further distinguish
themselves from other emerging nations and close the gap
on their developed counterparts.

That could have a transformative effect on global fi-
nancial markets and investors’ portfolios. Currently emerg-
ing Asia represents just 10 per cent and 3 per cent, respec-
tively, of global equity and bond markets even though the
region generates a quarter of the world’s GDP. Asia’s re-
form efforts could be what is needed to consign that anom-
aly to history.

FIG.3
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Pictet Asset Management, data
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China: the globe’s new
financial powerhouse?

China is already a global economic powerhouse. But it is
also about to challenge the US’s dominant role in the fi-
nancial system

Since it joined the World Trade Organization in 2001,
China has made a habit of disrupting the established order.
It took the country less than 15 years to dethrone the US as
the world’s largest economy on a purchasing power parity
basis. Its research expenditure, meanwhile, has more than
tripled in the last two decades, with the Chinese now
spending almost as much on R&D as the Americans. Asia’s
powerhouse has also quickly established itself as the glob-
al leader in artificial intelligence (Al). Last year, it account-
ed for a staggering 473 of the 607 Al patents filed with the
World Intellectual Property Organisation.

Yet within this impressively rapid metamorphosis sits
an anomaly. For all its economic and technological heft,
China’s currency, and by extension its stocks and bonds,
remain minor players on the world stage. By one yardstick,

The US retrenchment from globalisation
undermines the dollar. But just as significantly,
it also presents China with a unique opportunity.

the renminbi is a minnow by international standards, bare-
ly registering on the balance sheets of the world’s central
banks.

Nevertheless, it would be wrong to dismiss the threat
China presents to the US dollar’s hegemony and America’s
dominant role in the financial system. The conditions un-
der which its currency, bonds and stocks can evolve into
genuine international investments are rapidly falling into
place.

In any case, experience tells us that the Chinese para-
dox isn't unusual. A nation can dominate the economic
landscape for quite some time before its currency and fi-
nancial assets reach the same heights. When the gold
standard was suspended during the First World War, for ex-
ample, it took decades before the dollar vaulted the pound
sterling to become the globe’s pre-eminent currency. It
was not until after the Second World War that the green-
back consolidated its position and only then after having
existed side by side as a reserve currency along with its
British rival.

16
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China’s modest
balance sheet

FIG.4

Other factors besides historical precedent are in Chi-
na’s favour. For one thing, there is the US’s steady disen-
gagement from international affairs. In recent years, the
world’s hegemon has grown weary of the burdens that
come with global leadership. Having lost manufacturing
jobs to Asia and other low-cost producers, and increasingly
wary of China’s technological and military ascendancy, the
US has turned its attention to re-shoring supply chains and
other protectionist measures. Contrary to what many believe,
such policies will outlive the presidency of Donald Trump.

Checking China’'s dominance of trade and technology
is one of the few issues on which Democrats agree with Re-
publicans. The US retrenchment from globalisation under-
mines the dollar. But just as significantly, it also presents
China with a unique opportunity.

Authorities in Beijing now have every incentive to em-
brace the reforms that can help the country carve out a
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Source: Pictet Asset Management,
data covering period 31.12.2007-30.04.2021

central role in the world’s financial system. This would be
in keeping with President Xi Jinping’s policy of ‘open do-
mestic and international dual circulation’ under which Chi-
na will continue to seek foreign investment while also mak-
ing it easier for non-Chinese firms to enter its domestic
markets. If this results in the removal of capital controls
and other restrictions on investment flows, it could lay the
foundations for a powerful economic ‘Sinosphere’.

It also helps that China’s central bank — the People’s
Bank of China — has strengthened its reputation among in-
ternational investors. That is in part because, in contrast
with its peers in the developed world, it has largely re-
frained from quantitative easing. As FiGc. 4 shows, its bal-

17
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ance sheet has grown at a much slower pace than that of
either the US Federal Reserve or the European Central
Bank.

By controlling the supply of money in this way, the
PBOC appears to have created a more stable economic cli-
mate in which both growth and inflation have been less vol-
atile.

The internationalisation of the renminbi

Offering clues to China’s future role in the financial sys-
tem is the renminbi’s growing global influence.

For a currency to be considered an international unit,
the academic literature specifies three broad criteria. It
should be used widely for invoicing imports or exports,
serve as the denominating currency for a large stock of
globally tradable investment securities, and feature prom-
inently in the currency reserves of central banks.

By several of these measures, the renminbi is evolving
at a brisk pace. As a unit of exchange, it is already making
strides. Convertible for transactions in goods and services
since 1996, the renminbi made up only 2.2 per cent of Chi-
nese export settlements as recently as five years ago. Yet
by the end of 2020, it accounted for about 20 per cent of
all such transactions. Transactions settled in the renminbi
have in fact been growing at an annual rate of about 40 per
cent since January 2012. It is also now the fifth most used
currency in international payments.

Its progress as a unit of account and store of value ap-
pears to have been more sedate at first glance. Currently
only 2.1 per cent of world central bank foreign exchange
reserves are held in renminbi. That compares with 60 per
centindollars and 20 per centin euros.

But this masks some significant developments.

First, there is its rapid transformation into a global in-
vestment currency. Here the catalysts have been capital
market expansion and financial reform. China has in re-
cent years extended the yield curve for government bonds,
which means such securities can now serve the needs of a
broader range of borrowers and investors, domestic and
foreign. Moreover, while the world’s second largest bond
market has traditionally been off limits to international in-
vestors, thatis no longer the case.

China has delivered a series of reforms to make it easier
for foreigners to access its bonds.

Among the most important is the “Bond Connect” pro-
gramme, which was launched in 2017 and allows non-Chi-
nese investors to trade in Hong Kong without an onshore
account. Already, 75 out of the world’s top 100 asset man-
agers have joined the programme while trading volume
doubled last year to RMB4.8 trillion.

18
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I
Renminbi’s growing
footprint

FIG.5

This, and the inclusion of Chinese bonds in all major in-
ternational fixed income benchmarks, should result in a
multi-trillion-dollar reallocation into the renminbi among
international investors.

According to the International Monetary Fund, index
inclusion alone could shift as much as RMB7.4 trillion of
foreign capital into China’s bond markets in the next few
years.

A second development boosting the renminbi’s inter-
national credentials is the steady but unmistakeable
re-orientation towards the unit as a reference currency
peg, particularly in Asia.

Flows of international trade and finance typically cause
currencies to cluster into zones anchored by a dominant
currency. Our research shows the renminbi has already es-
tablished its own zone, accounting for nearly a quarter of
world GDP. (see FIG.5)
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The analysis draws on a framework developed by the
Bank for International Settlements (BIS).!! It shows that
before China abandoned fixed exchange ratesin 2015, the
dollar was the only reference point for much of developing
Asia. For every 1 per cent fall or rise in the dollar against
any numeraire currency, emerging currencies would see a
corresponding move of about 0.8 per cent, reflecting poli-
cymakers’ desire to contain potentially damaging currency
volatility. But the dollar’s pull on emerging market curren-
cies has since waned.

11 McCauley, R and Chan, T, Currency movements drive
reserve composition, Bank for International Settlements
Quarterly Review, December 2014
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|
Renminbi ready
to become an
international
reserve currency

FIG.6

Today, the co-movement is closer to 0.5 per cent. Cru-
cially, the dollar’s loss has been the renminbi’s gain. Where
it once had no influence at all, the renminbi now causes a
0.25 per cent shift in other emerging currencies for every 1
per cent fall or gain. This suggests a growing number of
central banks already implicitly include the renminbi in
their currency baskets. That's a critical development. Ac-
cording to the BIS, any currency that displays this behav-
iour tends to see a meaningful and permanent increase in
its share of foreign exchange reserves in subsequent years.

An additional statistical analysis offers an indication of
how quickly the renminbi could establish itself as a reserve
currency. Our study compares the renminbi’s standing in
the financial system to other fundamental indicators of
China’s economic and financial development — its share of
world trade and GDP, the market capitalisation of its bond

PROJECTED SHARE OF RENMINBI IN FOREIGN EXCHANGE RESERVES
OF CENTRAL BANKS, %

SIZE OF THE ECONOMY FINANCIAL MARKETS' DEVELOPMENT CURRENCY CONFIDENCE
% WORLD % WORLD STOCK FX MARKET TOTAL DEBT FX VOLATILITY INFLATION
TRADE MARKET TURNOVER SECU- % ANNUALISED GAP
CAP. % OF DAILY RITIES % ANNUAL

% WORLD TURNOVER % OF TOTAL
DEBT

SECURITIES

CHINA’S 18.0 13.0 2.8 2.2 17.6 6.1 0.4
CURRENT

FOOTPRINT

IMPLIED RESERVE 25.2 41.7 1.9 1.5 5.8 10.4 8.7
CURRENCY SHARE

(%)

CONSISTENT WITH Vv Vv X X —_— v v
INTERNATIONAL

STATUS

AGGREGATED TOTAL: RENMINBI IMPLIED SHARE 13.8%

Source: Pictet Asset Management, COFER,
Bank for International Settlements, CEIC, Refinitiv.
Results based on a cross-sectional regression
covering 30.09.2018-30.09.2020

and stock markets, long-term inflation trends and curren-
cy volatility — shows the unit is under-represented in offi-
cial reserves. The implied weighting is 14 per cent, more
than seven times the current figure.!? (see FiG. 6)

Adding to the renminbi’s international clout are Chi-
na’s ambitions in the digital realm. The PBOC is some dis-
tance ahead of its US, Japanese and European peersin the
development of a digital currency. It has already trialled a

12 For methodology see Appendix
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digital renminbi across six major Chinese cities and there
is growing appetite among policymakers to extend its use
to international transactions. The central bank has priori-
tised facilitating the use of the digital renminbi in the Swift
global payments network, having recently established a
joint venture with the Society for Worldwide Interbank Fi-
nancial Telecommunication, which carries most transac-
tions on that system. It is also exploring other cross-border
payment options that would allow real-time foreign ex-
change transactions. Should the renminbi take the digital
lead here, it can only boost its international use.

Reform remains an obstacle. When it comes to the
opening up of its capital account, Chinais dragging its feet.
Its cautionisn’t entirely unwarranted. A first snag is capital
flight. Many believe China’s huge pool of savings is keen to
find a home outside its borders. Making it easier for do-
mestic savers to invest abroad could lead to unwanted vol-
atility in exchange rates. Inflows could be a problem too.
Should demand for renminbi assets cause a sharp rise in
the currency, China’s international competitiveness would
surely suffer, weighing on exports. What is more, an open

Adding to the renminbi’s international
cloutare China’s ambitions in the digital realm.

The PBOC is some distance ahead of its US, Japanese
and European peers in the development of a digital
currency.

economy would involve lifting restrictions on foreign own-
ership of real estate and other assets; the resulting surge
in demand could fuel inflation and lead to the formation of
bubbles. This would cause a headache for authorities as it
would amount to a potential drop in real income for the lo-
cal population.

But the benefits of an international currency — low bor-
rowing costs and reduced exchange rate volatility — should
eventually prove too alluring. Over the past year, Beijing
has been quietly easing restrictions on cross-border lend-
ing and saving. Such measures, the most recent a scheme
allowing up to USD23 billion of investment to flow between
the mainland and Hong Kong, are designed to counter the
currency-boosting effects of surging foreign investment.

There are in fact parallels to draw between what is oc-
curring now in Asia with what unfolded in Europe in the
lead up to — and the years following — the collapse of fixed
exchange rate regimes in the 1970s. Just like European
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nations then, Asian economies face a choice between
boosting regional commercial trade ties or focusing more
on maintaining existing relationships with the US. Europe
decided to embark on a decoupling from the US, a journey
that led to the establishment of the euro. There is every
reason to believe Asia will follow the same playbook.

The correlation among currencies in the region is rising
in line with the flow of trade. Even inflation rates among
emerging Asian economies are converging, similar to what
was seen within Europe after the creation of the single cur-
rency. In other words, the expansion of a renminbi block is
a set to continue, becoming a crucial element in the cur-
rency’s progress towards reserve status in our view.
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Emerging Asia’s investment
hotspots

Emerging Asia is the world’s fastest-growing region and
home to some of the world’s most dynamic economies.
Investment opportunities abound in e-commerce and
finance as well as in China’s maturing bond market.

Asia is not only the world’s fastest-growing continental
economy: it is also, arguably its most dynamic. Its meta-
morphosis encompasses changes in its demographic
make-up, economic models, consumption patterns and
corporate structures. For investors, that gives rise to both
opportunities and risks.

The region is fast becoming more digital, more urban,
more innovative, and more focused on sustainability —
structural shifts which investors can best harness through
a thematic lens. We see particularly strong potential in five
areas: e-commerce, financial products and services, the
green transition, semiconductors and Chinese renminbi
bonds.

The region is fast becoming more digital,
more urban, more innovative, and more focused

on sustainability —structural shifts which investors
can best harness through a thematic lens.

One of the region’s distinguishing features — and part
of its investment appeal — is the natural diversification it
offers across economic and market cycles. Global inves-
tors, we believe, would benefit from the distinct, and in
some cases complementary, strengths of the four main
sub-regions:

— China: catching up with the US, benefits from a large
and growing sphere of influence and an economy in-
creasingly focused on innovation and R&D. Despite its
size, China still offers potential for strong economic
growth, leadership in sectors such as e-commerce, a
currency thatis both attractively valued and stable and
a defensive asset class in bonds.
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— India: best long-term growth prospects in the region
and a well-diversified economy. An investor favourite
that, despite advantages such as supportive demo-
graphics and a growing middle class, has under-
whelmed in terms of performance in recent years; we
believe reforms!3 that remove bottlenecks to growth,
and achanging corporate landscape, including a strong
pipeline of tech unicorn listings, can drive much strong-
er investment returns.

— Korea/Taiwan: world leaders in technology hardware
and semiconductors, areas with formidable barriers to
entry. Equities from these countries offer a cyclical
boost to portfolios and an attractive play on the global
tech cycle, but also protection in periods of sustained
US dollar strength — typically when traditional emerg-
ing markets suffer.

— ASEAN: initself quite a heterogeneous set of countries
with exposure to commodities, tourism and emerging
manufacturing hubs; as investments, this group offers

FIG.7

I — EM ASIA’S SHARE OF GLOBAL MARKET*, SELECTED SECTORS
Eastern promise
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*approximation of EM Asia’s share of
current investible opportunity,
based on sub-industries in MSCI World benchmark
asof31.05.2021

defensive investments during periods when global eco-
nomic conditions are unfavourable. Within ASEAN, we
see particularly interesting opportunities in Vietnam
(see box overleaf).

13 More flexible and simplified labour laws (29 central labour laws
merged into four labour codes), incentives for foreign companies
to boost domestic manufacturing across 10 “sunrise” sectors,
steep cuts to corporate taxationin 2019 (India’s tax rate for new
manufacturing companies is now the lowest among peers) and
the most pro-growth policy shift in decades in the FY2022 budget.
The latter addresses a fundamental roadblock to growth: a clear
focus on infrastructure capex (roads and rail capex, urban infra,
water, local state infra schemes, etc.) funded by a newly created
development finance institution.
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Vietham

Vietnam may be a little off the beaten track for many in-
vestors, but it has the potential to become a stellar suc-
cess story.

Home to 95 million people, it is a highly open economy
with trade worth over 200 per cent of GDP (with around a
quarter of exports going to China). Its external balances
are positive, with consistent trade surpluses since 2011.
Annual foreign direct investment (FDI) has doubled over
the last five years. The economy is diversified, with ap-
proximately 40 per cent of GDP coming from industry, 45
per cent from services and the rest from agriculture.

Vietnam has already attracted numerous foreign busi-
nesses and has the characteristics to become one of the
world’s prime manufacturing hubs:

— Labour force is young (average age 31) and affordable
with average wages at around one third of China’s;*

— Good connectivity to current supply chain/logistic hubs
(Guangdong, Singapore);

— Membership of multiple free trade agreements (FTAS),
including with South Korea and the European Union;

— Very competitive tax regime with incentives and tax
holidays to encourage new investment.

Vietnam has already made one of the swiftest progres-
sions up the export value chain. High-value-added manu-
facturing now accounts for a third of its exports, up from
less than 5 per cent a decade ago, with a corresponding
fall in the share of agricultural and raw material (commod-
ity) exports. Along with India, Vietnam is also one of the
leaders in the adoption of digital technologies, surpassed
only by China.

Vietnam has been one of the biggest beneficiaries of
US-China trade tensions as well. A survey of North Asian
CFOs found that 84 per cent are planning to move produc-
tion out of China, with Vietnam highlighted among the
popular destinations.®

14 HBR/ Digital Intelligence’s ‘Digital Evolution Scorecard’.
Measured by the growth rate of the digitalisation score over
12 years,2008-2019, December, 2020

15 UBS, January 2021
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Domestic demand, meanwhile, should be supported
by a growing and thriving middle-income cohort. Vietnam
ranks among the least troubled globally on the “misery in-
dex” — inflation is low, as is unemployment.

Politically stable, Vietham looks set for continuity in
areas such as legal reform, infrastructure investment, and
digital transformation, as well as the privatisation of state-
owned enterprises and development of the private sector.

However, the benefits of a young labour force need to
be harnessed quickly — the population is ageing faster
than in any of its regional peers. Limited fiscal policy
headroom is another concern. Vietham has been running
a sizeable budget deficit (4.5-6.5 per cent of GDP) over
the last decade.

From an investment viewpoint, strong growth in corpo-
rate earnings should continue to drive further outper-
formance of Vietnamese stocks. Their valuations are in
line with their long-term average and attractive compared
with their peers in the region, while local bond yields hover
around 2 per cent. Banks stand out as both very profitable
and attractively valued. Consumer sectors and real estate
are supported by population growth, rapid urbanisation
and the increasing affluence of the middle-income group.

Its stock market looks set to deepen and become more
diversified, with new initial public offerings and the priva-
tisation of major state-owned enterprises (such as Agrib-
ank, VNPT, Mobifone, ACV and Viettel) to come. Vietham’s
inclusion in international stock indices is another tailwind,
with officials targeting a reclassification from frontier mar-
kets to emerging markets by 2023. The revamp of the se-
curities law, meanwhile, is expected to improve market
transparency and support more sustainable development.
Recent MSCI reclassification of Kuwait to emerging mar-
kets has doubled the weightings of Vietnam within MSCI
Frontier markets (to 32 per cent) — this should support
passive inflows to Vietnam equity.
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1. E-commerce

North Asia is a global leader in e-commerce. China al-
ready has the highest e-commerce penetration in the
world, with the highest absolute revenue generated (three
times that of the US) and, for now, the fastest growth rate
despite its already high base.'® Even though the rate of
penetration outside of tier-3 Chinese cities will probably
be slower, growth can be maintained through increased
revenues per user (ARPU) and continued innovation.

Livestreaming e-commerce — in which retailers use in-
fluencers or celebrities to sell products and services online
through video streaming in real time — could be a key
source of growth. Last year about 40 per cent of China’s
online shoppers made livestream purchases and its share
of total retail e-commerce is forecast to almost double to
22 per cent of the total in the next two years.'” China’s suc-
cess has caught the attention of the developed world, with

FIG.8
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Pictet Asset Management, 2019

US retailers Amazon and Walmart are among those start-
ing to experiment with the format — a classic case of Asian
leadership in product/business-model innovation.

However, regulation is a risk in China, with the tighten-
ing of rules for ‘new-economy’ sectors across e-commerce,
fin-tech and edu-tech. Testifying to the threat was a
USD2.8 billion fine against e-commerce giant Alibaba in
April 2020 for what authorities alleged were monopolistic
activities. Still, with the penalty representing just 4 per
cent of the company’s 2019 sales, it would seem that Chi-
nese authorities are keen to strike a balance between pre-
venting what they describe as “disorderly capital expan-
sion” and promoting innovation.

16 Forbes, Live Streaming E-Commerce Is The Rage In China.
Is The U.S. Next?, December 2020
17 Source: iResearch
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Elsewhere in emerging Asia, the pandemic has spurred
e-commerce adoption, particularly in historically hard to
penetrate categories such as groceries, and among less
tech-savvy segments of society, such as seniors. Surveys
suggest that a large proportion of consumers who shifted
to e-commerce for the first time in 2020 expect to contin-
ue shopping online.

As late-starters in Internet adoption, South and South-
East Asian markets are rapidly catching up with other parts
of the world. For instance, Indonesia took just three years
to increase e-commerce penetration to 11 per cent from 2
per cent — it took China around five years to achieve such
progress and the US over a decade. In India, meanwhile,
e-commerce penetration is forecast to double to 16 per
cent by 2025.18

Across emerging Asia Internet and e-commerce stocks
trade on a premium to the broader market or even to the
tech sector but, adjusted for growth, valuations appear at-
tractive. Adjusted for 2021-23 consensus earnings, the
Chinese Internet retail sector trades at a 50 per cent dis-
count to global equities, a 20 per cent discount to emerg-
ing Asia equities and a 40 per cent discount to developed
market e-retailers.

2. Financial services and products

Asia’s financial services market is expanding rapidly.
An ageing population (particularly in China, where the
number of citizens aged 65 and over has jumped by 60 per
cent in the past decade) with a huge pool of savings and
changing societal norms are boosting demand for financial
planning. China’s personal pension segment — including
endowmentinsurance —is still small, providing insufficient
support for the elderly. Which means it could see strong
growth over the medium term.?*®

At the same time, wealth across the region is growing,
not least among the growing middle-income cohort, bene-
fiting industries such as high-touch banking and wealth
management. China’s asset management industry is ex-
pected to triple in the decade t0 2028.2°

Technology, meanwhile, is aiding financial inclusion in
South Asia. As with e-commerce, the digitisation of finan-
cial services has been further boosted by the pandemic,
with Asian consumers embracing digital identity verifica-
tion, Al-infused chat bots and more.?!

18 Source: World Bank, population ages 65 and above, total -
China, 1960-2019

19 Source: Deloitte, 2021 China Outlook, January 2021

20 Roland Berger, on mutual fund assets under management basis

21 Source: EY, How 2021 will reshape Southeast Asia’s financial
services ecosystem, February 2021
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India has already made great strides in financial inclu-
sion, albeit from a low base. This is thanks to improved
teledensity, smartphone penetration and some of the most
affordable data globally, but also to “India Stack” — an
open architecture digital ecosystem built on the founda-
tion of India’s biometric identification system, Aadhaar.
The tech framework has paved the way for applications
such as the Unified Payments Interface (UPI), which al-
lows peer-to-peer and merchant payments and reduces
the need for credit cards or cash. The share of digital trans-
actions has increased to 30 per cent from 5 per cent in just
five years. The stage now appears set for innovative and
scalable solutions such as digital consumer finance to cus-
tomers who were hitherto outside of the formal credit ex-
tension system.

3. The green transition

China has emerged as an unlikely champion of the
green transition. It is now the world’s largest investor in re-
newables and the biggest producer of both solar and wind
energy. And while it also has the world’s largest carbon
footprint, pollution levels peaked in 2014 and are now edg-

China has emerged as an unlikely
champion of the green transition. It is now the
world’s largest investor in renewables and the
biggest producer of both solar and wind energy.

ing lower. Crucially, overall energy consumption is current-
ly growing at a slower pace than the economy.

Beijing's commitment to achieve net zero by 2060
would require significant further investment in renewable
energy infrastructure and technological improvements —
which in turn could create attractive investment opportu-
nities for the private sector. On renewable energy, the offi-
cial target is to reach at least 40 per cent of total energy
consumption by 2040 from 28 per centin 2020.%?

Carbon pricing is likely to play a major role. China has
launched a number of pilot schemes introducing carbon
taxes for the power sector this year, that will gradually be
extended to other sectors. But technology could prove to
be the key pillar of the transition. China has already carved
out a leading position in the “green tech” value chain, be-

22 Source: Reuters, China plans to raise minimum renewable power
purchase to 40% by 2030, February 2021

31


https://www.reuters.com/article/us-china-climatechange-renewables-idUSKBN2AA0BA
https://www.reuters.com/article/us-china-climatechange-renewables-idUSKBN2AA0BA




SECTION 3 | EMERGING ASIA’S INVESTMENT HOTSPOTS

coming the undisputed solar champion globally. According
to Bloomberg, China now produces more than 80 per cent
of the polysilicon and roughly 98 per cent of two other key
components — wafers and ingots — that are used in solar
panels worldwide, even those manufactured and assem-
bled in other countries. Eight of the world’s top ten solar
companies are based in China.??

The growth in electric vehicles is another string to Chi-
na’'s bow. Despite China accounting for half the world’s
electric car salesin 2019, penetration of EV remains low at
5 per cent. Butthisis expectedtoreach 35 percent,among
the highest worldwide, by 2030.2* Chinese EV manufactur-
ers already have a much higher global share of that sector
than for traditional internal combustion engine autos — 35
per cent versus 10 per cent. Its EV industry has achieved
significant technological prowess, enjoys a cost advantage
and improving brand perception compared to its peers —
factors that could see it evolve into significant disruptive
force in the global auto industry.

China is also a leader in the development of “sponge
cities”, which provide a radical template in water resource
management for the rest of the world. The project — which
covers new and existing cities — features artificial and sce-
nic wetlands for rainwater storage, rooftop gardens on
buildings and permeable pavements that can effectively
percolate and store rainwater. The ultimate goal is to en-
sure 80 per cent of China’s urban areas will absorb and re-
use at least 70 per cent of rainwater.

Other Asian nations are embracing sustainability.
South Korea has emerged as a leader in manufacturing
batteries for electric vehicles, with three of its companies
covering nearly a third of the total global market.?® That the
Biden administration was considering setting aside an in-
ternational trade commission ruling to accommodate two
leading Korean battery makers setting up production facil-
ities in the US is testimony to their strategic importance.

4. Semiconductors

Semiconductors are the foundation of modern technol-
ogy — they are vital to machine learning, big data, the
Cloud, networking, high-performance computing and gam-
ing. As chips become ever more powerful and affordable,
great progress is possible. A smartphone today has more
computing power than the NASA moon landing mainframe,

23 Source: Forbes, How China’s Solar Industry Is Set Up To Be
The New Green OPEC, March 2021

24 Source: International Energy Agency, Global EV Outlook 2020,
June 2020

25 Source: Business Standard, Three South Korean companies
capture 31% of global EV battery marketin Q1, May 2021
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while a leading-edge semiconductor circuit is the size of a
single strand of DNA, or 1/40,000th of a human hair.

Semiconductor production is a highly specialised pro-
cess. Pricing power and barriers to entry are high and re-
quire specialised processes and equipment, as well as ac-
cess to rare materials and chemicals. That makes it an
attractive industry for investors — and one where Asia is
well positioned.

Taiwan and Korea lead in chip manufacture, particular-
ly when it comes to the most advanced semiconductors.
Korea's Samsung Electronics and Taiwan Semiconductor
Manufacturing Co (TSMC) together are forecast to be re-
sponsible for 43 per cent of the global semiconductor in-
dustry’s capex for this year.26

China, as a leading assembler of consumer electronics,
is the world’s largest buyer of semiconductors, spending
some USD137 billionin 2020.%’ It is actively working to in-
crease domestic chip production.

We see semiconductors as a key industry: it should fea-
ture prominently in Asia-centric investment portfolios.

Semiconductor production is a highly
specialised process. Pricing power and barriers to
entry are high and require specialised processes and
equipment, as well as access to rare materials and
chemicals. That makes itan attractive industry for
investors —and one where Asia is well positioned.

5. Chinese renminbi bonds

These bonds have emerged as a new defensive asset in
global portfolios, as evidenced by their outperformance
and low volatility during periods of market turbulence (in-
cluding the global financial crisis and the initial stages of
the pandemic). They offer attractive yields (at 3.1 per cent
compared with US Treasuries at 1.5 per cent) while their
returns do not strongly correlate with those of other major
asset classes, including core developed market bonds.

26 Source: IC Insight, March 2021
27 Source: Reuters, World going through unprecedented chip
shortage, China trade body says, March 2021
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Also underpinning the asset class is China’s manage-
ment of its economy and financial system. China’s eco-
nomic policies have not been over-stimulative while finan-
cial stability has remained Beijing’s top priority.

Inflation should not be troublesome, either. With China
continuing to produce more than it can absorb domestical-
ly, we calculate that its inflation rate will remain approxi-
mately 1 percentage point lower than the US’s in the com-
ing five to ten years, benefiting renminbi bonds.

The market is also maturing, with growth in the asset
management industry helping to diversify the fixed income
investor base beyond commercial banks. There is also
huge potential for growth in foreign investment, which
stands at just 3 per cent. Index inclusion will play a key part
here.

Reforms are helping to further open up the market,
particularly for foreigners. Among the most important, the
“Bond Connect” programme, launched in 2017, allows
non-Chinese investors to trade in Hong Kong without an
onshore settlement agent. Further reforms are needed for
foreign access to onshore futures and repo markets. In cor-
porate bond markets, greater foreign participation would
require more transparent credit ratings and clearer default
resolution procedures.

An appreciation of the renminbi would further enhance
the appeal of Chinese bonds. And here too, the prospects
are promising. The currency is already gaining influence
outside its borders and remains cheap relative to its funda-
mentals to the order of some 20 per cent according to our
models.
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Obstacles to success

For emerging Asia to thrive, it will need to resolve some
formidable political, environmental and social problems.

South and East Asia’s breakneck development over the
past few decades has been a blessing for the billions who
call it home. It has also brought with it challenges that gov-
ernments have to tackle head on if this trend of superior
growth is to be sustainable. The birth rate in the region is
falling and its population ageing fast. Then there’s debt. A
considerable amount of China’s growth has been driven by
borrowing, most recently among households. Longer term,
meanwhile, countries across the region need to improve
governance standards to make the leap to fully developed
economies. Along the way, they’ll also have to tackle cli-
mate change. And that’s all set againstincreasingly fraught
geopolitical tensions, particularly between Beijing and
Washington, as China uses its prosperity to flex its muscles
internationally.

The dragon uncoils

It's no surprise China should be seeking to project its
power globally, commensurate with its growing wealth.
Equally unsurprising is that this should make its neigh-
bours and their allies uneasy — not least the US. That Chi-
na’s domestic politics also have international dimensions
merely complicates matters.

There are a growing number of internal disputes "over
which the international community is taking an increasing
interest. Additionally, recent events in Hong Kong as well
as rising tensions concerning the future of Taiwan have the
potential to escalate into a geopolitical confrontation with
unpredictable effects on the economy and markets.

Elsewhere, China and its neighbours take differing
views over territorial matters, some of which, like the
Spratly Islands in the South China Sea and border disputes
with India, threaten to turn hot.28

Further afield, China’s effort to reinforce its global eco-
nomic reach with its Belt and Road programme has been
met with both praise and suspicion. For example, in March
2019, Italy became the first G7 country to formally join the
BRI — a decision that infuriated the EU and its allies.?®

The close relationship between the Chinese govern-
ment and its technology companies has been another
global flashpoint. Huawei, a leader in 5G technology, has
been shut out of leading western markets for fear Chinese

28 Source: India Today, Global conflict triangle? US think-tank flags
possibility of India-Pakistan, India-China war, April 2021

29 Source: Post Magazine, Relations between China and Myanmar
have long been fraught, resulting in imperial invasions and wars,
April 2021
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agencies would have illicit access to vital communications
infrastructure in other countries. But Huawei is merely a
particularly high-profile symptom of a wider issue, which is
China's technological ascendancy. China has been making
significant strides in artificial intelligence, in which it is a
global leader. Its technological prowess brings huge possi-
bilities for the Chinese economy but could also unsettle ri-
vals into retaliation.

The US has responded to these geopolitical threats
with measures ranging from sanctions to tariffs and seek-
ing extra-territorial legal moves against Chinese execu-
tives on grounds of fraud, money laundering or involving
US state secrets. In early June, President Biden signed an
executive order banning Americans from investing in 59
Chinese companies, including Huawei and SMIC.3° This,
though, isn’t a one-way street. When Australia called for an
international investigation into the origins of the Covid
pandemic, China responded by imposing tariffs on a num-
ber of Australian goods, causing exports to China of a num-
ber of major Australian commodities to slump as much as
80 per cent.

In some ways, China’s complex relationship with the
rest of the world is a potential boon for its neighbours.
Sanctions on China have already given a boost to Vietnam-
ese exporters. India, meanwhile, could increasingly bene-
fit as an alternative source of relatively inexpensive well-
trained labour, particularly in technology.

Some sanctions against China have backfired. China’s
size means it can resist pressures that would cause the
likes of Russia and Iran to buckle. The blacklisting of some
Chinese companies by the US caught headlines and
caused short-term pain, butinthelongrunitamountstoa
transfer of wealth from US to Chinese investors as Ameri-
can investors are deprived of the superior returns associat-
ed with fast-growing markets.

A debt dilemma

After decades of relentless economic growth, increas-
ingly fuelled by borrowing, one of the biggest worries inves-
tors have about Chinais its debt burden.

Chinese public and private debt is 276 per cent of GDP,
having risen by 100 percentage points since the global fi-
nancial crisis of 2007-08. Most of that borrowing has oc-
curred in the private sector. Over the past five years alone,
Chinese household debt has risen 21 percentage points to
above 60 per cent of GDP.3!

30 Source: Financial Times, Washington to bar US investors from

59 Chinese companies, June 2021
31 Pictet Asset Management estimates from 14.04.2021

38


https://www.ft.com/content/91e6fb2a-6385-49b3-83aa-8044374805c4

https://www.ft.com/content/91e6fb2a-6385-49b3-83aa-8044374805c4


SECTION 4 | OBSTACLES TO SUCCESS

Not only is the volume of debt large, but it is also very
concentrated in some specific sectors — such as the 20 per
cent that has gone to finance the real estate sector.

But these risks are mitigated by a number of factors.
Two-thirds of Chinese corporate debt is owed by state op-
erated enterprises, which means there is no impediment to
the government stepping in to support these firms. And
given that public debt stands at a relatively modest 70 per
cent of GDP, Beijing has significant capacity to take on this
debt burden, even though the government has shown it will
not bail every company out for fear of moral hazard and the
consequent risk of inflating asset bubbles.

At the same time, nearly all of that debt is held domes-
tically — externally held debt is worth only some 16 per
cent of GDP — which makes it highly unlikely that a crisis of
confidence would be triggered by foreign investors, as
happened elsewhere in the region during the 1997 Asian
financial crisis. And China’s high rate of economic growth
and current account surplus makes interest payments af-
fordable over the longer run.

Whether the accumulation of debt continues to drive
China's development is another matter. The Chinese gov-
ernment is implementing policies to restrain debt. Each

Some sanctions against China have back-
fired. China’s size means it can resist pressures that
would cause the likes of Russia and Iran to buckle.

additional unit of debt has been generating incrementally
less growth over recent years, raising concerns that China
could be stuck in a middle income trap — never quite
achieving the status of the world’s most developed econo-
mies.

A demographic crisis?

Changing demographics are among the biggest chal-
lenges facing Asian economies. As in many other parts of
the world, people are having fewer children and they’re liv-
ing longer. These two facts mean that an ever larger econom-
ic burden will fall on the shoulders of working age people.

In China the working age population is already shrink-
ing (seeFiG.8) and the dependency ratio is seen rising from
42 to67 percentover the next three decades, which would
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I
Fewer owing more

FIG.8

mean that for every 10 working people, there would be al-
most seven who are either children or above retirement
age. China’s fertility rate is already among the lowest glob-
ally, and the latest 10-year census data reveals the severi-
ty of the challenge facing the country. Last year births fell
to 12 million, the lowest since the famine years in the early
1960s. China’s government has further relaxed its
birth-control regulations to a three-child policy (a “one-
child policy” introduced in 1980 to address rapidly ex-
panding population was eased in 2016 to allow two chil-
dren per household). Such measures are, however, unlikely
to move the needle in the face of structural factors imped-
ing fertility growth such as rising female participation in
the labour force and prohibitively expensive housing and
educationintier 1 and 2 cities.

Elsewhere in the region, the situation is less dire. For
South-East Asia, the dependency ratio is on course to rise
to 55 per cent from 48 per cent; and in India to remain

CHINESE PRIVATE DEBT SERVICE RATIO VS
WORKING AGE POPULATION GROWTH, %
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Source: Refinitiv Datastream,
BIS, Oxford Economics, Pictet Asset Management.
Data from 15.05.19991t015.05.2021

largely flat at around 49 per cent. In the past the depend-
ency ratio was also high, but that’s because the number of
children was high. Now the dependents are increasingly
old people.

Automation can do only so much to plug this gap. For all
the promise of robotics and machine learning, it's unlikely
that care of the infirm and elderly will be handled in any
substantial way by anything other than people for decades.

These demographic problems will in part be mitigated
by rising education and increasing productivity in other
parts of the economy. Everywhere in the world, people are
having fewer children than they did in the past. But more
resources are being poured into educating them. In 1970,
some 56 per cent of the world population was literate; by
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2010 that proportion had grown to 83 per cent.®? Then,
less than half of children aged 15 years or younger were in
school. Now that proportion is 82 per cent. Some of the
biggest strides have been made in Asia. In 1980 less than 5
per cent of South Asians had access to tertiary education.
By 2014 that proportion had grown four-fold.
Demographics may be a hazard. But trends in educa-
tion offer considerable hope. We may not be able to antici-
pate the rate of technological change and innovation, but
we know they’re pushed forward by additions to human
capital. So in 80 years’ time a 100 per cent dependence
ratio could well be more manageable than 70 per cent now.

An uphill battle to contain environmental

and social risks

Asia’s environmental and social problems also loom large.

The pandemic brought into sharp relief many of the fail-
ings of the world economic and financial system. It uncov-
ered deep-rooted problems such as social inequality, di-
lapidated public health care systems and an inability to
address environmental damage.

Asia’s emerging economies confront many of these
challenges from a position of relative weakness. Climate
change is particularly worrying. A recent Oxford University
study3?® argued that economies like India’s will suffer a net
loss of two thirds GDP per capita by the end of the century
without mitigating action.

A snag is that for both China and India, the path to eco-
nomic development has been hugely energy intensive. In-
deed, China’s and India’s emissions targets for 2030 have
been setonlyinreference to energy intensity, or per unit of
GDP. That means their emissions can still increase sub-
stantially in absolute terms — by more than 150 percentin
both cases.®* Furthermore, these economies will find it
hard to wean themselves off coal. For instance, 60 per cent
of China’'s energy consumption is coal generated even
though Beijing has committed to capping China’s coal con-
sumption by 2026. With investors increasingly taking cli-
mate change into account when making investment deci-
sions and developed markets’ governments considering
carbon border taxes, Asia’'s investment appeal could be
materially dented if it lags on emission targets.

Social inequality is no easier to solve.

Compounding the difficulties is the highly unequal dis-
tribution of income across Asia. For instance, since 1980,
the share of income flowing to the top 10 per cent of Chi-
nese earners has risen to 41 per cent from 27 per cent.
This divergence is even greater in India.

32 Demographic and education data from Our World in Data

33 Source: Pictet Asset Management, December 2020

34 Bloomberg New Energy Finance, How COP26 Climate Pledges
Compare Post Earth Day: Update April 2021
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Weak governance

It is not a surprise that Asia, along with the majority of
emerging countries, scores poorly on ESG metrics. Coun-
tries at an earlier stage of development typically put eco-
nomic development at the top of their priorities and in do-
ing so can easily overlook the impact of growth on the
environment and social wellbeing. Their political and mar-
ket institutions do not always ensure good governance — of
which transparency is a key factor. We strongly believe that
superior ESG scores will ultimately lead to superior perfor-
mance and appeal to a new class of investors for which
ESG is a pre-requisite for any investment decision.

Asia’s difficulties on the ESG front are clear and signif-
icant. But what really matters in our view, like most things
in the world of investing, is the direction of travel. And on

FIG.9
I — PICTET ASSET MANAGEMENT COMPOSITE ESG SCORES* BY COUNTRY OR
Asia’s ESG gap REGION, SCALE 1-10, HIGHER SCORES EQUAL BETTER ESG PERFORMANCE
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*PAM ESG score is based on a set of Environmental
(7 including Air Quality, Climate Change, Water Quality and others),
Social (7 including Education, Healthcare, Gender Equality
and others) and Governance (9 including Civil Unrest, Corruption,
Judicial system, Government Stability and others) indicators.
ASEAN includes Indonesia, Malaysia, Thailand, Philippines and Vietnam.
Regional score aggregated by GDP in PPP terms.
Source: Pictet Asset Management. Dataas of Q2 2021

this, long-term investors might take some solace from the

fact that although Asia lags on ESG scores, it is also im-
proving the fastest among regions.
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Asia’s developing economies, then, face significant
challenges ranging from China’s near-term debt issues to
those that won't be resolved for decades, not least demo-
graphics and climate change. But many of these challeng-
es can be met with technological development, innovation
and political reform.3®

35 Based on Verisk Maplecroft ESG scores. Scores are an average
of 23 environmental, social and governance indicators. Environ-
mental indicators are: air quality; carbon policy, climate change
exposure; CO, emissions per GDP; deforestation; water quality;
and water stress. Social indicators are: capacity to innovate;
education; gender equality; healthcare capacity; life expectancy;
quality of scientific research institutions; and working-age popu-
lation trends. Governance components are: capacity for renewal;
civil unrest; corruption; efficacy of the regulatory system; elector-
al process; government stability index; judicial effectiveness
index; judicial independence index; right to privacy.
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Emerging Asia in global
portfolios

Superior growth, low inflation and cheap currencies. These
are some of the defining characteristics of emerging Asian
economies. They are also the reasons why investors should
consider increasing their exposure to the region. Others in-
clude a reform agenda that is more ambitious than any in
the world and a commitment to invest heavily in R&D.

We expect emerging Asian equities to deliver among
the best returns in global stock markets over the next half
decade, especially in dollar terms (10.8 per cent per year
on average, or double the global market). We calculate that
their outperformance — which stems mainly from superior
earnings growth and currency appreciation — could
amount to 35 per cent on a cumulative basis over the US in
that timeframe.

Our analysis shows dollar-based investors are un-
der-exposed to the region and should consider almost tre-
bling the weight of Asian equities and bonds in their portfo-

Our analysis shows dollar-based investors
are under-exposed to the region and should consider
almost trebling the weight of Asian equities and
bonds in their portfolios.

lios. Only by doing this can they hope to secure areal return
approaching 4 per cent per year over the next five years.

Defining EM Asia

In our framework emerging Asia today can be split into
four distinct groups: the two powerhouses China and India,
the technologically advanced open economies of Taiwan
and Korea, the nations of the ASEAN. In addition to this,
smaller frontier markets such as Bangladesh and Sri Lanka
might also present attractive opportunities in the future.

Itis a dynamic region which, according to our forecasts,
will see economic growth of 5 per cent per annum on aver-
age over the next five years — double the rate of expansion
of the US but with inflation averaging at a lower 2.2 per
cent.
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More growth,
more tech

The combination of high growth and low inflation should
resonate particularly strongly with investors. For it is under
such conditions that riskier assets such as equities and
credit tend to perform best.

Asia’s “growth tilt” is also reflected in the composition
of its equity market. It has a higher proportion of stocks in
high-growth sectors than other emerging markets. Tech-re-
lated companies, for example, account for some 47 per
cent of emerging Asian equities — higher even than the US
at 38 per cent. (see FIG. 10)

Unusually, this growth premium does not come at the
expense of diversification. Asian equities’ beta to global
markets — a measure of their sensitivity to moves in inter-
national stock markets — has fallen below 1, a level last
seen in the late 1990s, when the region had only just be-
gun to open up to foreign capital.®® This means investors
can access high-growth sectors without unduly increasing
the risk in their portfolios.

FIG.10
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CONS. DISCR. |
TECH |
MEDIA AND ENT [ ]
MATERIALS [ |
FINANCIALS I
REAL ESTATE []
ENERGY [ |
TELECOM m
UTILITIES |
CONS. STAPLES [
INDUSTRIALS ]
HEALTH CARE I

-6 -4 -2 0 2 4 6 8

Source: Refinitiv, Pictet Asset Management,
dataasof 02.06.2021

Asia: the new haven?

Emerging Asia offers a distinctive combination of an
economic growth profile typical of emerging economies
and the resilience associated with more advanced nations.

We arrive at that conclusion by analysing a number of
macroeconomic variables that serve as good indicators of
risk or vulnerability, including a country’s leverage, foreign
currency reserves and fiscal and external balances.

Under this framework, Taiwan, Korea, Thailand and
China stand out as the least exposed to global economic
shocks (see Appendix for details on the methodology).

36 Betain USD vs MSCI ACWI based on weekly observations over
the past five years. (See more in Appendix) Source: Refinitiv,

Pictet Asset Management, dataas of 07.06.2021
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In a complementary study, we also analyse the
cross-correlation among the bonds, equities and curren-
cies of emerging Asian economies to quantify the multi-as-
set diversification potential for investors.

In this analysis, a positive correlation of 1 would indi-
cate that as a country’s equity markets rise or fall, bonds
and currencies move in lockstep and in the same direction.
A correlation of zero, by contrast, shows no relationship at
all, while -1 is indicative of a perfectly inverse one.

Our calculations show the weighted average of
cross-correlation of domestic asset classes in emerging
Asia is close to zero (-0.1), compared with the US (-0.3)
and the rest of emerging markets (+0.5).

At the same time, our study illustrates that emerging
Asia offers a rich variety of domestic assets whose perfor-
mance is not dependent on the perception of country risk

—incontrast with many other emerging nations and, indeed,

the countries in the euro zone periphery. Instead, the re-
turns generated by its stocks and bonds are more heavily
influenced by domestic macroeconomic factors. This, in
turn, improves the diversification quality of the region.

Asian assets also provide more sustainable sources of
return. This can be seen through a breakdown of the com-
ponents of equity returns, which shows gains are largely
generated by growth in corporate revenue, dividends and
pre-tax profit margins.

Itis a picture that compares favourably with developed
markets — particularly in the US — whose stock returns
have been boosted by factors such as buybacks, tax cuts
and falling interest costs, which are very unlikely to contin-
ue in a post-pandemic world. The Fortune Global 500, an
annual ranking of the top 500 corporations worldwide as
measured by revenue, shows how far Asian companies
have progressed. As of August last year, 40 per cent of
firmsin the list were located in East Asia. European and US
companies, by comparison, each accounted for 28 per
cent. For the first time ever, there were more Chinese com-
paniesin the index than US ones.

Asia, therefore, represents a promising source of in-
vestment returns. At first glance, our expectations for a 35
per cent outperformance of emerging Asian stocks over
the US in the next half decade may seem impressive. Yet
this will only take the relative performance of the region to
the US back to the level of early 2018 and broadly in line
with its 20-year average.

Be active and local in Asia

For skilled investors, returns could be higher than our
forecast. That’s because Asian equity markets possess
characteristics that suggest active management could de-
liver handsome rewards.
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To begin with, the average correlation between MSCI
EM Asia constituents’ returns is just 0.42, lower than the
global average of 0.6. This means there is more scope for
investors to generate alpha through stock selection.

Add to that the fact that Asian economies are charac-
terised by heavy investment in R&D, rapid innovation and
an evolving regulatory framework, and the case for adopt-
ing an active investment approach based on bottom-up
analysis becomes stronger still.

What’s more, we think Asia’s growth potential should
be best realised by investing directly in the region rather
than via a broader mandate.

Some investors have preferred to take an indirect route
— by adding exposure to developed market companies that
derive a considerable proportion of their revenue from
Asia. The idea here is that investors can have a similar ex-
posure to local demand without being exposed to the risk
of weaker governance. This has been a popular strategy for
some time in sectors such as luxury goods and beverages,
where stocks with high exposure to Asia trade at a signifi-
cant premium to their peers.

However, we believe indirect exposure has some clear
disadvantages over direct investing for the following reasons:
— Prominent developed market companies with emerging

market exposure can be vulnerable to sudden changes

in regulations and/or protectionist policies that give
preferential treatment to domestic companies

— Foreign companies can become targets of consumer
boycotts when political tensions flare up, as recently
experienced by global fashion retailers based in China

— Developed market companies have a chequered track
record when it comes to their expansion in Asia. The
world’s largest retailer Walmart, for instance, has come
up against several obstacles in India, including running
foul of foreign investment regulations in 2019; Goog-
le’s search engine, meanwhile, is still blocked in China

— Theindirect exposure in the most exposed sectors rep-
resents only a fraction of the direct exposure enjoyed
by local companies. The average exposure of devel-
oped market stocks to emerging Asia stands at 11 per
cent, with the highest exposure in technology at 22 per
cent. This pales in comparison to emerging Asian com-
panies, whose proportion of revenue within the region
is above 70 per cent and as much as 90 per cent of do-
mestic sales in China.

All of which suggests domestic companies are better
placed to navigate the intricacies of the evolving political,
regulatory and market framework and benefit from any
growth opportunities that arise.
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FIG.11

The bond opportunity

When it comes to fixed income, most Asian government
bonds — with the notable exception of China — are unlikely
to offer returns that are considerably more attractive than
those in other emerging markets.

However, US dollar-denominated credit in emerging
Asia is a promising asset class for investors looking for in-
come and keen to avoid currency risks.

Asian corporate bonds have strong fundamentals relative
to emerging and developed market peers. For example, the
region’s dollar-denominated investment grade corporate
bonds offer a 90 basis point yield pick-up compared with their
US peers. Such bonds are also of lower duration, less volatile
and more liquid than their counterparts in other emerging
markets. Asian corporate bondissuers are also less leveraged
than their developed market peers. (see Appendix)

Multi-asset portfolios
For investors looking to build a multi-asset portfolio, it
is important to understand that valuations favour equities

STOCKS’ PEG RATIO: EMERGING ASIA VS US
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* Price to trend earnings ratio divided by consensus
long-term EPS growth estimate
Source: Refinitiv, Pictet Asset Management,
data covering period 01.01.1998 - 01.05.2021

over bonds in Asia. Notably, the gap between stocks’
12-month earnings yield and 10-year government bond
yields is higher in North Asia than in the US or Latin Ameri-
ca. In other words, investors are more than sufficiently
compensated by investing in riskier stock markets instead
of bonds.

Emerging Asia’s equity discount to the rest of the world,
as measured by forward price/earnings ratios, is not far
away from its long-term average of 10-15 per cent. That
said, the region’s stocks looks cheap when valuation is ad-
justed for the expected superior earnings growth — with
the gap between Asia’s and US PEG ratio (price to trend
earnings divided by long-term EPS growth) now being the
widest in 20 years. (see FIG. 11)
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The appreciation potential of emerging Asian curren-
cies offers an additional source of return for investors. Not
only are initial valuations attractive, but strong productivi-
ty growth, low inflationary pressures and current account
surpluses suggest an upward move in the fair value of
emerging Asian currencies in the coming years.

According to our currency model, which takes into ac-
count differences in countries’ inflation rates, productivity
and net foreign assets position, emerging Asian currencies
are 16 per cent undervalued against the dollar; we think
this gap will begin to close in the coming years as we ex-
pectthemto appreciate by around 3 per cent perannum in
the next half a decade. The Indian rupee is the most under-
valued emerging market currency on our models.

Measuring the optimal weight

of Asia in a global portfolio

Our analysis suggests investors with a long-term hori-
zon should increase their holdings of assets in emerging
Asia by a considerable margin. The alternative — persever-
ing with a traditional balanced portfolio — is difficult to jus-
tify.

The current yield of a global portfolio whose assets are
split equally between equities and bonds is below expect-
ed inflation for the first time in 30 years. This suggests that
the return of this 50/50 portfolio — which tends to be twice
the average yield — will fall well short of the long-term aver-
age return of a balanced passive portfolio.

For dollar-based investors, the long-term average re-
turn of a50/50 portfolio has been around 5 per centin real
terms. Given that most developed market assets are al-
ready expensive on several measures, we think that a 4 per
cent real return in the coming years is a more realistic tar-
get. In FIG. 12, we show a realistic path for investors to
achieve that, based on our expected five-year total return
forecasts.¥”

As our calculations show, investors’ expected total re-
turn will improve as they increase allocations to emerging
Asian equities and Chinese government bonds. The ex-
pected return of a portfolio with 15 per cent of its assets
invested in emerging Asia equities and 10 per cent in Chi-
nese government bonds is around three times higher than
what our forecasts suggest a purely passive global bal-
anced portfolio would generate. Chinese government
bonds offer the best risk/return trade-off of all the asset
classes.

37 Our five-year total return forecasts are based on initial valuation,
the expected path of key macroeconomic variables (including
GDP, inflation and interest rates) and the expected appreciation
of the domestic currency. For equities, adjustments are made for
sector breakdowns, geographical sales exposure and change in
taxation. Detailed forecasts are featured in our Secular Outlook
publications.
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I
Why investors can
ill afford to ignore
emerging Asia

The expected return of this portfolio — in which themat-
ic stocks, US inflation-linked bonds, an allocation to mar-
ket-neutral strategies and gold also feature — is more than
double what a traditional 50/50 portfolio would deliver and
with only a 20 per cent increase in risk (volatility).

Moreover, according to calculations based on the
Markovitz approach that incorporates both our five-year
asset class return forecasts and historical covariances as
inputs, an “optimal” portfolio targeting 50/50 global equi-
ty/bonds’ volatility of 8 per cent annualised would have 32
per cent of its assets invested in emerging Asia. This is
roughly in line with the region's share of global GDP.

Within this, emerging Asian equities account for 17 per
cent (the majority, or 15 per cent, in Chinese stocks) and
Chinese bonds 15 per cent.

FIG.12

HOW TO ACHIEVE A 4% ANNUALISED RETURN OVER 5 YEARS

50% EQUITY/50% GOVT BONDS

60% EQUITY/40% GOVT BONDS ;

WITH 10% OF EQUITY ALLOCATION -
TO EMERGING ASIAN STOCKS

WITH 10% OF EQUITY ALLOCATION
TO THEMATIC STOCKS*

WITH 10% OF DEVELOPED MARKET BOND -
ALLOCATION TO CHINESE GOVT BONDS
WITH 10% OF DEVELOPED MARKET BOND

ALLOCATION TO US TIPS
WITH 10% OF DEVELOPED MARKET BOND ALLOCATION

TO MARKET NEUTRAL STRATEGIES

WITH 10% OF ENTIRE PORTFOLIO ALLOCATED TO GOLD

TACTICAL ALLOCATION t

Source: Pictet Asset Management; forecast
period 31.05.2021-31.05.2026; Indices used
in calculations: MSCI equity indices,
JPMorgan government and emerging-market bond indices;
*Thematic stocks are companies within our thematic
universe that we believe offer a potential excess return
of 3% per year over the MSCI World A/C Index.
These companies operate in industries we expect
to expand at a faster rate than the world economy
(such as clean energy, robotics and digital technology)
See Appendix for methodology.

As Asia emerges as a financial powerhouse in the com-
ing years, it’s a matter of time before the region develops
into a strategic asset class for international investors. The
make-up of global portfolios will have to change to reflect
the region’s growing heft.
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APPENDIX

Asset class return
forecasts

Our bond yield forecasts are based on a ratio of bond yield-
to-nominal trend GDP growth of 0.75 times for US and UK
and 0.7 times for Germany (using euro zone GDP); for Japan
we assume the bond yield rises in line with trend inflation
by 2025. To calculate the future annualised roll, we take
Bloomberg curve data and adjust the roll for year 5 based
on where we expect the 10-year policy rate to be. Return
forecasts assume a recovery rate of 40 per cent for devel-
oped-market bonds, 50 per cent for EM sovereign debt and
30 per cent for EM credit.

The following benchmarks are used: JPMorgan indices
for developed/emerging government bonds and emerging
corporate bonds; SBI Index for Swiss bonds; Barclays
Euro Aggregate Corporate Index for euro zone investment
grade; BoFA Merrill Lynch indices for euro zone/US high
yield, US 10-year TIPS.

For equity market forecasts, sales growth is proxied by
our forecast of nominal GDP growth (average 2021 t02026),
adjusted for regional revenue exposure. Our profit margin
change forecasts assume a reversion to long-term mean over
the next 10 years, adjusted by business cycle (output gap)
and expected currency appreciation. Earnings per share
growth is adjusted for dilution effects.

Fair value is based on 12-month PE for the S&P 500 in-
dex, with the model incorporating forecasts for bond yields,
inflation, and trend GDP growth. The forecast assumes P/E
ratio reverts to long-term average discount to US (post-1999
for euro zone, Switzerland and Japan). Frontier market PE is
the same as emerging market PE.
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Economic and
currency forecasts

Our GDP forecasts are based on estimating countries’ cur-
rent potential growth, and adjusting that by current produc-
tion factors —which determine how effectively economic
inputs are being translated into outputs.

Potential output is defined as the highest real GDP level
that can be sustained over the long run. First, we decompose
raw GDP data into cyclical and trend components. Then we
apply the Phillips curve approach to determine the natural
level of output, which is consistent with stable inflation
(NAILO) and/or with a stable unemployment rate (NAIRU).

Production factors such as the state of the labour market,
the availability of private capital and the degree of techno-
logical advancement are then applied to the potential out-
put figure to determine the pace of potential — or trend —
economic growth in five years’ time. We then use linear
interpolation to determine growth estimates for the pre-
ceding four years. To forecast inflation, we combine three
approaches. The first is based on the current inflation trends,
using the Hodrick-Prescott filtering method. The second
calculates optimal inflation based on the assumption that
neutrality of money prevails over the long run. The third con-
siders the variations in the transmission dynamics between
money supply and inflation depending on the state of the
economy (expansion, financial crisis). Our final inflation fore-
castis an average of the three calculations.
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Currency weighting calculation methodology
(chapter 2)

1. Logistic transformations of the dependent variables
The applied logistic transformation, or logit, of variable
Xis In(ﬁ) where x is the reserve currency share.

2. Cross-sectional analysis

The implied reserve currency share for each currency
is based on the estimated coefficients of the following
cross-sectional regression:

yt=a+ﬁxt+£t (2)

where yt the logit of the average reserve currency share
(in % total reserves) over the period from 1999 Q1 to 2014
Q4 and xt is the average world GDP share, world trade
share, stock market capitalisation share, foreign exchange
market turnover (% daily turnover), total debt securities
share, international debt securities share, FX volatility, in-
flation gap and inflation volatility of the US, Euro area, Ja-
pan, UK and Switzerland, Canada and Australia respec-
tively. a and B are the regression coefficients and ¢, is a
stochastic error term.

The dependent variable (the average reserve currency
share) is regressed on each of the explanatory variables,
one variable at a time.
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|
Asian stars

FIG.13

FIVE-YEAR AVERAGE TOTAL RETURN FORECAST, P.A.,
IN LOCAL CURRENCY AND USD

CHINA EQUITIES [ | B 12.1
EMERGING ASIA EQUITIES I 10.8
LATAM EQUITIES 1 I 10.7
EMERGING EQUITIES [ 10.7
FRONTIER MARKET EQUITIES [ B 10.2
JAPANESE EQUITIES I [ 2.8
EMEA EQUITIES [ 9.7
UK EQUITIES I 6.9
EMERGING MARKET DEBT (LOCAL) | 6.9
SWISS EQUITIES I 1 6.7
EURO ZONE EQUITIES I 6.5
10Y CHINA GOVT BONDS I 6.5
GLOBAL EQUITIES O 5.9
DEVELOPED MARKET EQUITIES I 5.2
US EQUITIES I 4.3
10Y JAPAN GOVT BONDS I 3.3
EMERGING MARKET CORPORATE DEBT [ ] 1 3.2
EMERGING MARKET DEBT (US DOLLAR) [ ] i 3.1
Us TIPS I 2.8
SWISS GOVT BONDS I @ 5Y TOTAL RETURN IN 2.2
LOCAL CURRENCY, P.A.  —
GLOBAL GOVT BONDS [ ] @ CURRENCY IMPACT 2.1
I LAST 10Y AVERAGE —
EURO ZONE HIGH-YIELD BONDS [ | TOTAL RETURN P.A. (USD) 2.0
10Y US TREASURIES ] | 1.7
US HIGH-YIELD BONDS ] i 1.6
10Y UK GOVT BONDS [ 1 1.3
EURO ZONE GOVT BONDS e | 1.3
US INVESTMENT GRADE BONDS [ ] i 0.9
EURO ZONE INVESTMENT GRADE BONDS [ | 0.8
10Y GERMAN BUNDS . 1 0.4
US REAL ESTATE | 9.2
PRIVATE EQUITY I | ss
GOLD I 7.5
EURO ZONE REAL ESTATE I 7.1
SWI REAL ESTATE I | 5.3
UK REAL ESTATE I 5.3
HEDGE FUNDS I . 3.0
4 0 4 12 16

Source: Pictet Asset Management; historic return,
data covering period 31.05.2011-31.05.2021;
forecast period 31.05.2021-31.05.2026
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ECONOMIC GROWTH, INFLATION FORECASTS, INVESTMENT CHARACTERISTICS

VALUATIQN***** EQUITY INDEX WEIGHTS

LONG-TERM GROWTH** LONG-TERM RISK****
INFLATION
GDP PER GDP EPS BETA DOMESTIC EM
CAPITA* ASSET CROSS- VULNERABILITY
CORRELATION

CHINA 10,484 4.6 13.2 1.4 0.85 -0.10 2.0
INDIA 1,965 7.0 18.7 4.9 0.96 0.04 2.3
KOREA 31,497 3.4 26.8 1.6 1.22 -0.09 1.9
TAIWAN 28,306 3.4 18.6 1.4 0.92 -0.02 1.5
INDONESIA 3,922 4.9 7.4 4.2 1.15 0.30 2.4
MALAYSIA 10,270 4.3 6.2 2.0 0.68 0.20 2.4
PHILIPPINES 3,330 5.3 3.7 3.0 0.90 0.16 2.4
PAKISTAN 1,260 3.5 8.6 6.5 1.01 0.03 2.6
THAILAND 7,190 3.1 3.3 1.9 1.04 0.11 1.9
VIETNAM 3,499 5.9 4.0 0.72
BANGLADESH 1,998 7.2 5.5 0.41
SRI LANKA 3,679 4.2 5.0 0.58
EM ASIA 6,563 4.3 16.1 2.0 0.93 -0.05 2.
EM 5,172 4.2 14.5 2.6 1.00 0.01 2
DM 46,350 1.6 9.4 1.9 1.00 0.09

12M FWD  10Y FX % OF MSCI % OF % OF COMMODITIES CYCLICALS DEFENSIVES ~ FINANCIALS
PE BOND EM ASIA  FRONTIER MSCI (EX-FINANCIALS)
YIELD MARKETS ~ ACWI
15.2 3.1 -1.7 47% 4% 65% 14% 18%
21.7 6.0 -3.5 13% 23% 30% 21% 26%
11.5 2.1 -1.2 17% 10% 71% 11% 7%
15.9 0.4 -1.4 18% 6% 78% 4% 12%
14.5 6.4 0.3 1% 14% 8% 28% 50%
14.0 3.2 -2.0 2% 11% 12% 45% 32%
15.7 4.1 -2.2 1% 0% 37% 17% 46%
5.1 9.7 -3.0 0% 30% 0% 0% 70%
17.3 1.7 -0.7 2% 28% 19% 36% 18%
20.9 2.3 -0.9 32% 6% 17% 22% 54%
12.6 5.8 2%
16.2 8.6 1% 3% 25% 42% 30%
15.1 4.4 -1.5 10% 8% 60% 14% 17%
13.8 5.0 -1.5 13% 13% 51% 15% 21%
19.3 0.5 87% 8% 51% 25% 17%
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EM Asia = Emerging and developing Asia

*

*

Real GDP Growth (%) : PAM Economics Team trend
annual growth forecast for 2026. For Bangladesh and
SriLanka it is the equivalent IMF forecast

PAM Economics Team trend annual inflation rate
forecast for 2026. For Taiwan, Philippines, Pakistan it
is the equivalent IMF forecast

**** Betain US dollars vs MSCI ACWI based on weekly ob-
servations over the past 5 years; cross-correlations
based on weekly observations over the past 5 years -
weighted average of 60% equities/bonds, 20% equi-
ties/currencies, 20% bonds/currencies. EM Vulnera-
bility scores (1= best; 10 = worst) are computed using
the below variables: current account balance, net for-
eign assets, external debt, fiscal balance, excess pri-
vate debt, excess bank loans, Gvt. & NFC debt in hard
currency, FX reserves and real interest rate differen-
tialvs US

* GDP per capita (current prices USD) asat31.12.2020.

% Valuation: 12m fwd PE based on IBES forecasts; Trail-
ing PE for Frontier Markets. 10Y government bond
yield or benchmark. FX: Standard deviations from fair
value (calculated using net foreign assets, productivity
and inflation). EM and EM Asia are the median of the
respective countries
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Disclaimer

This material is for distribution to profes-
sional investors only. However it is not in-
tended for distribution to any person or
entity who is a citizen or resident of any
locality, state, country or other jurisdic-
tion where such distribution, publication,
or use would be contrary to law or regula-
tion.

Information used in the preparation of this
document is based upon sources be-
lieved to be reliable, but no representa-
tion or warranty is given as to the accura-
cy or completeness of those sources. Any
opinion, estimate or forecast may be
changed at any time without prior warn-
ing.Investors should read the prospectus
or offering memorandum before invest-
ing in any Pictet managed funds.Tax
treatment depends on the individual cir-
cumstances of each investor and may be
subject to change in the future. Past
performance is not a guide to future per-
formance. The value of investments and
the income from them can fall as well as
rise and is not guaranteed. You may not
get back the amount originally invested.

This document has been issued in Swit-
zerland by Pictet Asset Management SA
and in the rest of the world by Pictet As-
set Management Limited, which is au-
thorised and regulated by the Financial
Conduct Authority, and may not be repro-
duced or distributed, either in part orin
full, without their prior authorisation.

For investors, the Pictet and Pictet Total
Return umbrellas are domiciled in Lux-
embourg and are recognised collective
investment schemes under section 264
of the Financial Services and Markets Act
2000. Swiss Pictet funds are only regis-
tered for distribution in Switzerland un-
der the Swiss Fund Act, they are catego-
rised in the United Kingdom as
unregulated collective investment
schemes. The Pictet Group manages
hedge funds, funds of hedge funds and
funds of private equity funds which are
not registered for public distribution
within the European Union and are cate-
gorised in the United Kingdom as unreg-
ulated collective investment schemes.
For Australian investors, Pictet Asset
Management Limited (ARBN 121 228
957) is exempt from the requirement to
hold an Australian financial services li-
cence, under the Corporations Act 2001.

For US investors, Shares sold in the Unit-
ed States or to US Persons will only be
sold in private placements to accredited
investors pursuant to exemptions from
SEC registration under the Section 4(2)
and Regulation D private placement ex-
emptions under the 1933 Act and quali-
fied clients as defined under the 1940
Act. The Shares of the Pictet funds have
not been registered under the 1933 Act
and may not, except in transactions
which do not violate United States secu-
rities laws, be directly or indirectly of-
fered or sold in the United States or to
any US Person. The Management Fund
Companies of the Pictet Group will not
be registered under the 1940 Act.

Simulated data and projected forecast
figures presented in Figure 12, are fig-
ures that are hypothetical, unaudited
and prepared by Pictet Asset Manage-
ment Limited. The results are intended
forillustrative purposes only. Past perfor-
mance is not indicative of future results,
which may vary. Projected future perfor-
mance is not indicative of actual returns
and there is a risk of substantial loss.
Hypothetical performance results have
many inherent limitations, some of

which, but not all, are described herein.
No representation is being made that
any account will or is likely to achieve
profits or losses similar to those shown
herein. One of the limitations of hypo-
thetical performance results is that they
are generally prepared with the benefit
of hindsight. The hypothetical perfor-
mance results contained herein represent
the application of the quantitative mod-
els as currently in effect on the date first
written above, and there can be no as-
surance that the models will remain the
same in the future or that an application of
the current models in the future will pro-
duce similar results because the relevant
market and economic conditions that pre-
vailed during the hypothetical perfor-
mance period will not necessarily re-
cur. There are numerous other factors
related to the markets which cannot be
fully accounted for in the preparation of
hypothetical performance results, all of
which can adversely affect actual perfor-
mance results. Hypothetical performance
results are presented for illustrative pur-
poses only. Indexes are unmanaged, do
not reflect management or trading fees,
and one cannot invest directly in an in-
dex. There is no guarantee, express or
implied, that long-term return and/or
volatility targets will be achieved. Real-
ised returns and/or volatility may come in
higher or lower than expected. A full list
of the assumptions made can be provid-
ed on request.
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