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There Are Three Ways to Make Money

Return to the Mean 

Value Investing

Macro

Problem: 

regularly blows-up

illiquidity

Diversified Portfolio

Carry Trade 

Arbitrage

Levered Loans, Private Equity

Momentum 

Growth, Venture Cap

CTAs, Trend Following

Problem: 

Can under-perform for 
large periods of time

Problem: 

Struggles in market 
reversals



Reviewing the Asian Investment Landscape 
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Since 2006, Asian Equities have been a notable outperformer
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But Asian Hedge Fund Managers Have Neither Outperformed, Nor 
Provided Much Diversification in Portfolios
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And it’s not as if higher volatility is really the main culprit. So what 
explains the lackluster performance?
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An Answer: Investing in Asia Comes With Its Own Distinct Challenges  
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• The first and greatest challenge of investing in Asia is that a large number of companies have not been 
listed that long. As such, the track record of companies, CEOs and CFOs is unproven and a lot of questions 
are unanswered: what is a company’s capacity to weather an economic cycle? A financial cycle? etc…

• The second challenge is that the degree of ‘institutionalization’ of companies is not what it is in the West. 
For example, how many Asian companies are today running management training programs so that the 
cream rises to the top? Are procedures in place to routinely sack the bad managers? Are CEOs controlled 
by independent boards or are firms run like little empires in which no-one dares contradict the top 
management? 

• The third important challenge when investing in Asia is that the ‘distress factor’ in Asia is typically not 
‘financial leverage’, but instead ‘operational leverage’. Indeed in the Western world companies in ‘trouble’
have typically mismanaged their balance sheets and, for a financial analyst, this is easy enough to identify 
and work through. Meanwhile, in Asia, a company in trouble has usually mismanaged its operations… and 
this is much harder to identify, especially if a company has a limited track record. 

• Importantly, the above third challenge is amplifying rather than abating as the Western world continues to 
outsource more of the cyclical, capital and labor intensive, part of their processes (i.e.: Apple and Hon 
Hai/Foxconn is a perfect example of this trend whereby while Foxconn faces negative headlines and is 
forced to agree to wage hikes which hit the share price by -20%+ in a week, meanwhile Apple continues to 
soar to all time highs!). 
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As a result of these challenges, the typical return to the mean strategies fail 
to deliver attractive returns in Asia  
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So what works in Asia?

Return to the Mean 

In Asia, the cycle is too 
violent and carry trade 
strategies all too often 

get carried out. 
Moreover, as the 2008 

gates showed, the 
illiquidity risk is 

enormous

Diversified Portfolio

Carry Trade 

This works with an in-
depth thorough 
knowledge of 

companies and 
concentrated positions. 

The downside is 
illiquidity

A diversified portfolio which 
focuses on companies 

delivering superior earning 
and share price momentum 

is a sound way to deliver 
returns with minimal 

liquidity risk

Growth
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Stock Selection: In Asia, a Growth Bias Pays Off Handsomely in Bull Markets  
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• The chart below tracks the out-performance or under-performance of Asian ‘high trend growth’ stocks and ‘negative trend 
growth’ stocks in both rising and falling markets.

• In bull markets, investors into Asia should want a strategy oriented around growth stocks and in bear markets, 
investors should want a value bias. 

• Alternatively, investors should want a fund that focuses on growth stocks in bull markets but has the ability to reduce 
its equity exposure in more challenging periods so as to avoid the nasty equity growth bear markets that sometimes 
prevail in Asia. 

Trend growth is the log linear growth rate from a log linear regression of 7 years of 12 month rolling forward 
EPS estimates, i.e.: the rate at which earnings forecasts have grown over 7 years. This closely approximates 
the growth rate in actual earnings and is a decent measure of whether a company can grow its earnings 
through a whole cycle.



Shouldn’t We Just Index? 



12Source: MW GaveKal / Morgan Stanley Capital International (“MSCI”) 
Confidential to recipient; not for reproduction or redistribution. Please refer to final page for Important Disclosures.

The first problem with indexing is, of course, the volatility

S t a n d a r d  &  P o o r s  A s i a  -  P a c i f i c  Y o Y  %  C h a n g e
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But there is a greater problem with indexing: we are entering into a 
new cycle
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In the Western World, interest rates will remain low and yield curves 
steep (blue is before the GFC, grey is one year ago, red is today)

Germany Yield Curve

 Government Bonds curve 6/7/2010
 Government Bonds curve 5/26/2009
 Government Bonds knots 6/7/2010

 Government Bonds knots 5/26/2009
 Government Bonds knots 12/21/2007
 Government Bonds curve 12/21/2007

Source: Reuters EcoWin
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In Asia, tighter monetary policies, necessary because of inflation, 
should lead to flatter or even inverted yield curves
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In turn, this should lead to higher currencies – but how will indices 
loaded with exporters and financials fare in an environment of flat 
yield curves and higher currencies?



The Natural Hedge in the Global Macro Environment 
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When Investing in Asia, Having the Ability to Reduce Portfolio Volatility Through 
Bonds and Cash Holdings is Key

Two fundamental reasons to own bonds:

1. Stable Income
2. Diversification from equity, especially in deflationary 

periods

However,
• Asian bond markets are under-developed only the 

more mature economies (Australia, Singapore, Japan, 
Hong Kong, Taiwan) offer liquid bond markets.

• Corporate bonds and emerging market corporate 
bonds tend to be too correlated to global liquidity 
conditions, and hence the equity markets, to offer 
valuable diversification.  

• There is a tremendous amount of value in the riskier 
part of the Asian bond markets, but this is akin to 
taking equity risk as the correlation with equity 
markets is high.

Asian bonds have outperformed equities 14 of the 
past 32 quarters… So even in an overall bull market, 
bonds can be useful!
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Which Would You Rather Own? Looking to the Future, Which is the Best 
Diversification for Portfolios?

W h ic h  B o n d  B a s k e t is  B e s t P o s it io n e d  F o r  th e  F u tu re ?
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