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Key Talking Points:

e Asia ex-Japan index delivered mixed performances in
previous US rate hike cycles.

e Asia is in a stronger financial position to weather potential
macro economic headwinds.

e China’s zero COVID policy may pose downside risk to Asian
economies.

e Re-opening of Asia (ex China) will boost growth further.

e Asian equities are at a highly comfortable valuation and will
likely bottom out before others.

Asia ex-Japan delivered mixed performances in previous US rate
hike cycles

Rising inflation and interest rates are key concerns for investors around
the globe. Inflation in the US reached a 40-year high in May and still
shows no signs of slowing down. The market is expecting more rate hikes.
Sentiment remains weak for most asset classes.

At this juncture, we look at Asian equity’s performance in the past six
interest rate hike cycles. Historical data showed that Asian equity's
performance was mixed, different from the view that Asian markets will
deliver negative performance amid rising US interest rates.

In fact, the two most recent interest rate hike cycles showed that Asian
equities delivered positive performance. From June 2004 to September
2007, MSCI Asia ex-Japan rose 150%, outperforming MSCI World (57%)
and MSCI US (40%)!, although interest rates more than tripled.

Regarding the last rate hike cycle between December 2015 and August
2019, Asian equities delivered positive performance of 40%, on the back
of solid GDP and decent earnings growth.

Chart: Historically mixed performance of Asian equities amid rising US
interest rates

Total Return (USD) for MSCI Asia ex-Japan Equities During the Past 6 Fed Hike Cycles
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Source: Invesco, Haver, MSCI, Morgan Stanley Research, as of May 2022. Note: We define the end of rate
hike cycles as the day before 1st rate cut.
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Asia is in _a stronger financial position to weather potential macro
economic headwinds

Asia's financial position is much stronger than in the past. First, Asia's
exports have seen the best recovery in the past three cycles. A
comparison of exports growth, after COVID this time, to the Greater
Financial Crisis in 2008, Tech Bubble Burst in 2000 and Asian Financial
crisis in 1997 showed that exports growth is 30% stronger?.

Second, Asian governments’ balance sheets are much healthier. Apart
from China, which remains financially sound, Asia ex China's current
balance as a percentage of GDP is more than 1.5 times that of a decade
agod. Emerging Asian countries also demonstrated solid financial
strength, e.g., Indonesia has recently recorded the biggest capital account
surplus in ten years, thanks to its solid commodity exports.

Despite COVID, we have seen excess savings and further accumulation
of wealth from Asian households helped by mobility restrictions in the last
two years. In Korea, we have seen savings of 8.1% of house annual
disposable income during 2020-2021, which is higher than historical
average.*

While rising interest rates in the US will inevitably impact investors'
sentiment and asset allocation, Asia is in a better position to withstand
external shock this time. Its unique economic dynamics and investment
opportunities could offer diversification for global investors.

China’s zero COVID policy may pose downside risk to Asian
economies

China's zero COVID policy has successfully combated COVID since the
outbreak's start. The authorities have reiterated the stance to adhere to
the policy, and so far, there is no clear roadmap to normalization. China is
the global manufacturing powerhouse and is heavily involved in the
worldwide supply chain. The disruption brought about by the potential stop
in production and business activities will undoubtedly impact business in
Asia and the rest of the world.

Asian countries, one of the largest trading partners with China with a share
of 17% and 15% of export and import, will not be immune®. Korea and
Taiwan are most exposed, as they are critical suppliers of technology
components and have strong trading relationship with China.

Within ASEAN, Vietnam is most impacted by the decline in China's
demand, as reflected by the softening of recent textile exports. Singapore
also has a relatively high exports and supply chain linkage to China. In
comparison, India is the least vulnerable to China's slowdown, with its total
exports to China limited to only around 1% of its GDP®.
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Re-opening of Asia (ex China) will boost growth further

Asia (ex-China) is reopening their economies at a swift pace. With over
80% of its population fully vaccinated, Asia's mobility has reached a new
peak post the pandemic, and we see room for further recovery. We expect
activity in the contact-intensive services sectors to rebound quickly, lifting
employment and further spurring domestic consumption.

COVID restrictions have been lifted in most parts of the region. For
example, Thailand now allows quarantine-free travel (since June), and
Singapore has reopened its border since April. With a significant portion
of their GDP coming from tourism and related sectors, Thailand and
Singapore will likely benefit from reopening.

We see a strong start of tourism in Singapore - major conferences,
exhibitions and sports events such as Shangri-La Dialogue and Formula
One competition have been held recently or are planned later for this year,
leading to a strong rebound in passenger flows. We expect to see the
same for the rest of Asia ex-China and are hopeful to see a substantial
uptick in growth and activities.

Asian equities are at a highly comfortable valuation and will likely
bottom out before others

The relative price-to-earnings ratio (PER) valuation discount for Asian
equities compared to US equities provides a better valuation cushion for
Asian equities in the face of global macro headwinds.

Asian equities are currently trading at 12.5x, at the lower quartile of its
historical range, while US equities though corrected early this year, have
only retraced down to 17.8x,” still above upper quartile of its historical
range, suggesting potentially more downside risk.

Chart: Relative P/E of Asia vs US (X)
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Source: Factset, data as of May 2022. Relative P/E of Asia vs US refers to Price-Earnings ratio for the next 12
months of MSCI Asia ex Japan vs MSCI US

We see the same from the price-to-book perspective, where MSCI Asia
ex-Japan is at ~1.7x, and again towards the low end of its 5-year ranges.
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Valuations for selected countries such as China, Taiwan and Korea are
particularly low, as the market priced in concerns on slower export growth.
We believe that the risk premium may be over elevated. Asian equities
were already down 23% in the past year as compared to MSCI World (-
6.21%) and MSCI US (-3.63%).° The valuation gap is evident - Asian
equities are now trading at around 30% discount to the US.1°

Meanwhile, earnings growth in Asia is at 11.6x (2022E), and we are
hopeful to see earnings picking up as the market normalizes.'* We believe
that Asia is likely to bottom out before others.
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Risk warnings

The value of investments and any income will fluctuate (this may partly be the result of exchange
rate fluctuations) and investors may not get back the full amount invested.
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