Catch a tiger by the tail

Our analysts debate whether safety first or embracing risk is best in Asia...

Asian equities are often considered pretty much the top of the
risk spectrum when it comes to investable asset classes, and
whilst the last few years have seen the region undergo more than
its fair share of ups and downs, the long-term returns from the
region have been remarkable. However, this opens an intriguing
question, should investors embrace the risk, and ride it out in the
hope of better returns, or does a more risk-conscious approach
that offers downside protection in the inevitable challenging
periods, win out? Our analysts take a side each and look at the
prospects for each approach.

Steadiness over speed - Jean-
Baptiste Andrieux

Considering that Asia ex-Japan equities carry more risk than
those from developed markets, it may seem logical to embrace
these risks and get exposed to the region through an aggressive
strategy. After all, if you are investing in a structurally higher-risk
market, why not aim for the fence? However, investors may be
surprised to see that the best-performing investment trust in the
AIC Asia Pacific sector over the past five years has been Pacific
Assets (PAQ), a trust with a strong focus on risk management.
This has resulted in the lowest beta and down capture ratio in the
sector and makes it arguably the least risky option.
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Past performance is not a reliable indicator of future results.

In terms of investment philosophy, managers David Gait and
Douglas Ledingham follow a risk-aware approach, defining risk
as the permanent loss of investor capital. This leads them to
invest in quality companies with resilient cash flows, strong

Update

Analysts:
Ryan Lightfoot-Aminoff

Kepler Partners is not authorised to make recommendations
to Retail Clients. This report is based on factual information
only.

The material contained on this site is factual and provided
for general informational purposes only. It is not an
invitation or inducement to buy, sell or subscribe to

any product described, nor is it a statement as to the
suitability or otherwise of any investments for any person.
The material on this site does not constitute a financial
promotion within the meaning of the FCA rules or the
financial promotions order. Persons wishing to invest in
any of the securities discussed in the website should take
their own independent advice with regard to the suitability
of such investments and the tax consequences of such
investment.

balance sheets, and conservative accounting. As a
result, they may avoid some of the most exciting,
high-growth companies in Asia, opting for more
predictable growth instead. For example, the trust
returned 20.8% during the growth rally of 2020,
which was good but not enough to keep up with the
performance of its more aggressive sector peers.
However, in the bear market of 2022, PAC fell only
2.7%, compared to the sector’s average decline of
12%. This was PAC’s only negative year in absolute
terms in over ten years. | believe this demonstrates
the key benefit of a defensive strategy: cushioning
the impact of a bear market, leaving investors

with less ground to recover during the subsequent
recovery phase and supporting total returns over the
long term.

The managers’ focus on the risks of poor governance
has contributed to a low exposure to China, which
has been a significant factor behind its good
performance in recent years. Regardless of the
ongoing challenges in the Chinese economy, the
domestic authorities have a history of cracking
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down on businesses or even entire industries, sometimes
at short notice. Although limiting exposure to China and
other markets with similar tendencies may result in missed
opportunities, | think it is an opportunity cost worth
paying, especially when considering the higher probability
that the value of your investment could be completely
wiped out overnight compared to other markets.

The bar chart below illustrates how sudden regulatory
interventions can affect investments. In 2020, Chinese
equities outperformed other emerging markets, driven

by technology-related stocks such as Tencent, Baidu,

and Alibaba. However, most of those gains were erased
the following year due to a regulatory crackdown on the
Chinese tech sector. Another way to navigate country-
specific risk, rather than complete avoidance, is to replace
direct exposure with proxy plays. For instance, Ashoka
WhiteOak Emerging Markets (AWEM) holds off-benchmark
high-quality stocks that provide similar exposure without
the associated risks, which could appeal to investors
particularly concerned about country risk. For example,
European luxury companies Hermés and LVMH are used
as substitutes to make up for the underweight position in
Chinese equities.

Fig.2: Performance Of Indices
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Certainly, a safety-first approach may result in missing
out if the market favours high-growth strategies in the
coming years, or if ‘riskier’ countries or poorly governed
companies begin to outperform. However, | think the past
five years suggest that taking the highest possible risk is
not necessarily the most rewarding strategy.
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Go for growth — Ryan
Lightfoot-Aminoff

Looking at the five-year performance, | concede to my
colleague that the best-performing trust has been one

that is focussed on downside protection. However, this
has been a uniquely tough environment and therefore
supportive of more defensive strategies. Arguably, this
period has been an exception though and considering it
alone may mean investors overlook the growth potential of
Asia which is one of the region’s defining characteristics.

Asia, as defined by MSCI, is home to over 3.4bn people
and makes up over a third of global GDP as well as a vast
percentage of GDP growth. Not only that, but itis home

to a growing number of companies that are critical to the
global economy. As such, | believe that investors should be
embracing the potentially higher-risk nature of the region
in order to capture the growth opportunities this vast and
dynamic population offers.

Several Asian countries offer some of the highest rates
of GDP growth in the world. For example in 2024, India
grew at c. 6.5% and Vietnam at 6.1%. As a result, these
countries, and the region as a whole, are seeing a booming
‘middle class’ of increasingly wealthy individuals which
is leading to a big increase in consumption and demand.
These trends are arguably set to continue, as countries
such as India and Vietnam continue to develop, and their
populations move up the wealth ladder. By embracing a
more risk-tolerant investment approach, investors can
arguably capture the upside this growth offers.

One of the interesting growth themes of the past few
years has been the emergence of so-called ‘domestic
champions’, local competitors which have begun to take
market share from the multinational brands that had
previously met the demand of the growing wealth of the
region. Domestic champions have the advantage of being
closer to their end consumer and therefore having a better
understanding of their market and consumer preferences
and arguably offer better growth prospects. However, they
can often be overlooked by investors if they aren’t willing
to embrace their higher risk.

The car industry is one example. VW has recently been
surpassed in China by domestic champion BYD, which
has been growing rapidly to become the country’s best-
selling car brand. This helped domestic car brands take
the majority of car sales in China for the first time in 2023,
as we show in the chart below. Whilst | take the point that
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governance risks are higher in China, | think this is a good
example of the sort of exciting growth story that taking a
conservative approach might lead you to overlook.

Fig.3: Share Of Vehicle Sales In China
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Whilst BYD itself is now an industry leader and has
begun taking market share in developed markets, many
of these domestic brands offering exciting growth are
companies at the lower end of the market-cap spectrum.
Smaller companies are typically considered higher risk
but arguably offer considerably better return prospects.
Over the past five years, small-caps have outperformed
large-caps in Asia, in contrast to most developed markets
and broader global indices. This has been aided by
strong performance from the likes of Indian companies,

although a lower index allocation in China has also helped.

Regardless, Asian smaller companies have been a good
source of returns and portfolio diversification which would
have likely been best captured through a higher-risk
approach.

One example is cosmetics firm Proya, a holding in abrdn
Asia Focus (AAS). The company was founded in 2006
before first listing on 17/11/2017. It is now China’s fifth-
largest beauty and skincare company having enjoyed rapid
sales growth from a focus on younger consumers leading
to a share price risk of over 520% since launch. In contrast,
Estée Lauder, a large multinational peer is down 38%

in the same period. This includes a one-day fall of 20%

in October 2024 on the back of a sales slump in China.
Whilst the two firms are not directly comparable, it goes to
show the upside potential of small-caps in Asia and how a
growth-focussed approach can benefit from them.

From a more holistic point of view, it’s worth considering
the broader benefits of having an allocation to a higher-
risk Asian strategy in a portfolio. By doing so, it provides
significant diversification benefits to some of the more
defensive characteristics investors can gain elsewhere.

| think this should help create a more balanced portfolio
that can perform in a variety of market conditions. The
factors that are likely to drive Asian markets could be
significantly different to those behind other asset classes,
even if the volatility that is involved is higher. Therefore,
by embracing the risk of these more volatile asset classes,

investors are arguably adding more diversification to a
portfolio, as this may be difficult to gain elsewhere.

One trust that offers diversification benefits is Fidelity
Asian Values (FAS). Managers Nitin Bajaj and Ajinkya
Dhavale employ a value-disciplined approach to identify
potential holdings from primarily the lower end of the
market-cap spectrum. The managers have total freedom
in how to allocate, leading to significant differences to
the benchmark, typified by significant overweights to the
likes of China and Indonesia at present, but underweight
allocations to India and Taiwan, and therefore a portfolio
that looks significantly different to its own benchmark
and likely to be driven by completely different factors. As
such, the trust could be a strong source of diversification
for investors not just in other asset classes, but also other
Asian funds.

Looking at more recent performance, | concede to my
colleague that the best-performing trust over the past

five years has been one that is focussed on downside
protection. However, this period has been incredibly tough
and therefore supportive of more defensive strategies.
Despite this, the growth opportunities within Asia are
significant, including the increased prevalence of domestic
brands, a dynamic smaller companies sector, and the
increasing importance of the region’s tech firms. As such,

| believe a higher-risk approach will be best placed to
capture the upside potential of the region going forward,
especially over the long term.
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