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Asia: Pivot Required
Beyond a rapidly changing macro outlook, the tools 
required to be a successful investor in Asia are changing 
too. As such, we think  that investors may need to “pivot,” 
adopting a new, updated approach that might require 
different skills than what worked in the past. Key to our 
thinking is that traditional consumer penetration stories 
are now losing growth momentum, despite full valuation 
in many instances. By comparison, after five years of 
no corporate earnings growth across Asia, many large, 
diversified — and underperforming in many instances 
— companies are ready to rethink their footprints and 
strategies. This change in corporate mindset in key 
markets such as Japan, India, and Korea represents a new 
and substantial opportunity, in our view. There is also a 
burgeoning opportunity for leading Asian corporations 
that are looking to expand abroad against the backdrop of 
a slower Chinese economy. Finally, with GDP-per-capita 
still growing at high single digits or better across China, 
India, and Indonesia, we think that demand for value-added 
services, including food safety, healthcare services, and 
media still could have meaningful upside.
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I recently joined my colleague Frances Lim, who leads the KKR Global 
Macro and Asset Allocation effort in Asia, on a whirlwind tour of the 
region. We visited a variety of cities and met with a variety of folks 
across both the private and public sector in an attempt to refresh 
our top-down view of Asia. To state the obvious, there is certainly 
no “one” Asia, as the region includes both large developed markets 
like Japan, Korea, and Australia as well as large emerging economies 
such as India, China, and Indonesia.

Without question, our ability to compare and contrast multiple econo-
mies across Asia provided us with what we believe are an array of 
important macro insights. See below for more details, but our key 
conclusions are as follows:

• EM Equities, including Asia, may be finally bottoming relative to 
DM Equities after 72 months 

• Larger consumer economies across EM, Indonesia in particular, 
are likely to see expanded valuations in the near term

• But right now in Asia, including both EM and DM markets, we 
are most inclined to sell simplicity, and buy complexity

• While we remain constructive on the long-term outlook for 
Asia, we actually concluded our trip with the somewhat 
surprising view that some of the most actionable near-term 
opportunities in the region may not actually be domiciled in 
Asia

• We favor Indian Credit over Equities in a solid Prime Minister 
Narendra Modi-driven macro environment

• Regional risks include valuations in China’s private TMT sector 
as well as overreach concerns surrounding the Bank of Japan

Overall, we finished our trip with increased conviction that both 
public and private equity are poised to do well during the next three 
to five years. However, the opportunity set is definitely shifting; said 
differently, the skill set now required to generate investment success, 
particularly in the private markets in Asia, will be quite different than 
during the last cycle. It will require a more global focus, more opera-
tional expertise, and more local industry knowledge. 

In terms of fixed income opportunities, we think that performing 
credit is likely to outperform non-performing credit in certain parts of 
Asia during the next one to three years. This viewpoint on credit rep-
resents a material change in our outlook. Key to our thinking is that 
— while the opportunity set is still substantial in the non-performing 
side — many governments are still dragging their feet on forcing bad 
loans off banks’ balance sheets and into the hands of qualified risk 
evaluators, including foreign investors.

By comparison, because banks are not disposing of their non-per-
forming loans (NPLs), they are not in a great position to provide the 
capital required to meet the rising GDP-per-capita stories that we 
have been championing for several years. As such, with the econom-
ic backdrop for EM bottoming, and demand for credit now exceeding 
supply, we see demand for private capital by promoters and entre-
preneurs solidly increasing.

Looking at the big picture, we feel that the most important take-away 
from our trip is that the emerging markets as an asset class have 
bottomed on a relative basis, something that we have not previously 
indicated during our tenure at KKR. EM certainly can’t detach from 
DM in absolute terms if there is a major slowdown, but the macro 
backdrop in EM is now more favorable than it has been since the turn 
of the century. Indeed, real rates are higher at a time when the eco-
nomic cycle appears to be stabilizing, earnings have troughed, and al-
locations to the asset class remain modest. To this end, we think that 
investors should be selectively allocating more financial and human 
resources to uncovering opportunities in both the equity and fixed 
income sides of this asset class during the next three to five years.

Section II: Details

EM Equities may be finally bottoming. After 72 months of underper-
formance (Exhibit 1), our base case is now that EM is in the process 
of bottoming. We see several factors at work. For starters, we believe 
that the influence of local currency trends is going from being a 
major negative to a modest positive. This viewpoint is significant, as 
currency headwinds have adversely impacted EM returns by nearly 
600 basis points per year each of the last five years. One can see 
this in Exhibit 2. Importantly, the currency headwind was coming on 
top of what was an extreme period of lackluster results even for local 
investors (Exhibits 1 and 2).

EXHIBIT 1

It Has Been a Long, Hard Road in EM
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Latest data as at September 30, 2016. Source: KKR Global Macro & 
Asset Allocation analysis, Factset.

“ 
Right now in Asia, including 
both EM and DM markets, 
we are most inclined to sell 

simplicity and buy complexity. 
“
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EXHIBIT 2

Currency Depreciation Has Been a Major Drag on the 
Total Return of Emerging Markets in Recent Years

LISTED EQUITY PERFORMANCE: 5-YEAR CAGR IN LOCAL CURRENCY 
AND US DOLLAR

INDEX
IN LOCAL 
CURRENCY

IN US 
DOLLARS

CURRENCY 
EFFECT

MSCI INDONESIA 6.3% -2.4% -8.7%

MSCI INDIA 5.5% -2.4% -8.0%

MSCI EMERGING MARKETS 1.3% -4.5% -5.7%

Data as at December 31, 2015. Source: MSCI, Factset.

Second, there is scope for easing, which is good for both offensive 
and defensive reasons. Importantly, unlike their developed market 
peers, the central banks of EM countries have — until recently — 
increased their real rates to stave off trouble. One can see this in 
Exhibit 3. As a result, central banks in EM now have more monetary 
flexibility than in the past. 

Maybe more important, though, is that real rates across EM are now 
higher at a time when the Fed is likely to be much more dovish. To 
put this in perspective, just consider that the current Fed Funds rate 
assumes the central bank does not raise rates above one and one- 
half percent until after 2020 (Exhibit 4). When the taper tantrum 
occurred in 2013, by comparison, forward assumptions for the Fed 
assumed rate increases of three hundred and ninety basis points by 
2020.

EXHIBIT 3

Real Rate Differentials Are Now Positive Across EM 
Markets, Which Is Quite Different Than During the Taper 
Tantrum in 2013
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The top-10 EM countries excluding China include: Brazil, India, Indonesia, 
Korea, Mexico, Poland, Russia, Taiwan, Thailand and Turkey. Data as at 
August 31, 2016. Source: Morgan Stanley Research. 

EXHIBIT 4

The Outlook For the Fed Today Is Now Much More 
Benign
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Data as at August 10, 2016. Source Bloomberg.

Third, most global investors are now underweight EM as an asset 
class. In hindsight, a conservative stance has been warranted be-
cause — in addition to currency issues and real rate issues — corpo-
rate earnings growth in the region has actually been flat to negative 
for five consecutive years1.

On a prospective basis, however, we are more constructive on EM as 
an asset class. Supporting this fundamental view is our quantitative 
dashboard for EM, which one can see in Exhibit 5. While not every 
indicator has turned upward, many are now headed in right direction.

1 Data as at December 31, 2015. Source: MSCI, Factset.

“ 
We left Asia with the 

view that both public and 
private equity are poised 
to do well during the next 

three to five years 
“
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EXHIBIT 6

Earnings Per Share in EM Asia Now Appear to Be 
Bottoming
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Data as at September 30, 2016. Source: Bloomberg.

EXHIBIT 7

Mutual Funds Currently Hold Significant Underweight 
Positions in Big EM Markets Like China
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Mutual Fund allocation included GEM, AEJ, Global and Global ex-U.S. 
funds totaling AUM of US$ 1.1 trillion. Data as at August 31, 2016. Source: 
EPFR, MSCI, Goldman Sachs Global Investment Research.

EXHIBIT 5

In Our “Rules of the Road” Framework, Valuation and Momentum Have Become Supportive of EM Outperformance, 
But the Recovery Will Remain Early-Stage Until Traditional Fundamentals Strengthen

 
“RULE OF THE 
ROAD”

MAY 2015 
EM NOTE

JAN 2016 
OUTLOOK NOTE

CURRENT 
SIGNAL COMMENT

1 BUY WHEN ROE IS 
STABLE OR RISING ↔ ↔ ↔

SLOWING NOMINAL GDP GROWTH A HEADWIND TO OPERATING LEVERAGE 
AND ASSET TURNS 

2
VALUATION: IS THE 
RELATIVE VALUATION 
GAP WIDE ENOUGH?

↔  
RELATIVE VALUATION HAS FINALLY MOVED INTO THE “STRIKE ZONE” 
WHERE EM HAS HISTORICALLY TROUGHED RELATIVE TO DM 

3 EM FX FOLLOWS EM 
EQUITIES   ↔

MANY EM CURRENCIES ARE DOWN 20-40%+ VERSUS THE DOLLAR. WE 
THINK THEY ARE NOW IN THE PROCESS OF BOTTOMING

4
COMMODITIES COR-
RELATION IN EM IS 
HIGH

↔ ↔ ↔

THE GSCI INDEX HAS STABILIZED AT LOW LEVELS, BUT WE DO NOT AN-
TICIPATE MATERIAL UPSIDE UNTIL OIL INVENTORIES START A CONVINCING 
DECLINE. OPEC ACTION MAY HELP, BUT WILL NOT DECISIVELY REBALANCE 
THE MARKET NEAR-TERM

5 MOMENTUM MAT-
TERS IN EM EQUITIES   

EM RELATIVE MOMENTUM VS. DM TURNED POSITIVE ON A YEAR-OVER-
YEAR BASIS IN SEPTEMBER FOR THE FIRST TIME SINCE EARLY 2011. 
HISTORICALLY, CHANGES IN EM MOMENTUM HAVE BEEN SUSTAINED OVER 
MULTI-YEAR CYCLES  

  OVERALL EARLY-STAGE RECOVERY IS 
STARTING TO UNFOLD

EM VALUATION AND MOMENTUM HAVE TURNED SUPPORTIVE. THE RECOVERY COULD PROVE 
BUMPY AT TIMES UNTIL FUNDAMENTALS SUCH AS THE ROE, FX, AND COMMODITY BACKDROP 
OFFER MORE DEFINITIVE SUPPORT, BUT ON NET, THE OUTLOOK HAS IMPROVED

For full details of our framework, please see “Emerging Market Equities: The Case for Selectivity Remains,” dated May 14, 2015. Latest data as at 
September 30, 2016. Source: KKR Global Macro & Asset Allocation analysis.
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Our bottom line: We think that earnings are bottoming, ownership of 
EM is well below benchmark, and valuations are much more attrac-
tive. This more positive viewpoint is consistent with what we heard 
from CIO’s at our Chief Investment Officer Symposium, which listed 
the emerging market recovery story as the most important invest-
ment theme for the next three to five years. It also supports our 
bigger picture view that EM economies may have already bottomed 
before DM economies this cycle.

EXHIBIT 8

Given Higher Real and Nominal Yields, We Think That 
EM Debt Could Outperform Too in Today’s Low Rate 
Environment
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Data as at August 2016. Source: BarclaysLive.com

Larger consumer economies across EM, Asia in particular, are 
likely to see expanded valuations in the near term. In today’s post 
Brexit environment, we are of the mindset that investors will con-
tinue to shun globalization stories in favor of domestic consumption 
stories, higher value added services in particular. No doubt, the U.S. 
— with 68% of its economy linked to consumption — should prosper 
(Exhibit 9). 

However, several EM countries should fare well too. Indeed, as we 
show in Exhibit 9, three economies — Indonesia, India, and Mexico 
— have, on average, a full 62% of their economies, or $2.5 trillion 
in absolute buying power, linked to domestic consumption, which 
should provide them with more of a buffer than many other countries 
to the slowdown in trade, cross-border flows, and China growth that 
we continue to forecast. In aggregate, emerging markets consump-
tion has grown 245% since 2003 and EM’s share of total global 
consumption has increased 16 percentage points since 2003 as 
GDP-per-capita has fueled a boom in experiences and value-added 
services (Exhibit 12).

EXHIBIT 9

In Addition to the U.S., We Believe Investors Will Seek 
out Large EM Consumption Stories in the Coming Years.

COUNTRY

HOUSEHOLD 
CONSUMPTION 
IN $ TRILLIONS % CHANGE 

FROM 2005 TO 
2015

CONSUMPTION 
AS A % OF 
GDP, 20152005 2015

INDIA 0.5 1.2 150% 59%

INDONESIA 0.2 0.5 167% 57%

MEXICO 0.6 0.8 35% 69%

U.S. 8.8 12.3 40% 68%

Data as at 2015. Source: World Bank, Haver Analytics.

EXHIBIT 10

As a Macro Theme, We See Global Capital Supporting/
Improving Valuations in Large Domestic Economies
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“ 
The skill set now required 

to generate investment 
success, particularly in the 

private markets in Asia, 
will be quite different than 

during the last cycle 
“
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EXHIBIT 11

GDP-Per-Capita Growth Is Expected to Fuel the Demand 
for More Services in the Coming Decades
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Data as at October 7, 2015. Source: IMF, Haver Analytics.

EXHIBIT 12

Total EM Consumption is Now Growing 3x as Fast as 
Total DM Consumption
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But right now in Asia, including both EM and DM, we think the 
biggest investment arbitrage is to sell simplicity and buy complex-
ity. While we remain constructive on long-term consumption trends, 
many companies that target this area of the Asian economy now 
appear expensive. In particular, we think that consumer stories linked 
to maturing penetration stories appear overpriced relative to their 
forward looking growth rates. One can see this in Exhibit 15, which 
shows that Chinese consumer staples companies are trading at es-
sentially one-standard deviation above normal. 

By comparison, we actually think that there is currently a major op-
portunity for change to carve-outs in Asian conglomerates that have 
over-diversified across industries and/or overestimated the oppor-
tunity within an industry. In our view, complexity of story appears 
cheap on a relative basis in today’s low rate, slower growth environ-
ment. Nowhere is this investment set more intriguing right now than 
in Japan, in our view. Indeed, as Exhibit 14 shows, many companies 
are trading at extremely favorable enterprise values to EBITDA. 
Moreover, rates are low, banks need to lend, and many firms require 
the requisite expertise to help them expand abroad.

EXHIBIT 13

We Believe That There Is Great Potential for Operational 
Improvement in Japan…
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EXHIBIT 14

...At a Time When Valuations Are Attractive in Many 
Instances
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EXHIBIT 15

In China, Defensive Stocks With Earnings Visibility Are 
Now Trading Quite Rich In Many Instances
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EXHIBIT 16

Banks in Large Asian Markets Like Japan Are Overweight 
Deposits, But Underweight Lending Opportunities

DEPOSITS AS A % OF GDP 
% OF GDP IN LOCAL CURRENCY TERMS

INDONESIA 29.8%

PHILIPPINES 43.1%

KOREA 72.8%

THAILAND 87.5%

JAPAN 135.5%

SINGAPORE 137.1%

CHINA 196.6%

HONG KONG 219.4%

Data as at December 31, 2015. Source: Respective national statistical 
agencies, JPMorgan.

The other big attraction for us goes back to operational improvement. 
Indeed, if one just applies a simple Dupont analysis to Japanese 
corporates, one can see that there is notable room for improvement 
across all three levers: margins, turns, and leverage. One can see 
the potential magnitude of the upside relative to history in Exhibit 13. 
Among the three (margins, asset turns, and leverage), we are most 
enthusiastic about the potential for the revenues-to-assets ratio to 
improve.

Outside of Japan, we see similar carve out opportunities in both 
Korea and Australia, two other large developed economies within 
the region. Interestingly, though, we talked to several executives and 
financial services leaders in India who underscored a similar op-
portunity set. Specifically, in too many instances ambitious promoters 
have expanded too fast and too far across multiple industries, caus-
ing them to shed assets to pay down debt, avoid a ratings downgrade, 
and/or improve returns.

While we remain constructive on the long-term outlook for Asia, we 
actually concluded our trip with the somewhat surprising view that 
some of the most actionable near-term opportunities in the region 
may not actually be domiciled in Asia. Since we began visiting the 
region in 1995, the bull case on Asia has always been that China 
— representing about one-third to one-half of global GDP growth — 
would boost GDPper-capita across the region for an extended period 
of time. What is actually unfolding today, however, is quite different. 
For starters, China’s growth is slowing, particularly on a nominal ba-
sis. One can see this in Exhibits 17 and 18, respectively. As such, many 
executives in Asia are now looking for new markets to bolster growth 
across their existing product suite. In addition, many EM corporate 
executives with whom we spoke believe that there are best practices 
they can acquire overseas and bring back to their domestic markets.

EXHIBIT 17

Nominal GDP Growth in China Has Fallen a Full 12.4 
ppt In Absolute Terms Since 2Q11, While Real GDP 
Growth Has Slipped a More Modest 3.3 ppt
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Data as at June 30, 2016. Source: China National Bureau of Statistics, 
Haver Analytics.

“ 
We believe that the influence 

of local currency trends is 
going from being a major 

negative to a modest positive 
“
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EXHIBIT 18

Significant Monetary and Fiscal Stimulus Has Boosted 
GDP Growth in China of Late
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Data as at June 30, 2016. Source: China National Bureau of Statistics, 
Haver Analytics.

Somewhat ironically, the loudest drumbeat that we hear about inter-
national expansion within Asia is now coming from the China corpo-
rate sector. As such, we think that there is an emerging opportunity, 
particular for global private equity firms and certain multinationals, 
to partner with Asian companies, Chinese ones in particular, looking 
to expand abroad. In many instances, European and U.S. firms can 
provide local knowledge about consumer behavior, help to overcome 
regulatory hurdles, and teach operational best practices. Chinese 
firms will also need help with mergers and acquisitions, which 
should drive incremental need for local strategic advice, financings, 
and management talent.

EXHIBIT 19

China’s Influence Has Risen to 25% of Global M&A, 
Exceeding That of the U.S.
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*Greater China = China + Hong Kong + Taiwan. Data as at December 31, 
2014. Source: United Nations Conference on Trade and Development.

EXHIBIT 20

China Is on a Mega Buyout Spree
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EXHIBIT 21

China Has Finally Rebalanced Towards Higher Value Add 
Exports…
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EXHIBIT 22

...Not Surprisingly, China Is Now Gaining Market Share 
in Strategically Important Global Industries

CHINA EXPORTS AS A % OF GLOBAL EXPORTS

  1995 2000 2010 2015
2015 VS 

2000

Telco Equipment 3% 6% 30% 38% 32.9%

Optical Instruments and Apparatus 5% 8% 29% 37% 28.7%

Household Type Equipment 4% 10% 30% 37% 26.5%

Vapor Generating Boilers, 
Auxiliary Plant; Parts 1% 4% 32% 24% 20.4%

Motorcycles and Cycles 5% 12% 27% 31% 19.6%

Electric Power Machinery, and 
Parts Thereof 7% 10% 23% 29% 19.4%

Mineral Manufacture 2% 2% 9% 17% 15.2%

Rails and Railway Track 
Construction Material 2% 4% 10% 18% 14.0%

Civil Engineering and Contractors’ 
Plant and Equipment 1% 1% 8% 12% 10.5%

Electro-Diagnostic Apparatus for 
Medical Sciences 0% 1% 5% 8% 7.0%

Data as at December 31, 2015. Source: UNCTAD.

India: Credit over Equities in a solid Modi-driven macro environ-
ment. We left India with two important take-aways. First, we think 
that, while the Modi euphoria has abated since our last visit, the 
broad consensus is that the current government is steadily mak-
ing solid progress. Key initiatives include the Goods & Services Tax 
(GST), major anti-corruption initiatives, and an ongoing clean-up of 
the financial services industry. We also spent time with the folks who 
are designing and implementing the new bankruptcy laws, and while 
not perfect, they appear to be a major step in the right direction for a 
process that previously took too many years to resolve, involved too 
many players along the way, and often yielded too little in terms of 
actual results.

EXHIBIT 23

Indian GDP Growth Remains Amongst the Highest in 
the World
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Data as at June 30, 2016. Source: India Central Statistics Office, Haver 
Analytics, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 24

…And the Trend Should Continue 
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Haver Analytics.“ 

Our bottom line: we think 
that earnings are bottoming, 

ownership of EM is well below 
benchmark, and valuations are 

much more attractive 
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EXHIBIT 25

Urban Consumer Demand in India Has Been Generally 
Strong…
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Data as at September 30, 2016. Source: Society of Indian Automobile 
Manufacturers, Haver Analytics.

EXHIBIT 26

…And Rural Demand Is Now Recovering
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Data as at September 30, 2016. Source: Society of Indian Automobile 
Manufacturers, Haver Analytics.

Maybe more important, though, is that the consumer in India is gain-
ing momentum across both rural and urban areas. Without question, 
the forward-looking Indian consumer story will be shaped by its 440 
million Millennials and its 390 million Generation Z’s (born in year 
2000 or after). To understand things in perspective, we note that 
India’s GDP-per-capita — at US$1,650 in 2015 — is now comparable 
to China in 20052. From what we can tell, however, a different ap-
proach to tap into this market will be required to achieve success 
relative to what happened in China during its initial consumer boom 
cycle. Specifically, India’s spending will likely be driven by its urban 
mass consumers (130 million plus with GDP-per-capita of $3,200) 
versus China, which was driven by a more upscale urban middle 

2 Data as at October 7, 2015. Source: IMF, Haver Analytics. 

class that drove spending from 2002-20123. In fact, India’s urban 
middle class ($11,000 GDP-per-capita annual income) is now just 27 
million, or just two percent of the population, compared to 150 million 
in China, according to the investment bank Goldman Sachs.

To be sure, not everything is headed in the right direction in India. 
There are certainly growing concerns about Pakistan from a secu-
rity perspective as well as disappointment surrounding the failure 
of the land bill. Also, there is some handwringing over whether the 
new head of the Reserve Bank of India, Urjit Patel, will succumb to 
pressure from other parts of the government. That said, compared to 
what we see in many other economies, India stands out for its rela-
tively benign outlook as well as the fact that, with its large consumer 
economy, the country is dependent primarily on itself for success 
versus having to rely on the rest of the global economy for growth.

EXHIBIT 27

India Has a High Cost of Equity…
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US 10 Yr 
Tsy Yield

India CDS 
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India INR 
Bond Yield

+ Equity 
Risk 

Premium

Cost of 
Equity

India: Cost of Equity

+600-700bp

+130bp

+390bp

Data as at September 28, 2016. Source: Bloomberg. 

3 Ibid.2.

“ 
We think that investors should 
be selectively allocating more 

financial and human resources to 
uncovering opportunities in both 
the equity and fixed income sides 
of this asset class in EM during 

the next three to five years 
“
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Second, similar to our last trip, we think that, all else being equal, 
debt appears more attractive than equities in India. In particular, we 
continue to see a burgeoning opportunity across performing private 
credit, and we do wonder why more investors — many of whom are 
aggressively increasing allocations to liquid EM corporate debt — are 
not looking towards the private credit markets. If either the U.S. or 
Europe is any proxy, then we think this transition/growth could sur-
prise market participants sooner than expected.

EXHIBIT 28

...But Private Debt Probably Provides the Best Risk-
Adjusted Return
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Sovereign 
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India: Cost of Debt

+920bp

+130bp

+390bp

Data as at September 28, 2016. Source: Bloomberg.

Regional risks include China’s private TMT sector as well as over-
reach risk by Bank of Japan. After a long series of high level meet-
ings across both the public and private sector, we came away think-
ing about three risks that may not be fully appreciated by investors. 
First, given the rush of high net worth and speculative institutional 
money into private investments in China (particularly around the 
New Economy) during recent quarters, it is clear to us that — similar 
to what happened in the U.S. — private growth investing in China is 
likely overheated, suggesting lower valuations are now in store for 
many private, IPO-seeking companies. In some instances we think 
that valuations need to fall at least 20-30% before either a new 
round of capital or an IPO could be considered. If we are right about 
our concerns, then it would be somewhat ironic, as the large majority 
of investors with whom we speak actually seem much more worried 
about the Chinese public equity market, despite many stocks in the 
public indexes currently trading at single-digit multiples.

EXHIBIT 30

The Chinese Government Is Using the Offshore 
Overnight Rate to Periodically Cool Speculation

-4

0

4

8

12

16

20

24

The HICHON Index (CNH Hibor)

66.82

Data as at September 30, 2016. Source: Bloomberg. 

EXHIBIT 29

If Underwritten Properly, Private EM Debt Screens Quite Attractively, Relative to Liquid Corporate EM Debt
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Second, there was again concern from the “Authorities” with whom 
we spoke that the Chinese government is still not willing to make the 
hard changes required to structurally improve its outlook. Indeed, 
during our visit we really just heard more about how recent stimu-
lus will revive China’s stock market in the near term, not concrete 
plans to curb credit growth and/or clamp down on fixed investment 
excesses. In fact, China is actually moving in the opposite direction 
with many of its policies, including a recent surge in fiscal stimulus. 
All told, China is now outlaying 11-13% of GDP on government and 
regional spending, which dwarfs almost anything we have seen in 
the past. One can see this in Exhibit 31. As Exhibit 32 shows, infra-
structure remains the primary beneficiary of this most recent surge 
in government spending.

EXHIBIT 31

China Is Now Running a Deficit of Between 11-13% 
of Its GDP Because of Heavy Central and Regional 
Government Spending…
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Off-budget deficit Augmented fiscal deficit

Official fiscal deficit

Data as at August 31, 2016. Source: CEIC, Wind, Goldman Sachs Global 
Investment Research.

EXHIBIT 32

…Which Likely Contributed to a Rebound in Infrastructure 
Investment This Year
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Data as at August 31, 2016. Source: China National Bureau of Statistics, 
Haver Analytics. 

In addition, the government is trying to improve the cost of capital for 
the corporate sector quickly by allowing more capital to flow towards 
key areas of the economy. For example, the government recently 
allowed Chinese insurance companies to start to buy high dividend 
yielding equities in Hong Kong, which we believe has materially 
boosted valuations for financial services companies, particularly 
ahead of important capital raising exercises in its banking sector. 
By comparison, we heard little about tightening policies around NPL 
recognition or improving lending standards.

No doubt, all the aforementioned tactical shifts by the government 
are near-term positive developments for China’s capital markets and 
the country’s GDP growth rate. However, we think more structural 
work needs to be done, particularly if China wants to grow its capital 
markets (which we think is necessary to offset intensifying capital 
flight). To this end, we think it would be good for a few state-owned 
enterprises to be restructured with the help of outside investors.  A 
similar story holds true in the market for non-performing loans. Our 
bottom line: to really attract the sticky capital required to cleanse the 
heavily indebted corporate sector, we believe more transparency and 
more structural reform is needed. 

Third, there is a growing concern that Japan’s monetary policy may 
ultimately backfire. Just consider that Japan’s central bank already 
holds QE assets equal to 90% of GDP (and it is still adding assets at 
the pace of roughly 16-17% of GDP per year), that the Bank of Japan 
currently buys almost 100% of gross issuance, and it already owns 
38% of the entire JGBs in the market4. So, on the one hand, if the 
Bank of Japan slows its buying, the growth in the aggregate mon-
etary base would slow, which would be viewed negatively for future 
growth prospects. On the other hand, if the Bank of Japan does not 
slow down purchases, then it will essentially own the whole market 
within a few years. Frankly, we worry more about the latter outcome 
than the former because it would underscore that Japan had done 

4 Data as at September 30, 2016. Source: Bank of Japan, Haver Analytics. 

“ 
We continue to see a burgeoning 
opportunity across performing 

private credit, and we do wonder 
why more investors — many of 

whom are aggressively increasing 
allocations to liquid EM corporate 
debt — are not looking towards the 

Indian private credit markets 
“
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everything it could to re-ignite its economy using monetary stimulus 
and it was still not working. Either way, it is clear that we are reach-
ing the limits of monetary policy from a variety of vantage points 
in Japan at this point in the cycle. As in most countries we track, 
reforms tend to take longer to implement. However, in the case of 
Japan, the need for measures to improve productivity is more urgent 
than ever.

Section III: Conclusion

Our recent trip to Asia underscored to us why Asia is one of the 
most dynamic regions—if not the most dynamic region—in the global 
economy. Why? Because beyond a rapidly changing macro outlook, 
the tools required to be a successful investor in Asia are changing 
too. For starters, traditional consumer penetration stories are now 
losing growth momentum, despite what we believe is full valuation 
in many instances. By comparison, after five years of no corporate 
earnings growth across Asia5, many large, diversified — and un-
derperforming in many instances — companies are ready to rethink 
their footprints and strategies. In our humble opinion, this change in 
corporate mindset in key markets such as Japan, India, and Korea 
represents a new and substantial opportunity, particularly for inves-
tors who are willing to take a more industrialist approaches to their 
ownership stakes. 

There is also a new and growing opportunity for leading Asian cor-
porations that are looking to expand abroad against the backdrop of a 
slower Chinese economy. Finally, with GDP-per-capita still growing 
at high single digits or better across China, India, and Indonesia, we 
think that demand for value-added services, including food safety, 
healthcare services, and media still could have meaningful upside. 
To be sure, our high conviction about investment opportunities in 
the higher value-added areas of the emerging Asian economy is not 
“new” news, but solidly rising GDP-per capita in many of the areas 
that we visited only reinforces our conviction.

Given the dynamic nature of the region, there are also important risks 
to consider. In our view, China is still clearly growing its debt levels 
at too rapid a clip, and its private TMT sector appears somewhere 
between modestly and massively overvalued. Meanwhile, in Japan, 
its central bank appears to be getting close to reaching its limits, 
something that many investors have never even had to ponder be-
fore. We also think that geopolitical flare-ups across India, China, and 
Japan are likely to gain more momentum in the coming quarters.

Overall, though, we left Asia with the sense that — in today’s low 
rate, low growth environment that defines the asynchronous global 
economy in which we operate — both public and equities and parts 
of private credit are likely to deliver above-average returns over the 
next three to five years for global investors, particularly those with 
broad mandates and multiple touch points in the region. If we are 
right, then we are in the early innings of a notable change in flows 
and performance that all global investors may want to incorporate 
into their thinking.

5 Data as at September 30, 2016. Source: Factset Aggregates.
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Important Information

References to “we”, “us,” and “our” refer to Mr. McVey 
and/or KKR’s Global Macro and Asset Allocation team, as 
context requires, and not of KKR. The views expressed 
reflect the current views of Mr. McVey as of the date 
hereof and neither Mr. McVey nor KKR undertakes 
to advise you of any changes in the views expressed 
herein. Opinions or statements regarding financial 
market trends are based on current market conditions 
and are subject to change without notice. References to 
a target portfolio and allocations of such a portfolio refer 
to a hypothetical allocation of assets and not an actual 
portfolio. The views expressed herein and discussion of 
any target portfolio or allocations may not be reflected 
in the strategies and products that KKR offers or invests, 
including strategies and products to which Mr. McVey 
provides investment advice to or on behalf of KKR. It 
should not be assumed that Mr. McVey has made or will 
make investment recommendations in the future that are 
consistent with the views expressed herein, or use any 
or all of the techniques or methods of analysis described 
herein in managing client or proprietary accounts. Fur-
ther, Mr. McVey may make investment recommendations 
and KKR and its affiliates may have positions (long or 
short) or engage in securities transactions that are not 
consistent with the information and views expressed in 
this document.

The views expressed in this publication are the personal 
views of Henry McVey of Kohlberg Kravis Roberts & Co. 
L.P. (together with its affiliates, “KKR”) and do not nec-
essarily reflect the views of KKR itself or any investment 
professional at KKR. This document is not research and 
should not be treated as research. This document does 
not represent valuation judgments with respect to any 
financial instrument, issuer, security or sector that may 
be described or referenced herein and does not repre-

sent a formal or official view of KKR. This document is 
not intended to, and does not, relate specifically to any 
investment strategy or product that KKR offers. It is be-
ing provided merely to provide a framework to assist in 
the implementation of an investor’s own analysis and an 
investor’s own views on the topic discussed herein.

This publication has been prepared solely for informa-
tional purposes. The information contained herein is 
only as current as of the date indicated, and may be 
superseded by subsequent market events or for other 
reasons. Charts and graphs provided herein are for 
illustrative purposes only. The information in this docu-
ment has been developed internally and/or obtained 
from sources believed to be reliable; however, neither 
KKR nor Mr. McVey guarantees the accuracy, adequacy 
or completeness of such information. Nothing contained 
herein constitutes investment, legal, tax or other advice 
nor is it to be relied on in making an investment or other 
decision.

There can be no assurance that an investment strategy 
will be successful. Historic market trends are not reliable 
indicators of actual future market behavior or future per-
formance of any particular investment which may differ 
materially, and should not be relied upon as such. Target 
allocations contained herein are subject to change. 
There is no assurance that the target allocations will 
be achieved, and actual allocations may be significantly 
different than that shown here. This publication should 
not be viewed as a current or past recommendation or a 
solicitation of an offer to buy or sell any securities or to 
adopt any investment strategy.

The information in this publication may contain projec-
tions or other forward‐looking statements regarding 
future events, targets, forecasts or expectations regard-
ing the strategies described herein, and is only current 

as of the date indicated. There is no assurance that such 
events or targets will be achieved, and may be signifi-
cantly different from that shown here. The information in 
this document, including statements concerning financial 
market trends, is based on current market conditions, 
which will fluctuate and may be superseded by subse-
quent market events or for other reasons. Performance 
of all cited indices is calculated on a total return basis 
with dividends reinvested. The indices do not include 
any expenses, fees or charges and are unmanaged and 
should not be considered investments.

The investment strategy and themes discussed herein 
may be unsuitable for investors depending on their spe-
cific investment objectives and financial situation. Please 
note that changes in the rate of exchange of a currency 
may affect the value, price or income of an investment 
adversely.

Neither KKR nor Mr. McVey assumes any duty to, nor 
undertakes to update forward looking statements. No 
representation or warranty, express or implied, is made 
or given by or on behalf of KKR, Mr. McVey or any other 
person as to the accuracy and completeness or fairness 
of the information contained in this publication and 
no responsibility or liability is accepted for any such 
information. By accepting this document, the recipient 
acknowledges its understanding and acceptance of the 
foregoing statement.

The MSCI sourced information in this document is the 
exclusive property of MSCI Inc. (MSCI). MSCI makes no 
express or implied warranties or representations and 
shall have no liability whatsoever with respect to any 
MSCI data contained herein. The MSCI data may not be 
further redistributed or used as a basis for other indices 
or any securities or financial products. This report is not 
approved, reviewed or produced by MSCI.
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