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KEY MACROECONOMIC 
DEVELOPMENTS

•  While advanced economies will struggle with aging, 
 demographics are conditional on education in 
 emerging markets
•  India’s cyclical downturn is set to continue in the 
 immediate future, as the government runs low on 
 policy ammunition
•  Hong Kong’s woes do not imply a decline in the 
	 city’s	status	as	a	financial	center,	at	least	in	the	short	
 to medium term

This month, we take a very long view and explore the 
effects of demographics, and what changes on this front 
portend for economic prospects. We also return to India, 
in light of the summer’s elections, and raise some red 
flags	about	the	economy’s	cyclical	weakness.	Finally,	we	
close with some developments closer to home, looking 
at	how	Hong	Kong’s	future	as	a	financial	center	may	(or	
may	not)	be	undermined	by	the	recent	political	unrest.

GLOBAL: DEMOGRAPHICS MATTER, 
BUT DEMOGRAPHY AIN’T DESTINY

There	are	now	7.7	billion	souls	inhabiting	this	third	
rock	from	the	sun	(see	what	we	did	there?).	By	the	
turn of the century—admittedly, still a long fourscore 
years	away—this	number	is	expected	to	balloon	to	11	
billion,	with	a	large	share	of	new	births	located	on	the	
African continent. Although population change is a 
slow-moving	phenomenon	(and	hence	often	neglected	
by	fast-reacting	markets),	the	relative	certainty	of	
demographic developments—and their conditioning 
effect	on	all	manner	of	economic	behavior—means	that	
we cannot ignore the import of demographics for macro 
fundamentals. Accordingly, in this issue we dive into the 
topic of demographics, and especially how
demographic developments are set to alter the long-

term growth prospects of economies worldwide, and in 
turn the relative performance of their assets.

It	is	probably	worth	starting	with	the	important	caveat	
that demographics are so slow-moving that they are 
generally far removed from the day-to-day drivers 
of market pricing, as well as the prognostications of 
most analysts. And even for a long-term investor, 
demographic changes tend to grind along so sluggishly 
that even a known demographic shock would only 
show up in real economic activity far into the future. 
The upshot of this glacial movement, then, is that 
investors with a longenough horizon have plenty of 
time to ponder and incorporate their views of how 
demographics	can	influence	growth	and	price	action	
(of	course,	this	conversely	means	that	many	such	
long-term	movements	must	already	be	priced	into	the	
longer-run trends of asset prices).

Another	important	qualification	to	keep	in	mind—one	
that	we	had	previously	flagged	when	discussing	Japan	
in a prior Outlook—is that while demography alters 
labour	force	growth	and,	hence,	the	headline	growth	
rate, it does not necessarily imply poorer per capita 
growth	performance;	indeed,	for	Japan’s	case,	per	
capita income growth has continued to expand, and 
when	normalised	to	the	post-crisis	period,	Japanese	
incomes have overtaken that of almost all OECD 
economies. That said, asset class performance is far 
more dependent on headline GDP growth than that 
measured in per capita terms, and so we will continue 
to stress output performance according to this metric.

If there is one major message from the likely evolution 
of demographics over the recent past—and what is 
likely to continue to play out in the decades to come—it 
is that the world, as a whole, is getting older. When 
we examine the so-called population pyramid—the 
stacking	of	the	share	of	males	and	females	globally	
by	10-year	age	band—it	is	clear	that	this	pyramid	has	
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Importantly, this is the case not just when we consider 
the	global	population	as	a	whole,	but	also	when	we	
slice	across	regions.	By	and	large,	the	share	of	those	
above	65	in	the	population,	relative	to	the	working-
age	population	of	those	between	15	through	64—a	
statistic known as the aged dependency ratio—is high 
and rising in East Asia, Eastern and Western Europe, 
and	North	America	(Fig.	B).	Latin	America	and	the	
Middle	East	and	North	Africa	is	also	graying,	albeit	at	
a slower pace. The only two major regions where the 
effects	of	aging	has	not	yet	bitten	is	South	Asia	and	
Sub-Saharan	Africa.	

The rising average age of the population is also 
evident when examining the share of the population 
that	is	below	15,	again	relative	to	the	working-age	
population	(known	as	the	youth	dependency	ratio).	
This is also comparatively lower in East Asia and 
advanced	economies,	reflecting	the	tendency	of	
households in these countries to produce less 
children. In extreme cases—such as the high-income 
countries	of	East	Asia	(a	double	whammy	of	factors	
associated	with	low	fertility),	the	number	of	total	births	
per	woman	has	fallen	to	close	to	one;	in	2017,	it	was	
1.1	in	Hong	Kong,	1.2	in	Singapore,	and	1.4	in	Japan,	
all	far	lower	than	even	China	(at	1.7),	and	in	spite	of	
latter’s infamous one-child policy.

Unsurprisingly, this has led to aggravated warnings 
of	civilisational	decline	and	panicked	responses	by	
national	policymakers	to	promote	larger	families	(or,	
at	least,	elevate	fertility	back	toward	the	replacement	
rate	of	about	2.2).	In	spite	of	millions	upon	millions	
thrown	at	the	problem,	though,	most	governments	
have failed to move the needle much. While this 
may	be	distressing	for	the	future	viability	of	specific	
economies, for investment purposes it does offer a 
certainty	that	is	valuable	for	gauging	the	viability	of	
long-term exposures.

And	how	might	the	demographic	future	play	out?	
With populous East Asia leading the vanguard of 
the	emerging-market	(EM)	slowdown,	the	most	likely	
outcome	is	a	stabilisation	of	the	global	population	

become	much	wider	in	the	middle	ranges,	reflecting	
the	combination	of	improved	life	expectancy	along	
with	the	bulge	from	the	post-war	baby	boomer	
generation	(Fig.	A).	This	reality	of	an	aging	world	is	
also	captured	by	rising	the	median	age	of	the	world	
citizen:	it	currently	stands	at	31	years,	up	from	26	
at	the	turn	of	the	past	millennium,	and	significantly	
higher	than	the	23	years	prevailing	in	the	1960s.

“ With populous East Asia 
leading the vanguard of the 
EM slowdown, the most likely 
outcome is a stabilisation of 
the global population share 
among EMs in the second 
half of the century. ”

PERCENT	MALE

Source:	Thirdrock	calculations,	from	UN	Population	Statistics	(2017)
Notes:	Estimates	of	2020	population	by	gender	for	world,	collapsing	
5-year	into	10-year	bands.

FIG. A: UNLIKE A HALF-CENTURY AGO, THE 
GLOBAL POPULATION PYRAMID IS BECOMING 
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share among EMs, although this will only occur in the 
second	half	of	the	century	(Fig.	C).	In	the	meantime,	
EMs	will	ride	the	continued	population	boom	from	
South	Asia	and	Africa	to	grow	its	population	from	the	
current	4.3	billion	to	5.7	billion	by	the	middle	of	the	
century.	Developed	markets	(DM),	in	contrast,	will	
continue	to	lose	population,	to	the	order	of	120	million	
people over the same time period.

This	is	not	the	only	possible	trajectory,	of	course.	In	
high variants of projections, DMs may end up growing, 
although in those instances the concomitant increase 
in EM population would more than swamp any such 
increase, leading to an even more disproportionate 
representation	of	EMs	in	the	global	population	share	
(of	course,	EMs	need	not	remain	EMs	forever,	and	the	
manner	by	which	we	hold	these	categories	constant	
over the span of eight decades is somewhat contrived; 
all this simply stresses the need to treat investment 
opportunities in economies and markets as they are, 
rather	than	subject	to	income	group	distinctions,	
except for the purposes of expositional ease). In most 
scenarios, then, the demographic drag will certainly 
operate more for high-income rather than developing 
countries, which is a result entirely consistent with the 
demographic transition.

Given the importance of East Asia and Europe as 
front	runners	in	the	global	demographic	picture,	it	
is worthwhile taking a closer look at how changing 
demographics will alter growth outcomes in these 
regions.	We	begin	with	China,	not	just	because	of	its	

relative	importance	but	also	because	its	demographic	
pattern encapsulates what will play out all across East 
Asia, except that it is happening in an accelerated 
fashion	in	the	Middle	Kingdom	(mainly	because,	
despite having come late to the game in terms of its 
relative economic slowdown, its old-child policy will 
accelerate	its	unfolding,	now	that	it	has	finally	arrived.

China	probably	reached	its	peak	labour	force	a	
few	years	ago.	From	here	on	out,	its	working-age	
population	will	cease	to	contribute	positively	to	GDP	
growth,	but	instead	serve	as	a	millstone	around	
any	further	expansion	of	potential	output	(Fig.	D).	
Of course, with educational attainment still lagging 
behind	those	of	its	higher-income	neighbours,	
China	can	lean	on	increasing	the	average	number	
of years of schooling in its workforce, as a means of 
mitigating the demographic drag. This will prove to 
be	sufficient	enough	to	preclude	any	actual	negative	
contribution	from	human	capital—at	least	for	the	next	
decade	or	so—but	the	days	when	both	education	
and demographics worked in tandem to supercharge 
growth	are	now	firmly	in	the	past.	By	2030,	however,	
we	should	expect	human	capital	to	provide	a	boost	
to	GDP	of	around	0.1	percent	at	best;	while	not	
negative,	this	is	basically	a	rounding	error	in	terms	of	
its	contribution.

DM

EM

Source:	Thirdrock	calculations,	from	UN	Population	Prospects	(2017).
Notes:	DMs	(EMs)	represent	more	(less)	developed	regions,	according	
to	the	UN	classification.	The	upper	dashed	(lower	dotted)	lines	for	each	
group represent the high and low variants, while the hollow middle line 
the medium variant, of UN population scenarios.
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Unfortunately,	there	will	be	little	relief	for	the	Euro	
Area that comes from technological improvements, 
given	the	sharp	slowdown	in	the	contribution	of	
total factor productivity since the region’s post-crisis 
double-dip	recession.	Taken	together,	potential	output	
growth	is	expected	to	be	well	below	one	percent	
per	year.	Regular	readers	of	this	Outlook	will	not	be	
surprised	by	this	dismal	projection,	although	it	should	
be	clear	from	our	treatment	here	that	there	is	little	by	
way	of	either	immigration	policy	(even	inflows	as	large	
as those that caused the sociopolitical dislocations 
over	the	migrant	crisis	of	2015–16	are	only	a	drop	
in	the	bucket	for	the	region-wide	labour	force),	or	
education	policy	(as	discussed	above).

This does not necessarily mean that investors should 
rule out European exposure entirely in the long run. 
Ultimately, the performance of European corporates 
will	come	down	to	the	extent	to	which	these	firms	also	
maintain	a	global	presence,	and	especially	the	share	
of their total sales which accrue to foreign sources. 
What	it	does	mean,	however,	is	that	a	broad-based	
index strategy for Europe might not offer as high 
returns	as	one	that	is	more	discriminating	about	the	
choices over European exposures.

Does	this	mean	that	EMs	in	Africa,	South	Asia,	and	
the	Middle	East	are	set	to	reap	all	the	benefits	of	
impending	demographic	changes?	Hardly	so,	not	
least	because	the	growth	of	the	labour	force	is	only	

Importantly, the silver economy for China may 
not	offer	the	same	sorts	of	investment	benefits	as	
that	which	Japan	(or	other	advanced	East	Asian	
economies	like	South	Korea	or	Singapore)	offered,	
because	China	still	lacks	a	large-enough	middle	class	
with the sort of social protection and private insurance 
systems that would afford the sort of high-margin 
health-related	expenditures	that	would	boost	the	
bottom	lines	of	healthcare	and	pharmaceutical	firms	
providing those goods and services. Rather, garnering 
profitable	investments	would	require	identifying	
firms	that	can	cater	to	broad-based	medical	goods	
and	services,	and	especially	those	who	are	able	to	
secure a preferred-provider tie-in with municipal and 
provincial governments.

Elsewhere in high-income East Asia, exposures 
would	be	more	aligned	with	domestic	and	regional	
pharma and healthcare plays similar to what we 
observe	in	advanced	industrialised	countries.	
Equities of this nature would already have priced in 
this	thinking,	of	course,	but	short-term	weakness	in	
the overall market—as is the case now, due to the 
gloom surrounding the trade war and its impact on 
the region’s companies—may offer opportunities for 
picking	up	relative	bargains.

If the room for exploiting demographic changes in 
East Asia seems narrow, it is even worse in Europe. 
Like	East	Asia,	the	peak	in	the	labour	force	for	the	
region	occurred	around	2017,	and	from	there	on	
out	the	speed	of	population	aging	for	a	number	of	
Western	European	economies	will	be	even	more	
severe than in Asia, and especially in Germany. 
Moreover,	the	reduced	contribution	from	labour	force	
growth	in	overall	human	capital	cannot	be	offset	that	
easily	by	increases	in	schooling	attainment,	since	
Europe already enjoys a highly-educated population. 
Consequently,	human	capital	growth	will	become	a	
severe headwind for the region in a few years, and 
turning	solidly	negative	before	2030	(Fig.	E).

FIG. E: THE DEMOGRAPHIC DRAG WILL BE EVEN 
MORE SEVERE IN THE EURO AREA, WITH LESS 
OFFSET FROM EDUCATION
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“ The silver economy for 
China may not offer the same 
sorts of investment benefits 
as that which Japan offered, 
because China still lacks a 
large enough middle class. ”
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one	of	many	contributors	to	growth.	The	potential	
for intervening factors to offset demographicallyled 
slowdown	has	already	been	discussed	for	the	case	
of	China	(specifically,	via	improving	educational	
attainment), and one reason why we are not entirely 
dismal	about	Japan’s	longer-run	prospects—at	least	
relative	to	Europe—is	because	while	the	former’s	
labour	force	trajectory	is	worse,	it	has	sufficient	
national savings and international investments to 
repatriate	capital	when	necessary,	and	thereby	lend	
additional growth support via further physical capital 
accumulation	(indeed,	this	capital-labour	substitution	
process	has	already	been	in	motion	since	the	1990s).

On	the	flip	side,	this	is	the	reason	why	the	oft-
promised “demographic dividend” is sometimes 
elusive; countries such as India and Nigeria may have 
robust	population	growth,	but	policy	is	sorely	needed	
to	transform	the	raw	tide	of	labour	into	the	sort	of	
high-skilled, productive workers needed to operate the 
sorts of equipment employed in modern manufacturing 
processes, or to provide high-quality medical or 
technological service support. The failure in the past 
of many developing economies to adequately raise 
the	human	capital	of	their	labour	force,	along	with	
limited access to investment capital, was what often 
kept them from turning themselves into advanced 
economies	in	the	first	place.And	this	is	setting	
aside	the	additional	disconnect	between	economic	
performance and asset returns, at least in the  
shorter run.

In	the	final	analysis,	we	would	advise	caution	when	
it comes to the more cavalier extrapolations of 
demographic destinies into investment returns. There 
is	a	relationship	between	equity	valuations	and	
demographic	aging	(Fig.	F),	but	this	is	a	weak	and	
statistically	insignificant	one.	The	better	strategy,	in	
our view, is to treat demographic changes as one of 
many inputs that condition the economy’s the longer-
run trend growth, and assess investment opportunities 
on	the	basis	of	the	usual	top-down	and	bottom-up	
metrics for valuation and attractiveness.

FIG. F: THERE IS A POSITIVE RELATIONSHIP 
BETWEEN VALUATIONS DEMOGRAPHIC DRAG, 
BUT THIS EFFECT IS WEAK AND INSIGNIFICANT
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INDIA: A TRICKY CLIMB DOWN 
FROM THE ELEPHANT

The	economic	backdrop	surrounding	the	first	Modi	
administration	had	been,	if	nothing	else,	unnecessarily	
tumultuous	(even	exempting	the	political	environment,	
which	one	could	argue	has	been	equally	fraught).	In	
2016,	the	government	announced	the	demonetisation	
of	relatively	smalldenomination	INR	500	and	1,000	
banknotes—comprising	about	86	percent	of	cash	in	
circulation—in	an	ostensible	effort	to	curb	counterfeiting	
and	wrangle	back	evaded	taxes.	In	July	the	following	
year, the government rolled out the long-awaited goods 
and	services	tax	(GST),	but	likely	political	compromises	
resulted	in	a	relatively	complex	five-tier	system,	with	
multiple exemptions. Perhaps most pertinent, the 
Indian	economy	has	been	unsuccessful	at	job	creation	
for	its	large,	mostly	lowskilled	labour	force;	the	pace	
of industrialisation remains anemic for an economy of 
India’s level of income.

The evaluations that have since emerged over these 
major	policy	initiatives	have	not	been	flattering.	Virtually	
all	of	the	demonetised	banknotes	were	eventually	
converted	into	new	bills,	giving	lie	to	the	claim	that	
this	would	serve	to	flush	out	tax	dodgers;	this	came	
at the cost of an estimated 2 percentage-point loss 
in fourth-quarter GDP that year, and potentially 
derailing	an	otherwise	robust	economic	expansion.	
The	GST	has	been	criticized	as	imposing	substantial	
costs	for	small	businesses,	and	significantly	more	
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FIG. G: AFTER OUTPACING CHINESE GROWTH 
SINCE MID-2015, INDIA HAS UNDERGONE A 
SIGNIFICANT SLOWDOWN

IMPORTS

FIXED	INVESTMENT
GOVERNMENT	EXPENDITURE

Source:	Thirdrock	calculations,	from	Thomson	Reuters	Eikon	and	
Datastream.
Notes:	YoY	GDP	growth	computed	from	quarterly	constant-price	
GDP data.
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Furthermore,	even	though	India	is	not	a	
manufacturing	powerhouse	by	any	stretch	of	
the	imagination,	industrial	production	(IP)	is	
nevertheless	an	important	driver	in	a	number	of	
states, and the slowdown in manufacturing—
largely	due	to	the	electronics	cycle	but	
exacerbated	by	trade	tensions—that	has	already	
cast a gloom across Asian economies now 
threatens to infect India as well. While IP growth 
at the nationwide level has remained in positive 
territory	this	year,	YoY	growth	rates	have	fallen	to	
around	half	that	prevailing	in	2018.

Sales	figures,	another	key	short-term	metric	of	
the	state	of	the	business	cycle,	have	offered	little	
encouragement. Although economy-wide sales 
data	are	generally	unavailable,	analysts	have	
often	looked	to	passenger	vehicle	sales	figures	
as	a	proxy	gauge.	And	on	that	front,	the	numbers	
have	been	dismal;	car	sales	collapsed	around	
the middle of last year, and to date, sales are 
contracting	in	the	order	of	20	percent	relative	to	a	
year ago.

Even the primary sector, which continues to 
comprise	a	significant	chunk	of	the	Indian	
economy,	cannot	quite	cut	a	break.	A	disappointing	
monsoon season has meant reduced sowing of 
the major agricultural crops, with declines virtually 
across	the	board,	from	rice	to	cotton	to	jute.	

complicated	(and	costly)	to	administer	in	comparison	
to	other	comparable	systems.	And	the	premature	
deindustrialisation of the Indian economy—and 
reliance	on	exportable	services	as	the	primary	driver	
of	economic	activity	and	job	formation—has	a	mixed	
record,	and	one	that	has	not	been	associated	with	
much demonstrated success. After all, the East Asian 
miracle economies, including China, went on the tried-
and-true	path	of	shifting	their	agrarian	economies	first	
toward low-wage manufacturing, then moving up the 
value-added ladder of industrialisation through export 
diversification,	before	consolidating	their	services	
sectors	(of	course,	we	should	add	that	some	of	the	
Modi	government’s	economic	policies	have	been	
assessed more positively; for instance, the Clean India 
Program—a campaign to improve the cleanliness of 
infrastructure	nationwide—have	garnered	measurable	
improvements).

These policy shocks notwithstanding, earlier this 
year voters chose to return Narendra Modi and his 
Bharatiya	Janata	Party	(the	Indian	People’s	Party,	
or	BJP)	to	an	even	larger	majority	in	the	Indian	
parliament,	thereby	handing	him	stewardship	over	the	
world’s second-largest developing country for another 
five	years.	So	it	is	perhaps	opportune	for	us	to	return	
to	the	topic	of	Indian	macro	performance	(which	we	
last touched on in an Outlook released at the end 
of	2018),	this	time	with	more	attention	to	the	cyclical	
dynamics of the Indian economy thence.

As alluded to earlier, the Indian economy has  
not performed up to expectations. It surrendered  
its “fastest growing major EM” title to an also-slowing 
China	earlier	this	year	(Fig.	G),	and	there	are	 
few	indications	that	this	slide	will	be	arrested	any	 
time	soon.	To	be	clear,	we	are	not	suggesting	that	
India will careen into recession; merely that the 
promise of repeated over-eight percent growth 
numbers—a	promise	so	many	Indians	that	elected	 
the chief minister of Gujarat had hoped would translate 
to	the	broader	economy—remains	unfulfilled.	Still,	 
the	fact	remains	that	growth	downshifted	from	6.6	
percent	on	a	year-on-year	(YoY)	basis	in	the	final	
quarter	of	2018,	to	5.8	percent	in	the	first	quarter	
of	2019,	to	5.0	percent	in	the	second,	in	spite	of	
increases in government spending that is typical in a 
pre-election period.
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FIG. H: PRICE INFLATION HAS CONVERGED ACROSS 
THE MAJOR EMS, BUT INDIA'S HAS PICKED UP AND 
REMAINED ELEVATED THIS YEAR

IMPORTS

FIXED	INVESTMENT
GOVERNMENT	EXPENDITURE

Source:	Thirdrock	calculations,	from	Thomson	Reuters	Datastream.
Notes:	YoY	inflation	of	the	monthly	headline	and	core	(excluding	food	and	
energy)	consumer	price	indexes.	Core	inflation	for	India	not	available.

P
R
IC
E
	IN

FL
AT

IO
N
	(%

)

10

8

6

4

2

0

-2

NOV-15 JUL-16 MAR-17MAR-16 NOV-16 JUL-17 NOV-17 MAR-18 JUL-18

Russia
(headline)

Brazil

China
(headline) China	(core)

Russia	(core)

Yet	even	as	growth	is	spiraling	downward,	inflation	
has not relieved all that much. Among the major 
EMs, India is the only economy where headline 
prices have actually picked up over the past few 
months, rather than converging down like the rest of 
the	group	(Fig.	H).	The	latest	inflation	prints	indicate	
a	stabilisation	around	the	low	3s,	and	while	this	is	
certainly	better	than	the	economy’s	historical	inflation	
record,	the	rising	trend	leaves	the	central	bank	with	
the distasteful choice of slashing interest rates—on 
the	basis	that	inflation	remains	below	the	target	of	
4.8	percent—even	as	inflationary	pressures	appear	
to	be	building,	rather	than	diminishing.	Set	against	
renewed	questions	about	the	true	independence	of	
the	institution	(the	Reserve	Bank	of	India,	or	RBI,	has	
rapidly dispatched two governors over the past three 
years,	and	the	current	appointee,	Shaktikanta	Das,	
hails	from	the	administrative	service	rather	than	being	
a trained economist).

“ This leaves investors 
in the uncomfortable 
position of choosing 

between a solid 
trajectory for Indian 
growth in the longer 

run, versus the 
nagging sense that 

the economic situation 
could go south in the 

near term. ”

Besides,	the	Reserve	Bank	will	need	to	carefully	
navigate an easier monetary policy against its need to
rein	in	credit	growth,	to	promote	financial	stability	in	
a	banking	system	that	has	gone	through	significant	
restructuring in recent years to shore up its 
nonperforming	loan	(NPL)	problem.	This	NPL	issue	
is	proving	especially	intractable,	given	how	it	is	a	
problem	for	not	just	the	large	public-sector	banks;	
bad	debt	plagues	private	sector	banks	and	shadow	
financial	institutions	as	well.	This	ambivalence	is	
evident from patterns in the money supply, which has 

gyrated	up	and	down	since	2014	(Fig.	I).	This	volatility	
has passed on through to credit growth, which has 
fluctuated	in	a	similar	fashion.	Credit	expansion	
appears	to	be	in	a	downswing	at	the	moment,	
which	could	prove	to	be	an	additional	hurdle	for	the	
weakening economy.

FIG. I: INDIA'S SHORT-RUN OUTLOOK REQUIRES A 
CAREFUL BALANCE BETWEEN CREDIT CREATION 
AND REINING IN ERRANT BANKS
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Source:	Thirdrock	calculations,	from	OECD	MEI/Datastream.
Notes:		MA(4)	of	seasonally-adjusted	QoQ	period	average	of	M3	
money supply growth.
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With the rupee already far weaker than it was since 
the	peak	in	2018,	there	appears	to	be	little	policy	
room	beyond	utilising	the	remaining	levers	of	fiscal	
policy. Accordingly, the Modi government unveiled 
a	corporate	tax	cut	in	late	September,	slashing	the	
rate	to	15	and	22	percent	for	new	and	existing	firms,	
respectively	(from	30	percent	previously).	While	such	
structural reform is welcome, it occurs in a setting 
where the economy is already struggling with twin 
deficits	from	both	the	fiscal	and	current	accounts	
(Fig.	J).	Unless	this	action	unleashes	a	spurt	of	
growth—an unlikely proposition in our view—this 
would	put	paid	to	the	IMF’s	previous	projection	of	an	
improving	(cyclically-adjusted)	fiscal	balance,	and	the	
improvement	in	the	public	debt	position	that	would	
accompany such an improvement.

This	leaves	investors	in	the	uncomfortable	position	of	
choosing	between	what	has	been	a	fine	growth	record	
over the past decade, along with a solid trajectory for 
growth in the longer run, versus the nagging sense 
that the economic situation could go south in the near 
term. Most investors have chosen the latter sentiment, 
and	this	has	been	reflected	in	both	equities—the	
rupee	has	held	the	undesirable	title	of	Asia’s	worst-
performing	currency,	while	the	Sensex	is	among	the	
worstperforming among the major EMs this year. Add 
the	likely	increase	in	the	debt	burden	in	the	years	
ahead,	it	will	not	be	surprising	if	returns	from	fixed	
income	joins	that	of	equities	and	FX	soon.

FIG. J: INDIA HAS ROUTINELY STRUGGLED WITH 
A TWIN DEFICITS PROBLEM, AND THIS DOES NOT 
LOOK TO RESOLVE ITSELF SOON
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HONG KONG: THE HARBOUR 
REMAINS A FRAGRANT PORT FOR 
CHINESE CAPITAL

Looking	at	Hong	Kong	today,	people	often	forget	how	
extraordinary	the	city’s	rise	actually	was.Between	the	
1961	to	just	prior	to	the	Asian	financial	crisis	in	1997,	
the	Fragrant	Harbour	posted	an	average	growth	rate	
in the order of 7.3 percent per year. The city-state 
today is one of the richest economies in the world; its 
current	per	capita	income	of	$64,000	in	purchasing	
power parity terms represents a more than tenfold 
increase	(in	real	terms)	from	where	the	economy	stood	
in	the	1960s.Since	the	1980s,	this	growth	record	has	
been	accompanied	by	an	utter	transformation	of	the	
economy,	from	a	light	manufacturing-based	garment	
and textile exporter to a services powerhouse; the 
modern	Hong	Kong	economy	is	distinguished	by	
entertainment,	financial,	and	professional	services,	
which constitute 93 percent of the country’s GDP.

While	many	observers	have	often	attributed	Hong	
Kong’s rapid growth to its laissez faire approach to 
its economy, in reality, the government has always 
played an important facilitating role in its development, 
especially	in	terms	of	public	housing,	primary	and	
secondary education, infrastructure provision, 
and	land	reclamation	and	planning.	Undoubtedly,	
the simplistic characterisation often captures the 
imagination	of	those	who	have	an	axe	to	grind	about	
how Hong Kong’s future prospects are inherent tied 
to	its	status	as	a	free-market	bastion	(or	the	lessons	
beheld	for	the	rest	of	the	world).

Don’t get us wrong: allowing the people and 
businesses	of	Hong	Kong	to	flourish,	relatively	free	
to state intervention, has done wonders for the city-
state’s economic development, and is certainly a 
credible	model	for	other	economies—when	faced	
with	similar	constraints—to	emulate.	But	the	fact	
that the trio of other Newly Industrialised Economies 
(Singapore,	South	Korea,	and	Taiwan)	adopted	a	
much more state-led model for development, and 
found	success	that	way,	gives	lie	to	the	crude	belief	
that economic freedom is either a necessary or 
sufficient	condition	for	breaking	free	from	the	chains	
of underdevelopment. What is more, the argument is 
often extended to claims that political freedom and 
democratic	development	being	necessary	for	growth,	
even if the evidence for such a notion is often mixed 
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at	best	(if	push	comes	to	shove,	we	will	argue	instead	
for the importance of democracy in and of itself, and 
refine	the	proposition	that	growth	requires	democracy	
to	one	where	a	capable	and	responsive	state,	
consistently operating under the rule of law, is what is 
ultimately called for).

This	may	strike	one	as	an	academic	debate,	but	the	
importance	of	economic	and/or	political	freedom	
for growth has gained renewed currency in light 
of the wave of protests that have hit Hong Kong 
since	the	end	of	the	first	quarter,	and	escalating	
over the summer. Hong Kong’s economy—already 
experiencing	heightened	volatility	from	Sino-
American trade tensions and spillover effects of the 
global	manufacturing	downturn	over	the	course	of	
2018—slumped	in	the	second	quarter,	posting	a	-0.4	
quarter-on-quarter	(QoQ)	contraction	(the	equivalent	
YoY	rate	remained	in	positive	territory	but	slowed	to	
0.5	percent,	down	from	3.6	percent	over	the	same	
period	in	2018).	With	tourism—one	of	the	key	pillars	
of	Hong	Kong’s	economy—hit	hard	by	the	protests,	
it would not surprise us if the economy falls into a 
technical	recession	when	the	third	quarter	numbers	
are released.

Setting	such	politically-induced	growth	blips	aside,	
the more enduring concern has to do with whether 
political	risk	could	sour	Hong	Kong’s	status	as	a	global	
financial	center	and	safe-asset	harbour.	Here,	there	
are	troubling	signs	that	investors	have	become	less	
comfortable	with	the	city,	although	this	discomfort	is	
not	new.	The	financial	account	for	Hong	Kong	has	
typically	been	in	deficit	since	the	late	1990s—that	
is,	on	net,	reflecting	outflows—but	over	the	past	two	
years,	outflows	have	occasionally	spiked	to	levels	
comparable	to	those	experienced	by	the	economy	in	
the	run-up	to	the	global	financial	crisis	(Fig.	K).	Still,	
there	is	nary	a	discernable	downward	trend	over	the	
past few quarters, with the spikes often reversing from 
quarter to quarter.

This	view	is	further	corroborated	by	anecdotal	evidence	
that	Beijing	has	sought	to	stabilise	the	economic	
conditions	in	Hong	Kong	by	facilitating	financial	
flows	from	the	mainland	into	the	economy,	even	as	
some long-term holders exit. While some of the most 
adamant	commentators	have	pegged	Shanghai	and	
Shenzhen	as	the	country’s	financial	centers	of	the	
future,	our	sense	is	that	the	Party	is	reluctant	(and	
would	be	foolish)	to	let	such	an	economic	jewel	fade	
into irrelevance, inconvenient as the territory’s current 
political	environment	may	be.	This	support	from	
Chinese wealth will, in our view, more than compensate 
for	capital	flight	by	other	parties.

Thus, to the extent that the rife speculation over 
whether	Hong	Kong	is	losing	wealth	to	Singapore	
has	some	ring	of	truth	to	it,	the	effects	appear	to	be	
marginal.	Hong	Kong’s	financial	management	still	
has some oomph to it, at least for now. Whether 
this persists into the future, especially in light of the 
eroding	promises	from	Beijing,	is	the	relevant	question.	
We	wouldn’t	necessarily	bet	on	it,	but	we	wouldn’t	
prematurely write off Hong Kong, either.

FIG. K: FINANCIAL OUTFLOWS FROM HONG KONG 
HAVE ACCELERATED RECENRLY, REACHING 
LEVELS CLOSE TO THE POST-CRISIS PERIOD
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INVESTMENT TAKEAWAYS

Our extensive discussion of demographics in this 
issue	(hopefully)	clarifies	some	of	the	principles	
surrounding	our	longer-term	bullishness	toward	EM	
Asia	(both	larger	economies	such	as	China	and	
India, as well as smaller ones such as Indonesia 
and	Vietnam),	especially	vis-à-vis	the	EMs	of	Latin	
America	(exempting	Brazil,	for	reasons	we	had	
discussed	in	a	previous	Outlook).	It	also	clarifies	our	
tentative stance on taking on exposure in African 
frontier economies, except as perhaps a long-term 
speculative	bet.	Set	against	our	longer-run	bullishness	
toward Indian assets is our shorter run pessimism, 
and we would encourage investors to tread carefully 
there	for	the	next	year	or	two	(or	until	the	most	
problematic	banking-sector	challenges	are	resolved).	
Notwithstanding	the	recent	pullback,	we	retain	our	
view	of	remaining	long	(but	not	ultra-long)	duration	
on	U.S.	Treasuries,	paring	back	on	the	riskiest	U.S.	
credit,	and	taking	on	selective	exposure	to	fiscally-
sound	EMs	such	as	the	Czech	Republic	and	Korea.	
There	is	increasing	separation	between	Asian	EM	
equities insofar as the trade war is concerned, and we 
continue	to	think	that	beneficiaries	such	as	Thailand	
or	Vietnam	represent	attractive	hedges,	although	the	
risks	of	an	abrupt	shift	in	American	trade	bazookas	
toward	these	economies	cannot	(alas)	be	ruled	out.

The author Jamus Lim is Economist at Thirdrock 
Group. A former lead economist at Abu Dhabi 
Investment Authority and senior economist at the 
World Bank, Jamus is also currently an Associate 
Professor at ESSEC Business School in Singapore.

“ Notwithstanding 
the recent pullback, 

we retain our view of 
remaining long (but not 
ultra-long) duration on 

U.S. Treasuries, and 
taking on selective 

exposure to fiscally-
sound EMs. ”
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GENERAL
The	material	is	based	upon	information	that	Thirdrock	considers	
reliable,	but	Thirdrock	does	not	represent	that	it	is	accurate	or	complete,	
and	it	should	not	be	relied	upon	as	such.		Opinions	expressed	in	this	
publication	were	produced	by	Thirdrock	as	of	the	date	of	writing	and	
are	subject	to	change	without	notice.		This	publication	is	intended	for	
information purposes only and does not constitute an offer or solicitation 
to any person in any jurisdiction.  Opinions and comments of the authors 
reflect	their	current	views,	but	not	necessarily	of	other	Thirdrock	entities	
or any other third party.  Other Thirdrock entities may have issued, and 
may	in	the	future,	issue	other	publications	that	are	inconsistent	with,	
and reach different conclusions from, the information presented in 
this	publication.		Thirdrock	assumes	no	obligation	to	ensure	that	such	
other	publications	are	brought	to	the	attention	of	any	recipient	of	this	
publication.

This	publication	is	for	general	circulation	only.	It	does	not	form	part	of	
any offer or recommendation, or have any regard to the investment 
objectives,	financial	situation	or	needs	of	any	specific	person.		Before	
committing	to	an	investment,	please	seek	advice	from	a	financial	or	
other	professional	adviser	regarding	the	suitability	of	the	product	for	
you and read the relevant product offer documents, including the risk 
disclosures.		If	you	do	not	wish	to	seek	financial	advice,	please	consider	
carefully	whether	the	product	is	suitable	for	you.

INFORMATION / FORECASTS REFERRED TO
Although	the	information	and	data	herein	are	obtained	from	sources	
believed	to	be	reliable,	no	representation	is	made	that	the	information	
is accurate or complete.  In particular, the information provided in 
this	publication	may	not	cover	all	material	information	on	the	financial	
instruments or issuers of such instruments.  Thirdrock does not accept 
liability	for	any	loss	arising	from	the	use	of	this	publication.		Important	
sources	for	the	production	of	this	publication	are	e.g.	national	and	
international	media,	information	services	(e.g.	Reuters,	Bloomberg	
Finance	L.P.),	publicly	available	databases,	economic	journals	and	
newspapers	(e.g.	Financial	Times,	Wall	Street	Journal),	publicly	
available	company	information,	publications	of	rating	agencies.		Ratings	
and	appraisals	contained	in	this	publication	are	clearly	marked	as	
such.		All	information	and	data	used	for	this	publication	relate	to	past	or	
present circumstances and may change at any time without prior notice.  
Statements	contained	in	this	publication	regarding	financial	instruments	
or	issuers	of	financial	instruments	relate	to	the	time	of	the	production	of	
this	publication.		Such	statements	are	based	on	a	multitude	of	factors	

which	are	subject	to	continuous	change.		A	statement	contained	in	this	
publication	may,	thus,	become	inaccurate	without	this	being	published.		
Potential risk regarding statements and expectations expressed in this 
publication	may	result	from	issuer	specific	and	general	(e.g.	political,	
economic, market, etc.) developments.

RISK
Past	performance	is	not	a	reliable	indicator	of	future	results.		
Performance	forecasts	are	not	a	reliable	indicator	of	future	performance.		
Particular	risks	in	connection	with	specific	investments	featured	in	this	
publication	are	disclosed	prominently	hereinabove	in	the	text	of	this	
publication.		Any	investment	should	only	be	made	after	a	thorough	
reading	of	the	current	prospectuses	and/or	other	documentation/
information	available.	Past	performance	is	not	an	indication	of	future	
performance.

MISCELLANEOUS
NEITHER	THIS	PUBLICATION	NOR	ANY	COPY	THEREOF	MAY	BE	
SENT,	TAKEN	INTO	OR	DISTRIBUTED	IN	THE	UNITED	STATES	OR	
TO	ANY	US	PERSON.

This	publication	may	contain	information	obtained	from	third	parties,	
including	ratings	from	rating	agencies	such	as	Standard	&	Poor’s,	
Moody’s,	Fitch	and	other	similar	rating	agencies.		Reproduction	and	
distribution	of	third-party	content	in	any	form	is	prohibited	except	with	
the explicit references made to the related third party. Third-party 
content providers do not guarantee the accuracy, completeness, 
timeliness	or	availability	of	any	information,	including	ratings,	and	are	
not	responsible	for	any	errors	or	omissions	(negligent	or	otherwise),	
regardless	of	the	cause,	or	for	the	results	obtained	from	the	use	
of such content.  Third-party content providers give no express or 
implied	warranties,	including,	but	not	limited	to,	any	warranties	of	
merchantability	or	fitness	for	a	particular	purpose	or	use.		Third-party	
content	providers	shall	not	be	liable	for	any	direct,	indirect,	incidental,	
exemplary, compensatory, punitive, special or consequential 
damages,	costs,	expenses,	legal	fees	or	losses	(including	lost	income	
or	profits	and	opportunity	costs)	in	connection	with	any	use	of	their	
content, including ratings.  Credit ratings are statements of opinions 
and are not statements of fact or recommendations to purchase, hold 
or sell securities.  They do not address the market value of securities 
or	the	suitability	of	securities	for	investment	purposes	and	should	not	
be	relied	on	as	investment	advice.

Headquartered	in	Singapore,	Thirdrock	is	a	private	limited	company	registered	in	Singapore.	
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