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Key Points
a India remains in the early stages of economic development, providing a long runway
for growth.
a Volatility is a constant companion when investing in India.
a India’s economy can make headlines for any number of macroeconomic reasons.

Why should investors consider an allocation to Indian equities?

Sunil Asnani
Portfolio Manager
Matthews Asia

With a large and youthful population, India remains in the early stages of economic
development, providing a long runway for growth. More than 50% of India’s citizens are
younger than 25,1 creating a substantial workforce to help foster continued development.
Annual GDP growth has averaged 6.21% from 1951 until 2018,2 and we believe growth
could continue within a similar range. In addition, market reforms are building a stronger
foundation for India’s domestic economy. The Goods & Services Tax (GST), for example,
makes trade easier between India’s regional states, favoring businesses with national
aspirations and operations. The GST is also moving more money out of the informal
economy into the formal economy by way of bank accounts and investment accounts,
enabling more efficient tax collection. While it is exciting to tap into the growth of India,
investing in Indian equities requires a very long time horizon and a clear understanding
of the risk profile of the asset class.

What are some of the risks investors should consider before investing in
Indian equities?

Peeyush Mittal
Portfolio Manager
Matthews Asia

Volatility is a constant companion when investing in India. In any rolling 12-month
period over the past 20 years, the Indian equity market has produced negative returns
nearly 40% of the time (See Figure 1). The Indian stock market can quickly drop (and
quickly rebound), so investors should carefully consider their risk tolerance and time
horizon. In contrast, the market has often generated attractive positive returns over
five-year rolling time periods. Investors need the patience and fortitude to stay invested
through the market cycles to realize those longer term gains.
Figure 1. Distribution of Rolling Returns for the Bombay Stock Exchange 100 Index
(December 1989–March 2019)
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Source: FactSet

A Primer on the Matthews India Fund

What drives the volatility of India’s equity market?

Why does active security selection matter when
investing in Indian equities?

Macroeconomic conditions can shift based on changes
in oil prices, inflation, currency fluctuations and election
cycles. India imports virtually all of its energy, so rising
oil prices tend to dampen short-term economic growth
and can contribute to inflation. India’s currency can
be highly pegged to changes in commodity prices,
such as oil, so the Indian rupee is particularly exposed
to trends in global capital markets in that regard. And
while investors may feel bearish or bullish toward India
depending on the outcome of any individual elections,
the longer trend in India’s political landscape tends to be
one of rotating power among different political parties
every couple of election cycles. As active, bottom up
managers, we look for companies that can grow with or
without macro tailwinds, a process we’ll discuss in detail
later in this article.

India’s stock market universe is large and diverse,
representing more than 5,000 stocks. However, more
than three quarters of these companies are microcaps
and small-caps. Many of the smallest companies have
very low trading volumes, making them essentially
illiquid. This lack of liquidity creates a natural barrier
for ETFs and other index strategies trying to match the
benchmark because many securities cannot be bought
and sold daily. Accordingly, ETFs tend to skew toward
larger stocks and are not necessarily representative of
their underlying benchmarks.
Once you get past the liquidity issue, there’s also a
broad range of quality in the marketplace. We tend to
avoid public sector banks, for example, because of lack
of transparency and poor corporate governance in that
particular industry. We also tend to be underweight state
owned enterprises for the same reasons.

What does it mean to take a macro-agnostic
approach to investing in India?

Finally, with higher inflation rates and interest rates
compared to other countries in the region, Indian companies have a high hurdle rate regarding cost of capital right
out of the gate. Thus, to compensate, Indian companies
need to have a high return on equity. As active investors,
we look at a company’s cost of capital as well as its return
on capital very closely so as to pick those companies
that can create value over the long-term, in contrast to
the indexes which simply track the universe. Identifying
companies that can generate sustainable growth even
when macroeconomic conditions are unfavorable requires
skill, expertise and deep knowledge of the individual
companies that make up the marketplace.

India’s economy can make headlines for any number
of macroeconomic reasons, from election results to
the progress of economic reforms. We generally look
for companies that can thrive regardless of the macro
environment. Inflation can often erode the bottom line
for Indian companies, so we seek to invest in companies
with pricing power that can keep pace with inflation and
the high cost of capital. This requires an active approach
to security selection and in-depth proprietary research to
identify those companies that can sustain their growth
across a range of macroeconomic conditions. We tend to
prefer companies with management that has more control
over the companies’ destinies and can better navigate
headwinds in the macro environment. Such companies do
tend to benefit from growth sparked by reforms, but these
companies are not necessarily uprooted if reforms do not
take place.

What type of investors might be interested in
the Fund?
The Fund may appeal to investors who are building their
emerging markets exposure country-by-country and
who seek an active approach to portfolio construction
and risk management. For these investors, the Fund can
complement other emerging markets holdings within the
context of a broadly diversified portfolio. Regardless of
the size of the investor or investment, we encourage all
investors to carefully consider their goals, risk tolerance
and time horizon before investing in the Fund.

What defines an attractive growth company?
We seek to invest in companies with a sustainable
competitive edge and pricing power, which are able to
perform throughout economic cycles and are not tied to—
but may benefit from—economic reforms. The Matthews
India Fund is positioned to potentially benefit from a
rise in India’s capital spending, with limited exposure to
policy‐dependent companies and sectors. We also take
an all-cap approach to investing. Small‐ and mid‐size
companies continue to be an important focus due to
the availability of quality companies with solid growth
potential. Some small caps in India can be less liquid,
which we discuss in the next section, but other small
caps offer enough liquidity for us to consider as long-term
investments and we find this segment a compelling piece
of the market.

What differentiates the Matthews India Fund
from its peer group?
First and foremost is the culture of our investment team,
a culture fostering independent thinking based on
informed, bottom-up research. Within the Matthews Asia
investment team, we actively debate ideas and bring in
multiple perspectives. In contrast, some asset managers
based in India tend to be built around a hierarchical
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pecking order, in which analysts cannot openly challenge
their boss with a dissenting viewpoint. At Matthews Asia,
we encourage civilized dissent to make sure that we are
examining investment ideas from every angle. Second,
taking an investment approach that is market-cap agnostic
allows us to go where the value is. And third, working
within a firm focused exclusively on Asia brings in a rich
range of perspectives on sectors such as technology and
health care, where innovation tends to drive returns.

Using a team-based approach means we can draw upon
multiple perspectives when making investment decisions.
Investing in India is exciting, challenging and volatile,
but we believe we have the right expertise and team to
generate long-term alpha for investors. As always, we take
a long-term approach, stay diversified and seek to invest in
companies with the potential to generate attractive returns
across a full market cycle.
1 Source: India Census
2 Source: Trading Economics

Investing in international and emerging markets may involve risks, such as social and political instability, market illiquidity, exchange-rate
fluctuations, a high level of volatility and limited regulation. In addition, single-country funds may be subject to a higher degree of market
risk than diversified funds because of concentration in a specific geographic region.
Important Information
You should carefully consider the investment objectives, risks, charges and expenses of the Matthews Asia Funds before
making an investment decision. A prospectus or summary prospectus with this and other information about the Funds
may be obtained by visiting matthewsasia.com. Please read the prospectus carefully before investing as it explains the
risks associated with investing in international and emerging markets.
The views and information discussed herein are as of the date of publication, are subject to change and may not reflect current
views. The views expressed represent an assessment of market conditions at a specific point in time, are opinions only and should
not be relied upon as investment advice regarding a particular investment or markets in general. Such information does not constitute a recommendation to buy or sell specific securities or investment vehicles. Investment involves risk. Past performance is no
guarantee of future results. The value of an investment in the Fund can go down as well as up. The information contained herein
has been derived from sources believed to be reliable and accurate at the time of compilation, but no representation or warranty
(express or implied) is made as to the accuracy or completeness of any of this information. Matthews Asia and its affiliates do not
accept any liability for losses either direct or consequential caused by the use of this information.
Matthews International Capital Management, LLC is the advisor to the Matthews Asia Funds.
Matthews Asia is the brand for Matthews International Capital Management, LLC and its direct and indirect subsidiaries.
The S&P Bombay Stock Exchange 100 (S&P BSE 100) Index is a free float-adjusted market capitalization-weighted index of
100 stocks listed on the Bombay Stock Exchange. Index is for comparative purposes only and it is not possible to invest directly in
an index.
Matthews Asia Funds are distributed in the United States by Foreside Funds Distributors LLC
Matthews Asia Funds are distributed in Latin America by HMC Partners
©2019 Matthews International Capital Management, LLC 					
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