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Potential Headwinds

Market Overview: Equities 
Push Higher

After a wobble in May on heightened trade war tensions, the 
equity rebound through June amid rate cut optimism suggests 
that the bull market may have longer to run. 

Equity markets once again demonstrated their resilience in the second quarter, confronting 
concerns about slowing global growth, trade wars, and geopolitical stress. The moderate 
increase in equities during the three months belied the volatility witnessed, with a decline in 
May followed by a rapid recovery through June. Overall, the markets are doing an excellent job 
of looking through the noise to focus on a few key fundamentals: valuations are not excessive; 
earnings growth expectations are moderately positive; and most important, the Federal 
Reserve has turned dovish. 

What is arguably being ignored by the market, however, could be significant. Perhaps of 
most significance is that global economic growth is slowing. The US remains resilient with 
few signs of imminent recession, but many indicators point to slowing activity, including 
manufacturing surveys and flattening yield curves around the world. The signs are even more 
apparent in Europe, where European Central Bank President Mario Draghi has been talking 
again of cutting rates and restarting asset purchases amid plunging inflation expectations. 
Then there’s the trade war, which returned to focus this quarter and was the spark behind 
May’s market swoon. Regardless of whether China and the US can reach some level of trade 
agreement in 2019, it appears that we are entering a new era of volatility between the two 
countries that goes well beyond the trade deficit issue. This era could shape global geopolitics 
for years to come.

The trade war with the US complicates China’s progression. But, despite many predictions 
over the last decade of an imminent hard landing, China continues to deliver economic 
growth that is double the global average.1 China’s equity market may have lagged international 
counterparts in the second quarter, but over the last five years, China has outperformed 
almost every major market with the exception of a very strong US market. While we are 
concerned about many of the geopolitical issues around China, we still see the long-term 
consumer growth story in China as a powerful investment catalyst.

As we enter the back half of 2019, we remain constructive on equity markets. The gains in  
the first half of this year came largely from valuation recovery following the market correction 
in the final quarter of 2018. Earnings expectations remain positive and may improve against 
the backdrop of central banks becoming more accommodating. Further progress on trade 
talks would also be welcomed by investors. Later in the year, US election rhetoric could 
produce areas of greater volatility; for example, financials, pharma or technology. Greater 

Upside Hopes
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Developed Market 
Equities Lead in Q2

liquidity and an associated weaker dollar may help emerging market equites, which typically 
struggle to outperform when the dollar is rising. Lower rates may also mean a resurgence in 
higher-yielding stocks and a reprieve for those that are highly leveraged, from US corporates 
to China’s local governments and state-owned enterprises (SOEs).

For now, the age of low inflation and rates continues. As the last decade has indicated, this 
can be a constructive environment for equity investors who are focused on structural growth 
and quality.

Market performance during the second quarter was positive for almost all regions, with the 
notable exception of China, where the MSCI China Index declined -4.0% in US dollar terms. 
Europe rose 4.5%, the US (as measured by the S&P 500 Index) returned 4.3%, and emerging 
markets gained 0.6% in US dollar terms. Japan fell slightly in local currency, but a strong yen 
boosted returns in US dollar terms +1.0%. 

Sector returns globally were largely led by the more cyclical sectors of financials, technology, 
industrials, and consumer discretionary, while energy, real estate, healthcare, and utilities 
lagged (See Figure 1b).

Figure 1b 
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Source: MSCI, State Street Global Advisors. As of June 30, 2019. Past performance is not a guarantee of future results.

Source: MSCI, State Street Global Advisors. As of June 30, 2019. Past performance is not a guarantee of future results.
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Against this backdrop, Fundamental Growth & Core Equity strategies did very well this quarter, 
with every strategy outperforming its respective benchmark. The Global Equity Select 
strategy continued its strong performance run, helped by recovery in semiconductor-related 
names, industrials, and healthcare equipment, among others. Our US Equity Select strategy 
was another notable outperformer; the strategy beat the index in nine of 10 sectors, most 
notably in healthcare, industrials, and diversified exposures in IT. The strategies have recently 
adopted a more defensive stance on the margin, but our perspective remains long term. We 
continue to look for high-quality companies with strong sustainable growth prospects at 
reasonable valuations.
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The World Is Moving 
to the Cloud

In Depth: The Cloud — 
Investment Opportunities 
for Active Investors

The Cloud has had a transformative impact on how companies 
manage their technology needs. The demand for cloud 
services has created a fast-growing part of tech industry that 
presents opportunities for the active investor. 
 
The secular shift of enterprise information technology (IT) assets to the cloud has been a 
significant driver of technology stock performance over the past five years. We believe that we 
are still in the early stages of this transition and that high-quality companies tied to this theme 
have the potential to experience outsized growth, profitability improvements and superior 
share price appreciation in the coming years. 

IT infrastructure has changed significantly over the past 50+ years, characterized by 
several distinct periods. The first of these was the mainframe era that began in the 1960s, 
when businesses would purchase large, expensive mainframe computers and users would 
share time on these machines. This evolved into the client/server era of the 1990s, when 
users had smaller personal computers, which pulled data from servers that were located 
in an enterprise’s data center. The current shift is to cloud computing, where users access 
IT resources over the internet; these resources are held by the IT vendor (often Amazon, 
Microsoft, Google, Salesforce and the like), rather than in proprietary data centers.

Figure 2 
The Evolution 
of Enterprise 
Computing

Source: State Street Global Advisors.
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There are several reasons why cloud computing is a better form of deploying IT assets 
including i) it is a more efficient use of resources, ii) it can provide a lower total cost of 
ownership for the customer while providing higher profits for the vendor, and iii) it provides 
additional functionality. We believe these to be of material importance and outline each of 
these benefits below.

More Efficient use of Resources Typically, enterprises must build their IT system to handle 
the peak load they expect to experience, which means for most of the year, these systems are 
over-built for what is needed during the company’s busy season. If they choose to use Amazon 
Web Services or Microsoft’s Azure cloud computing platforms to deploy their systems, they 
can purchase more resources for the periods of time they need them, and then lower their 
requirements for less demanding times. Because the likes of Amazon and Microsoft have 
many customers with different (often offsetting) requirements, the difference between peak 
load and a typical day will be smaller on average, allowing for their data centers to run at a 
higher average utilization rate.

Lower Total Cost of Ownership Being able to adjust use of, and therefore spending on, 
cloud resources means customers can more appropriately map spend to their needs, 
potentially lowering the cost of ownership of their solution. Additionally, because vendors 
are essentially buying the hardware and datacenter space for many enterprises, they have 
stronger buying power and can pass some of the savings on hardware and data center space 
on to customers to attract them to their service.

Additional Functionality Cloud solutions can provide additional functionality beyond 
a typical application. First, given that they can be accessed from many different devices, 
cloud solutions are inherently mobile, allowing for access in the office or on the road. Next, 
because the vendor is responsible for bug fixes and updates (and not the customer), newer 
functionality is more readily available, and the applications are typically more secure. Finally, 
cloud applications can provide network effects (i.e. benefits that increase with the number of 
users of a given system), which improve the overall experience of the offering.

With any disruptive shift in technology, there are winners and losers, and the same holds true 
for ongoing shift to the Cloud. Key winners will likely include large cloud vendors like Amazon, 
Microsoft, Google and Salesforce. Those who will be disadvantaged by the transition to the 
Cloud may include hardware vendors such as IBM and Hewlett Packard Enterprise. This, in 
itself, provides an opportunity for active managers as it is often the large incumbents (such as 
IBM) whose advantage is being eroded by newer technologies; simply avoiding the companies 
that are structurally challenged can provide alpha over time.

Winners In a survey of 100 Chief Information Officers conducted by Morgan Stanley 
(Figure 3), it becomes clear who the likely winners in the transition to the Cloud will be: large, 
cloud-scale companies like Amazon, Microsoft and Google, which provide the basic cloud 
computing power for customers. The Cloud businesses of Microsoft and Amazon have been 
growing at year-over-year rates of more than 70% and 40%, respectively, on multi-billion 
dollar revenue bases. Most estimates put the industry at less than a third of the way through 
the transition to the Cloud, so there is significantly more potential revenue growth to come. 
Additionally, because scale wins in the Cloud, there will be few vendors who will be able to 
match the size (and thus efficiency) of Amazon, Microsoft and Google, in this space. 

Disadvantaged The same survey reveals that IBM and Hewlett Packard Enterprise are 
among the vendors who are seeing a headwind from the move to the Cloud. While the shift to 
the Cloud makes hardware utilization more efficient and consolidates hardware purchasing 
power to a few vendors, this disadvantages those who are selling hardware. Over time, these 
vendors will sell less hardware than they otherwise would have and at lower prices due to the 
purchasing power of firms such as Amazon and Microsoft.

Major Architectural 
Shifts Provide 
Opportunities for 
Active Management 

Why Cloud 
Deployment 
Is Superior 
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Figure 3 
Expected IT Budget 
Share Gains/Losses 
Over the Next 
Three Years
Responses Expecting 
Vendor with Largest 
Gain or Loss of 
Incremental Share of 
IT Budget as a Result 
of Shift to Cloud in 
Next Three Years 

  Gain

  Loss

Source: Alphawise, Morgan Stanley Research. Survey of 100 CIOs.
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We believe the key to outperformance is investment in high-quality companies with 
sustainable growth at reasonable valuations, with the current period of cloud adoption 
providing an opportunity to invest in several such names. The four most important factors 
we look for in a cloud investment are: i) a large Total Addressable Market, ii) low penetration 
in that market, iii) significant barriers to entry to impede competition and iv) a strong 
management team.

Cloud Vendors 
Fit Well with Our 
Investment Approach
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Figure 5 
Percentage of 
Workloads that will 
be on the Public 
Cloud Over Various 
Time Periods 

  2H18 Survey

  1H19 Survey

Significant Barriers to Entry Given it may take several years for cloud investments to 
grow into their addressable markets, we want to be sure that they have durable barriers to 
entry that will prevent competitors from taking share or undercutting the vendor on price. In 
particular, Microsoft and Amazon, with enormous data center assets and a multi-year head 
start in the market, have sizable “moats”. As Figure 5 illustrates, a significant proportion of 
company workloads have already migrated to the cloud, with the survey on which this is based 
indicating this migration is growing at a quicker pace than anticipated just a short time ago. 
New entrants seeking to replicate their offering would find it prohibitively expensive and would 
take many years to achieve, making it highly unlikely that anyone outside the likes of Google 
would be able to compete with them.

Figure 4 
Estimated Total 
Addressable 
Market for Cloud 
Deployments 
(Billion)

Source: Evercore ISI and Gartner.
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Large Total Addressable Market and Low Penetration The most successful cloud 
investments will typically be early in the adoption cycle, as this will allow for years of strong 
growth; Amazon Web Services and Microsoft fit this nicely. Microsoft has about $10bn in 
annualized Azure revenue, but in a total addressable market for enterprise cloud deployments 
that Gartner believes will increase to $229bn by 2021 (Figure 4), there is clearly scope for the 
company to build on its low penetration in this growing market. 

Source: Instinet Research. Survey of 50 CIOs.
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Strong Management Team As with all investments, we believe it is important to find a strong 
management team that is not only business minded, but can also foresee how technology will 
change over time and help guide the business to where the market is going, not just where 
it is. Managers like Jeff Bezos at Amazon, Satya Nadella at Microsoft and Marc Benioff at 
Salesforce, fit this description well.

In many cases, cloud deployments are paid for via periodic subscription payments as opposed 
to the upfront license payments that are typical of legacy software deployments. This depresses 
reported revenues and earnings in the early days of a contract, even though the life-time value 
(LTV) of these cloud customers is often higher than a comparable upfront license payment. The 
higher LTV against depressed earnings drives higher valuations for these cloud names during 
their growth phase, but this is warranted by the economics of these businesses. As a sanity 
check on these valuations, we estimate the profitability of these businesses at maturity and 
often conclude that at maturity, cloud companies will have operating margins that are in line 
with non-cloud software vendors, despite the capital intensity of running large data centers.

We believe the current trend of companies pushing a greater portion of their IT resources 
to the Cloud provides an opportunity for experienced technology stock pickers. Within the 
Cloud space, there are several high-quality companies, with long runways for growth ahead 
of them. At the same time, there are many large companies in the broader indices that are 
fundamentally challenged by the changing environment and should be avoided. We believe 
that this set-up offers the potential for alpha generation and out-sized returns.

Cloud Subscription 
Model Provides 
Additional Wrinkle in 
Valuing Winners

Conclusion
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Favorable Asian 
Demographics 
Tailwind 

Stock Study: AIA Group

Rising affluence and favorable demographics have made the 
Asia market attractive to insurers such as AIA Group, which 
has been an early mover in building up strong market positions.

AIA is a pure life insurer with diversified pan-Asian exposure. With business operations 
across 18 markets, its key contributing areas are Hong Kong, China, India, Thailand, Malaysia 
and Singapore. Since listing on the Hong Kong Stock Exchange in 2010, AIA has consistently 
exceeded market expectations, delivered robust new business and profit growth, and 
more than doubled its embedded value.2 We identified AIA as a high-quality company, 
favorably positioned within a growth industry, and trading on what we consider to be a 
reasonable valuation. 

We believe the strong growth in demand for insurance in Asia will continue, driven by 
accumulating wealth, an aging population, under-penetration of insurance and people 
becoming more conscious of financial risk and health. As illustrated in Figures 6a and 6b, 
research by a range of institutions has highlighted the massive growth seen in the middle 
class segment across Asia and the aforementioned relatively low level of level of life insurance 
coverage. However, in the last five years, Asia contributed nearly US$300bn worth of 
incremental growth to the global life insurance sector, which equates to 7.3 times the growth 
achieved by the rest of the world combined. 

We expect Asian insurance premium growth to continue to outperform the rest of the world, 
with China being a key source of strength; over 60% of AIA’s new business value comes 
from the Greater China region. As such, this makes AIA one of the few companies that has 
positioned itself well to benefit from this secular trend.
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AIA currently has access to only 30% of the Chinese life insurance market due to license 
restrictions imposed by the government. As a Hong Kong-based company, AIA has only been 
permitted to operate in Beijing, Shanghai, Shenzhen, Jiangsu and Guangdong to date, but 
Chinese regulators are loosening restrictions. Currently, AIA is the only 100% foreign-owned 
insurer operating in China. 

Indicative of the changing environment, AIA received regulatory approval in February 2019 
to expand its Beijing branch into Hebei province and Tianjin. It is estimated that these two 
new regions would have a combined total life insurance premium of nearly RMB170bn — this 
means AIA’s China market access could increase by 20%. 

There is a risk, however, that China could delay further market openings, which would be 
detrimental for business growth. This possibility cannot be ruled out given the backdrop of 
US-China trade tensions, which may impact the pace at which market access for foreign 
participants is granted. But China has committed to the World Trade Organization, as 
reiterated recently by China’s Premier Li Keqiang at the World Economic Forum, to fully open 
its insurance markets by 2020, and we continue to believe that China will work to achieve this. 

China: A Key 
Growth Driver

Source: BMI, EIU, McKinsey, Swiss Re, WHO, AIA. 

Figure 6a 
Tailwinds for 
Insurers in Asia 

Figure 6b 
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Distribution is a key differentiating factor for AIA. The company has over 200,000 agents, of 
which over 70% are in its key markets. Unlike most of its competitors, which emphasize agent 
force expansion to boost sales, AIA has adopted a “Premier Agency” strategy that focuses on 
quality of growth, i.e., sales per employee. 

AIA has more than 9,000 members of the Million-Dollar-Round-Table (MDRT) in Asia, 
much higher than that of the second and third largest players. To become MDRT members, 
agents must demonstrate high levels of professional success as well as adherence to ethical 
standards. As a percentage of total agents, AIA’s MDRT membership is also much higher in 
each of its markets. The effectiveness of AIA’s agents is evident in its new business value per 
agent in China, which is more than three times higher than that of its peers. 

Driven by its strong-performing sales team, AIA sells a greater proportion of protection 
products that typically have margins more than twice as big as those of pure savings products. 
These are sophisticated and less intuitive policies that require well-trained agents equipped 
with in-depth knowledge. AIA reported that almost half of the company’s new business value 
comes from traditional protection products.

AIA’s Premier Agent model and management structure is specifically designed to sell high 
margin protection policies. These products not only have very high barriers to entry, but also 
provide good visibility into future revenues. Once established, we believe a quality base of 
business can help the insurer generate above-peer returns on a sustainable basis, thanks to 
the longer duration and higher margin nature of those policies. 

Historically, AIA has been able to deliver positive operating variance driven by better 
performance in claims, expenses, reinsurance arrangements and, most importantly, the 
conservative actuarial assumptions that they adopted. We believe long-term investors will 
benefit greatly from the compounding of its embedded value over time, helped by this ongoing 
positive operating variance. 

In addition, the company continues to build free surplus capital, despite rising investment on 
new businesses and increasing dividend payments. We estimate free surplus capital will reach 
a generous US$16bn by 2020. Assuming AIA fulfils twice the domestic capital requirement, 
we estimate the company has around US$5bn in excess capital, which gives it the option to 
continue growing dividends without eroding its solvency position.

The management team’s conservatism is also apparent in asset allocation, with assets backed 
by shareholder equity and highly weighted to government bonds. AIA’s asset book has very 
low equity exposure at around 5%, and a negligible allocation to non-standard assets. In 
addition, AIA equity/asset ratio of 20% is reflective of one of the strongest capital positions 
among life insurers globally. 

In addition to strong financial fundamentals, AIA also presents strongly in ESG (environmental, 
social and governance) credentials versus its industry peers, an important factor in our 
selection criteria when seeking out potential long-term sustainable winners. According to an 
assessment by Sustainalytics (an independent ESG ratings provider), AIA scores in the top 
quartile of comparable insurance peers. AIA especially excels in areas such as environmental 
policy, employee training, its whistleblower program, prevention of bribery and tax disclosure. 

Our approach to investing takes a long-term perspective, focused on high-quality companies 
with sustainable growth prospects at a reasonable valuation. In our view, AIA, with its 
talented management team, dominant market position in an industry experiencing secular 
growth, robust financial health, and positive ESG characteristics is well positioned to deliver 
sustainable growth over a long-term investment horizon.

Strong Financials 
Underpinned by 
Conservative 
Management

Strong ESG 
Credentials 

In Conclusion

AIA’s Competitive 
Advantage: A 
Highly Effective 
Distribution Team 
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About State Street 
Global Advisors

Our clients are the world’s governments, institutions and financial advisors. To help them 
achieve their financial goals we live our guiding principles each and every day:

Start with Rigor We take a highly disciplined and risk-aware approach built on exhaustive 
research, careful analysis and market- tested experience to meet client needs. Rigor is behind 
every decision we make.

Build from Breadth Today’s investment problems demand a breadth of capabilities.  
We build from a universe of active and index strategies to create cost-effective solutions.

Invest as Stewards We help our portfolio companies see that what is fair for people and 
sustain-able for the planet can deliver long- term performance. As fiduciaries, we believe  
good stewardship is good investing.

Invent the Future We created the first ETF in the US and are pioneers in index, active, and 
ESG investing. Using data, insights and investment skill, we are always inventing new ways  
to invest.

For four decades, State Street Global Advisors has served the world’s governments, 
institutions and financial advisors. With a rigorous, risk-aware approach built on research, 
analysis and market-tested experience, we build from a breadth of active and index strategies 
to create cost-effective solutions. As stewards, we help portfolio companies see that what 
is fair for people and sustainable for the planet can deliver long-term performance. And, as 
pioneers in index, ETF, and ESG investing, we are always inventing new ways to invest. As a 
result, we have become the world’s third largest asset manager with US $2.8 trillion* under 
our care.
 

* AUM reflects approximately $32.7 billion (as of March 31, 2019), with respect to which State Street Global Advisors 
Funds Distributors, LLC (SSGA FD) serves as marketing agent; SSGA FD and State Street Global Advisors are affiliated.

Thomas Kronzer,  
Portfolio Strategist, Fundamental Growth and Core Equity 

Contact Us 

Endnotes 1 “Emerging-Market Giants Drive Growth Despite 
Trade Risk” (June 2019) Laura Ostrander, ssga.com 
Link here

2 The Embedded Value of a life insurance company is 
the present value of future profits plus adjusted net 
asset value.

http://ssga.com
https://ssga.com/global/en/our-insights/publications/emerging-market-giants-drive-growth-despite-trade-risk.html
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