
g lo b a l a s s e t c la s s e s

We stick to our overweight   
stance on equities and  
remain underweight bonds  
as monetary stimulus  
should underpin economic 
growth.

e q u i ty r e g i o n s a n d s ty l e s

Emerging market stocks should 
do well as China's economy 
continues to stabilise; we also 
like European stocks.

e q u i ty s e c to r s

We maintain a cyclical tilt via  
an overweight in materials  
and consumer discretionary 
stocks. 

f i x e d i n c o m e

We remain overweight US  
high-yield and emerging market  
dollar bonds.
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quities extended last month’s rally, outperforming 
bonds as concerns about economic growth in the  

US and China receded. A strong rebound in energy and 
resource prices and a drop in the US dollar aided emerg-
ing equities and bonds, especially in commodity – 
exporting economies.
 Expectations that the US Federal Reserve will go slow 
in raising interest rates boosted US stocks, where the 
S &P 50 0 index climbed closer to last year’s record high 
(see chart). Japanese shares eroded earlier gains, how-
ever, after the Bank of Japan disappointed investors by 
holding off expanding monetary stimulus and cutting 
inflation forecasts. Japanese stocks are down more than 
3 per cent year-to-date in US dollar terms, among the 
worst-performing developed equity markets.
 Emerging market stocks gained, supported by higher 
commodity prices and stabilisation in China’s economy, 
lifting their year-to-date returns to just over 6 per cent in 
US dollar terms.
 The Institute for International Finance (I IF )  estimates 
emerging markets have now seen eight straight weeks  
of inflows, the longest streak since June 2014. It also pre-
dicts net outflows from emerging economies to ease to 

USD50 0 billion in 2016 from around USD750 billion 
last year.
 Globally, energy and material stocks were the best 
performers by some distance, while IT shares fell the 
most on the back of disappointing earnings results from 
industry heavyweights. Apple, for example, reported  
its first decline in revenue since 20 03. Financials also 
ended the month in negative territory as US banks’ 
quarterly results pointed to continued weakness in the 
sector. 
European high-yield debt rose more than 1 per cent af-
ter the European Central Bank announced plans in 
March to buy company debt. US high yield debt added 
a further 4 per cent in the month. Developed market 
government bonds were on average flat to lower, except 
in Japan where yields on long-dated government bonds 
hit historic lows. Emerging market bonds were among 
the best performing fixed income asset classes, with 
both US dollar and local currency debt registering gains 
of above 1.5 per cent. 
 In currency markets, the US dollar fell again in the 
month, widening this year’s loss to nearly 7 per cent  
on a trade-weighted basis as investors scaled back ex-
pectations for the pace of US interest rate hikes. The 
Japanese yen jumped after disappointment from the 
BoJ which brought the Japanese currency’s export-dam-
aging gain against the dollar this year to over 11 per 
cent. The currency was on course to register its strong-
est weekly gain since the 20 0 8 financial crisis. Com-
modity currencies, including the Brazilian real, Russian 
ruble and South African rand, extended last month’s 
rally.
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Equities extend gains;  
USD drops
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Rally takes US stock future to all-time high
S &P 5 0 0 Index future

Source: Thomson Reuters Datastream, data as of 27.0 4 . 2016
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Asset allocation

Receding global  
worries support equities
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T he global economy appears to be in 
better shape than earlier this year, 

when investors who panicked about the 
possibility of a sharp slowdown in the 
US and China sold off equities and oth-
er risk assets. 
Still, even though riskier asset classes 
have recovered their poise in recent 
weeks, valuations continue to paint an 
overly pessimistic view of economic 
conditions. 
 The US Federal Reserve has suggest-
ed it is in no rush to raise interest rates 
and China’s monetary authorities have 
taken steps to underpin growth, poli-
cies which have met with some success. 
Monetary policy in the euro zone and 
Japan, as well as some emerging econ-
omies, meanwhile, remains accommo-
dative, keeping the overall level of li-
quidity high. 
 As a result, we are sticking to our pro-
risk stance of being overweight equities 
and underweight bonds, where valua-
tions are too high. 

Our busi n e s s c yc l e indicators show that 
the US economy should grow at a mod-
erate 2 per cent this year. Manufacturing 
activity continues to stabilise, albeit 
slowly, while strong labour market con-
ditions should help retail sales and the 
housing market strengthen later this 
year. That said, we don’t believe the US 
economy will be strong enough to justify 
an interest hike in June. Recent data 
showing the US economy grew just 0.5 
per cent in the first quarter will hold the 
Fed in check. 
 The euro zone continues to see a 
moderate recovery, helped by mone-
tary stimulus from the European Central 
Bank. While sluggish global demand 
weighs on the region’s large export sec-
tor, upbeat consumer sentiment and 
healthy private consumption are serving 
as engines of growth. Looking ahead,  
we would need more evidence that mon-
etary policy is filtering through to the 
real economy, especially to countries in 
Southern Europe, for us to raise our 
forecasts for growth. 
 The outlook is less encouraging in 
Japan, where the risk of outright defla-
tion has increased after a decline in 
manufacturing and export activity and 
a sharp drop in consumer prices and 

household spending. Despite the Bank of 
Japan’s efforts to stimulate the econo-
my, with negative interest rates and mas-
sive asset-buying, this has yet to trans-
late into growth. The central bank cut its 
inflation forecasts in April and warned 
that it may not hit its 2 per cent inflation 
target until March 2018 at the earliest. 
The BoJ also disappointed investors by 
holding off expanding monetary stimu-
lus this month, which raised worries that 
it is running out of options to support 
the economy. However, this raises the 
probability of expansionary fiscal poli-
cy. Prime Minister Shinzo Abe is likely to 
commit to extra public spending to fund 
re-construction in the earthquake-hit 
areas of southern Japan but expecta-
tions are rising that he may delay an un-
popular sales tax hike, originally due  
in April 2017, and unveil further fiscal 
stimulus.
 China is faring better, with its econo-
my showing more signs of stabilisation. 
Industrial production rebounded last 

Central bank stimulus picks up smartly – A positive for stocks
Net liquidity provision*, USD billion

Source: Pictet Asset Management

* Net liquidity is the 
three-month change 
in central bank li-
quidity, as measured 
the sum of asset pur-
chases net of sterili-
sation.
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M A R K E T M A R K E T M A R K E TD A T A D A T A D A T A

Performance: asset classes Bonds: asset class spreads

Global equity sector rotation: 
performance of cyclical vs defensive stocks

Performance:  
currencies vs USD

Source: Pictet Asset Management, 
Thomson Reuters Datastream / JPM and BoA Merrill Lynch
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MSCI REGIONS EPS GROWTH SALES GROWTH PE PB P/SALES DY

2016 2017 2016 2017 2016 2017 2016E 2016E 2016E

US 1% 14% 2% 6% 17.8 16.9 2.7 1.8 2.2%

EUROPE 0% 14% 0% 5% 15.9 15.2 1.7 1.2 3.7%

EMU 2% 12% 1% 4% 14.7 14.1 1.4 1.0 3.6%

SWITZERLAND 2% 11% 1% 4% 17.6 17.0 2.4 2.2 3.4%

UK -6% 19% -4% 9% 17.1 16.1 1.8 1.3 4.2%

JAPAN 15% 7% 1% 3% 13.4 13.3 1.1 0.8 2.3%

EM 7% 14% 5% 9% 12.6 12.0 1.3 0.8 2.8%

NJA 4% 11% 5% 9% 12.7 12.2 1.3 0.7 2.8%

GLOBAL 2% 13% 2% 6% 16.3 15.6 1.9 1.3 2.7%

MSCI SECTORS EPS GROWTH SALES GROWTH PE PB P/SALES DY

2016 2017 2016 2017 2016 2017 2016E 2016E 2016E

ENERGY -44% 106% -10% 19% 39.1 28.9 1.3 0.9 3.6%

MATERIALS 4% 20% -5% 5% 19.3 17.9 1.7 1.0 2.4%

INDUSTRIALS 11% 11% 3% 4% 16.4 15.9 2.3 1.0 2.5%

CONSUMER DISCRETIONARY 11% 12% 5% 5% 15.9 15.4 2.5 1.1 2.1%

CONSUMER STAPLES 5% 10% 4% 5% 21.3 20.5 3.9 1.3 2.6%

HEALTH CARE 7% 11% 8% 6% 17.0 16.4 3.5 1.9 2.0%

FINANCIALS 1% 9% 4% 5% 12.2 11.8 1.1 1.6 3.5%

IT 4% 12% 3% 5% 16.6 15.8 3.0 2.2 1.7%

TELECOMS 7% 9% 4% 2% 15.5 15.1 2.1 1.3 4.1%

UTILITIES -4% 3% -1% 2% 14.8 14.6 1.4 1.0 3.9%
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M A R K E T M A R K E T M A R K E TD A T A D A T AD A T A

Size of Central Banks’ balance sheets

Countries and sectors

Pictet sentiment cycle index

Source: Pictet Asset Management, 
Thomson Reuters Datastream / JPM and BoA Merrill Lynch
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Our t ec h n ic a l indicators are now in 
neutral territory, showing that riskier  
asset classes are no longer ‘oversold’ in 
the wake of the strong market rally. 
Nevertheless, global stock prices have 
risen above their 20 0 -day moving aver-
age for the first time since October 2014. 
This has historically proved to be a 
strong 'buy' signal. Exceptionally strong 
investment inflows into emerging mar-
ket debt and some global credit securities 
might prove unsustainable, while some 
of the other gauges we monitor suggest 
a correction may be on the cards for 
safe-haven gold and the Japanese yen. 

month and the People’s Bank of China’s 
monetary stimulus is fuelling growth in 
the country’s lending and money supply. 
The property sector, which accounts 
for around 15 per cent of the economy, 
is recovering further, led by Tier 1 cit-
ies, where house prices are rising more 
than 20 per cent year-on-year.
 A more stable Chinese economy is 
supporting the rest of Asia, where 
strong consumer spending has lifted 
growth. Central banks in the region are 
particularly well-placed to either main-
tain monetary policy steady or cut inter-
est rates further to support the eco-
nomic recovery. But other emerging 
economies, especially Russia and Latin 
American commodity exporters, may 
start providing monetary stimulus as in-
flationary pressures there ease.

Our l iqu i di t y readings remain positive, 
backed by continued monetary stimu-
lus from China, the euro zone and Japan. 
Receding expectations for a US interest 
rate cut over the summer are also sup-
portive for the overall level of liquidity, 
which remains above a five-year average 
(see chart on page 2). 
 Our va luat ion signals show equities 
and other risky assets remain attractive 
relative to government bonds, but the 
markets have seen wide dispersion 
across regions and industries. US equi-
ties and European high-yield have 
moved into overvalued territory after a 
recent rally, while emerging Asia and 
Japan remain the cheapest stocks. With 
corporate profit margins at record highs, 
equities need solid revenue growth to 
sustain their momentum. However, 
earnings are still contracting worldwide, 
with US earnings falling 7 per cent  
on the year, the poorest showing since 
20 0 9. The earnings season has howev-
er, been better than expected, and could 
mark the low point of the recent profit 
decline.

Asset allocation
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Preference for emerging markets  
and telecoms
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merging markets continue to benefit 
from the combined effect of a weak-

er dollar, a less hawkish Fed, recovering 
commodity prices and improving eco-
nomic conditions in China. April saw the 
average manufacturing Purchasing 
Manager Index for emerging markets 
move back at the 5 0 threshold that  
separates expansion from contraction, 
a level last breached in February 2015. 
Economic data is the most encouraging 
in Asia, where we see evidence of an 
underlying improvement in industrial pro-
duction and exports. These positive  
developments have lured investors back 
into emerging markets, with data from 
the I IF showing large portfolio inflows 
from institutional investors into range 
of asset classes. Tellingly, retail investors 
have so far favoured US dollar denomi-
nated emerging market bonds, which to 
us suggests they may soon increase 
their allocation to emerging market equi-
ties in the coming weeks. 
 The most powerful boost to emerging 
assets comes in the form of a steady im-
provement in economic data from China, 
which is in turn the result of Beijing’ ag-
gressive fiscal and monetary stance in 
the past year. Credit growth increased 
significantly in March, which has trig-

gered a strong rebound in construction 
activity and led to some stabilisation in 
the manufacturing sector. However, this 
development has occurred at a pace 
which may not be sustainable in the long 
run – the stock of unproductive debt 
could prove to be a risk. 
 One other beneficiary of the stabili-
sation of China will be Japan, whose 
economy has slowed under the weight of 
cooling global demand, weak domestic 
consumption and the adverse impact of 
a strong Japanese yen. In our view, the 
country’s economic troubles will provide 
the trigger for additional monetary 
stimulus by the central bank even though 
monetary authorities unexpectedly sat 
on their hands this month. We also expect 
Japan to provide more fiscal stimulus 
over the coming months. 
 Sentiment towards the region seems 
overly bearish, particularly as the Japa-
nese equity market currently offers some 
of the cheapest valuations in the devel-
oped world. The asset class’s valuation 
also compares favourably to that of 
some emerging equity markets. There 
are already signs that non-Japanese  
investors have started buying stocks 
back. 
 European stocks also look appealing. 
Although they have gained ground 
since mid-February, they continue to lag 
the performance of their US counter-
parts, largely because foreign investors 
have scaled back their exposure to Eu-

rope in recent months. This seems un-
warranted as Europe is the region that  
is likely to see an improvement in earn-
ings growth as the positive impact  
of continued monetary stimulus filters 
through to the real economy and boosts 
consumer spending. Corporate earnings 
among European firms have fallen by 
some 19 per cent since the end of 20 0 8 
while those of their US peers have 
gained 51 per cent and we believe that 
trend is about to reverse, particularly  
as euro zone stocks enjoy a valuation ad-
vantage at 18 times earnings on a cycli-
cally-adjusted basis, compared to 26 for 
the US. 
 US equities look unappealing as val-
uations are at record levels at a time 
when corporate earnings are falling. Al-
though 8 0 per cent of US companies 
have delivered quarterly earnings that 
surpassed market expectations, earn-
ings per share are down 7 per cent, a de-
cline that has not been seen since 
20 0 9. 
 When it comes to sectors, we main-
tain a cyclical tilt in our portfolio with  
a preference for stocks that stand to ben-
efit most from an increase in consumer 
spending rather than those exposed to 
business investment which remains 
sluggish. Strong job growth and low in-
flation will boost household budgets, 
benefiting consumer discretionary com-
panies. Telecom stocks look good value 
and prospects for growth have improved 
with the first price rises in both Europe 
and the US in 20 years. The recent sta-
bilisation in China and emerging mar-
kets and a recovery in commodity prices 
support materials. Consumer staples 
are the most expensive stocks, trading 
at a price to book of about four, which  
is double the market average.

E
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Equity region and sector allocation

Emerging markets move back into expansion mode
E m e r g in g m ar ket  p ur cha s in g m ana ge r  in d ex 

Source: Pictet Asset Managment; Index based on manufacturing  
PMI data from 16 countries, GD P -weighted
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aluation trumps all other considera-
tions when it comes to deciding the 

make-up of our fixed income allocation. 
So it should come as no surprise that 
we remain underweight developed mar-
ket government debt. Currently, some 
3 5 per cent of sovereign bonds in the 
JP Morgan government bond index  
are trading at negative yields. That looks 
difficult to reconcile with the high proba-
bility of a rise in US interest rates later 
this year and increasing public and pri-
vate debt levels in parts of Europe. That 
said, as insurance against a possible 
slowdown in US economic growth over 
the near term, we remain overweight  
ultra-long maturity US Treasuries, as 
yields on such securities appear rea-
sonable.
 Investment grade European bonds are 
not attractive, either, as we believe the 
effects of the ECB’s extended bond pur-
chase programme – under which it will 
now buy corporate debt – are already 
largely reflected in the market. 

The near term prospects for US high yield 
bonds, by contrast, are bright. Even 
though the asset class’s recent bounce 
has pushed the yield spread on these 
securities from its 2016 peak of 8 87 ba-
sis points to 625 basis points, this risk 
premium is still too high, in our view. 
 As the chart shows, the market is fac-
toring in a prospective default rate of  
just over 10 per cent over the next 12 
months – some distance from the cur-
rent default rate of about 3 per cent and 
Moody’s forecast of just over 6 per 
cent. Although certain segments of the 
high yield bond market are experienc-
ing difficult business conditions – heavi-
ly indebted bond issuers from the en-
ergy industry in particular – the asset 
class should fare well even if the econ-
omy expands at a modest pace. Over 
the long run, we expect default rates to 
climb steadily to about 5 per cent, with 
defaults concentrated in the energy 
sector. 
 A steady improvement in economic 
conditions in China, a decline in the  
US dollar and a bounce in commodity 
prices have combined to increase the al-
lure of dollar denominated emerging 
market sovereign debt. We therefore re-

tain our overweight stance on the asset 
class. Sovereign dollar denominated 
emerging market bonds - which are less 
volatile than their local currency coun-
terparts - enable us to capitalise on im-
proved economic conditions in the de-
veloping world while remaining insulated 
from potentially turbulent conditions in 
the currency markets. 
 When it comes to currencies, we do 
not see many tactical opportunities in 
the near term. Last month we shifted to 
neutral on sterling from underweight 
and retain that stance. While, over the 
longer term, we expect the euro to ap-
preciate against the US dollar, we are re-
luctant to overweight the currency in 
the lead-up to the UK’s referendum on 
EU membership.
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This material is for dis-
tribution to profes    - 
sio nal investors only. 
However it is not inten-
d ed for distribution  
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be contrary to law or re-
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those sources. Any opin - 
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managed funds. Tax 
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not registered for pub-
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is exempt from the re-
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Australian financial 
services license, under 
the Corporations Act 
2001.

For US investors, Shares 
sold in the United 
States or to US Persons 
will only be sold in pri-
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pursuant to exemptions 
from SEC registration 
under the Section 4(2) 
and Re gulation D pri-
vate placement exemp-
tions under the 1933 
Act and qualified clients 
as defined under the 
1940 Act. The Shares of 
the Pictet funds have 
not been registered un-
der the 1933 Act and 
may not, except in trans- 
actions which do not  
vio late United States se - 
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