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

We keep our overweight stance in  
global stocks, in anticipation of 
improving world growth.

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

We upgrade US and emerging 
market stocks as they benefit 
the most from moderate global 
growth; Europe is downgraded  
to neutral.

e q u i ty s e c to r s

We raise industrials to a single 
overweight; materials move 
down to neutral. Otherwise we 
keep a cyclical tilt.

f i x e d i n c o m e

We cut US high yield to a single 
overweight after strong gains; 
emerging market hard currency 
debt moves to neutral.
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Equities bask  
in summer glow
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quities rose in July, outperforming bonds as the re-
cent run of upbeat US economic data and the pros-

pect of monetary and fiscal policy stimulus in the 
world’s key economies helped counter any negative 
shocks from Britain’s vote to leave the European Union. 
G20 policymakers reiterated their pledge to support 
the global economy at their meeting, saying that 
they would use "monetary, fiscal and structural" tools 
to do so.
 The S &P 50 0 index hit a record high, bringing this 
year’s gains to more than 7 per cent (see chart). Wall 
Street rose the most among developed equity markets, 
further widening this year’s performance gap over Ja-
pan and Europe, which remain in negative territory. 

Global IT and material stocks were the biggest winners, 
while staples lagged. Energy was the only sector that 
ended the month in red.
 But even the S &P failed to keep up with emerging 
market equities, which gained nearly 5 per cent in July 
to hit a nine-month high as post-Brexit capital inflows 
accelerated. Emerging hard currency and corporate 
bonds also rose. 
 Government bond markets fared less well, especially 
in developed economies as investors switched to equi-
ties from sovereign debt that is yielding at or below zero. 
German 10 -year yields briefly hit a record low of minus 
0.20 per cent earlier in the month before rising.
 In credit, US high yield debt rose further, extending 
this year’s gains to more than 12 per cent as the asset 
class attracted yield-seeking flows.
 The dollar rose more than 1 per cent, hitting a four-
month high against a basket of currencies as bet-
ter-than-expected US data revived expectations the 
Federal Reserve would raise interest rates later this 
year. The yen surged after the Bank of Japan delivered 
fiscal stimulus that fell short of market expectations, 
but it ended the month down almost 2 per cent against 
the dollar.
 Oil prices lost more than 10 per cent, dragging com-
modity indices lower as worries grew over a global glut 
of crude and refined products and as the dollar moved 
higher. Gold ended the month flat, but it is one of the 
best performing asset classes after gaining more than 
25 per cent since January.
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Wall Street, emerging markets  
march higher
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S&P 500 index hits all-time high

Source: Thomson Reuters Datastream



2

Asset allocation

Equities to extend summer  
run as Brexit shock fades
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G lobal financial markets have recov-
ered poise as a sell-off after Britain’s 

vote to leave the European Union proved 
short-lived. World economic growth re-
mains moderate and central banks in 
Europe, Japan and some emerging 
economies continue to provide mone-
tary stimulus, while the US Federal Re-
serve is unlikely to raise interest rates 
before December. This provides a posi-
tive backdrop for risk assets and we 
therefore stick to our overweight stance 
in equities and underweight in bonds. 
We keep our overweight position in gold 
as a hedge against future volatility.
 According to our busi n e s s c yc l e in-
dicators, the US economy is enjoying 
better growth momentum (see chart), 
thanks to higher consumer spending 
and a solid housing sector.

Manufacturing activity is also stabilis-
ing while there is a tentative sign of an 
increase in capital spending. All of 
which points to an upside risk to our 
2016 GDP forecast of 2 per cent, 
which is in line with the US’s potential 
growth rate. The market is pricing in 
a one in two chance of an interest rate 
hike in December, but overall monetary 
conditions should remain supportive of 
growth as a recent pick-up in inflation 
is likely to be temporary and the labour 
market remains tight.
 Economic activity is improving in the 
euro zone too as private consumption 
gains pace and external demand recov-
ers somewhat. Sentiment remains frag-
ile after Brexit but the euro zone econo-
my is proving resilient, allowing for 
above-potential growth of 1. 3 per cent 
this year. Italy remains a weak link giv-
en uncertainty over plans to recapital-
ise its banks, which are saddled with 
some EUR 20 0 billion (gross) of bad 
loans – a third of the euro zone’s total. 

The European Central Bank made no 
changes to monetary policy in July but 
reiterated that it would take necessary 
action. We think the ECB may extend 
the timeframe for its asset purchase 
programme beyond March to counter 
any negative surprises to the economy.
 Japan’s growth is likely to remain be-
low potential at 0.7 per cent this year as 
business investment remains subdued 
despite higher public and private spend-
ing, an upbeat housing sector and a 
moderate recovery in external demand. 
The BOJ expanded monetary stimulus 
by almost doubling its purchases of ex-
change-traded funds, but it disappoint-
ed investors by refraining from ventur-
ing into more unconventional monetary 
policy. It maintained its base money 
target at JPY8 0 trillion and the pace of 
purchases of other assets, including 

Source: Thomson Reuters Datastream

US growth momentum improving
US ISM Purchasing Managers Index 
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Performance: asset classes Bonds: asset class spreads

Global equity sector rotation: 
performance of cyclical vs defensive stocks
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currencies vs USD

Source: Pictet Asset Management, 
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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% 17.4 16.2 2.6 1.8 2.3%

EUROPE -1% 14% -1% 6% 14.6 13.6 1.5 1.1 4.1%

EMU 2% 13% 0% 4% 13.4 12.6 1.3 0.9 3.9%

SWITZERLAND -1% 11% 1% 4% 17.3 16.4 2.3 2.2 3.5%

UK -7% 17% -3% 9% 16.6 15.2 1.7 1.2 4.3%

JAPAN 15% 8% -1% 3% 12.4 12.1 1.0 0.7 2.6%

EM 6% 14% 3% 10% 12.4 11.6 1.3 0.8 2.8%

NJA 2% 12% 3% 9% 12.6 12.0 1.3 0.7 2.8%

GLOBAL 2% 13% 1% 6% 15.8 14.7 1.9 1.3 2.8%

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

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

ENERGY -41% 97% -12% 20% 36.4 24.6 1.3 0.9 3.7%

MATERIALS 6% 17% -5% 5% 17.4 15.9 1.6 1.0 2.5%

INDUSTRIALS 12% 11% 2% 4% 15.6 14.9 2.2 0.9 2.6%

CONSUMER DISCRETIONARY 11% 12% 5% 5% 15.3 14.4 2.4 1.0 2.2%

CONSUMER STAPLES 5% 10% 3% 5% 21.4 20.3 4.0 1.3 2.6%

HEALTH CARE 7% 11% 8% 6% 16.5 15.7 3.4 1.8 2.1%

FINANCIALS -1% 10% 3% 5% 11.2 10.7 1.0 1.4 3.9%

IT 3% 13% 2% 5% 16.5 15.4 3.0 2.1 1.7%

TELECOMS 7% 9% 4% 2% 15.4 14.9 2.1 1.3 4.1%

UTILITIES -3% 4% -1% 2% 15.4 15.1 1.5 1.0 3.8%
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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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have passed the worst of earnings 
downgrades as the proportion of S &P 
5 0 0 companies beating earnings esti-
mates hit 8 4 per cent, the highest 
since 20 0 9.
 Our t ec h n ic a l readings are positive 
for both equities and bonds despite 
stretched sentiment for US stocks. 
Gold has been in overbought territory 
for two consecutive months, but there 
is still some room for the precious met-
al to outperform given a positive sea-
sonal effect.

Japanese government bonds. The gov-
ernment is likely to implement an addi-
tional fiscal package of as much as 
JPY28 trillion.
 China’s economy remains stable, 
thanks to Beijing’s economic support 
measures on fiscal, monetary and 
property fronts. However, construction 
activity appears to be peaking, while 
credit growth is likely to slow down as 
authorities begin to rein in excessive 
growth in borrowing. Elsewhere in 
emerging economies, the growth out-
look remains underpinned by China’s 
stabilisation, an on-hold Fed and mon-
etary and fiscal support measures.
 Our l iqu i di t y readings stand at a 
neutral level for the third consecutive 
month. Expectations for easy mone-

tary and fiscal policy in Japan, China, 
Britain and the euro zone are likely to 
improve global liquidity conditions in 
the coming months. However, in the US, 
the Fed looks more likely to raise inter-
est rates this year, and changes in regu-
lations of money market funds are im-
pacting funding costs.
 Our va luat ion signals show equities 
are no longer as cheap as they used to 
be, especially in the US, Japan and Brit-
ain and in energy, materials, healthcare 
and consumer staples sectors. However, 
our scorecard shows equities are at 
their most attractive relative to bonds 
since 2012. It’s worth noting that US 
equities are at a record high and bond 
yields are close to all-time lows 
– a rare combination of events that has 
happened only five times in the past 
10 0 years. Moreover, US companies may 

Asset allocation
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Europe and the US back in neutral; staying  
long Japan and the UK
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e have raised US equities and cut 
European stocks to neutral. 

US equities may be trading at more ex-
pensive multiples than European coun-
terparts, but we think there is still room 
for the equity market to appreciate as 
the recent batch of US economic data 
points to surprisingly strong growth in 
the world’s biggest economy and posi-
tive earnings growth. A Federal Reserve 
that is unlikely to raise interest rates 
before December should also help un-
derpin risky assets. Valuations in US 
stocks are nowhere near bubble territo-
ry yet, while those in bonds have 
reached far more excessive levels.
 Europe on the other hand is cheap 
for a reason – it has failed to address a 
wide range of growth-sapping structur-
al problems and the region remains vul-
nerable to political instability ahead 
of presidential elections in France and 
Germany. Concerns over Italy’s 
debt-laden banks could also shake the 
region to the core. The ECB, which 
has been the only institution keeping 
the currency bloc together, may start 
to run out of ammunition. We are also 
sceptical about the efficacy of further 
monetary stimulus in the euro area. 

We have raised the score on emerging 
markets to a single plus. Economic fun-
damentals have improved as the per-
ceived risk of near-term financial insta-
bility in China has receded. We also 
note that liquidity conditions in several 
large emerging countries are positive 
on our measures. What is more, there 
are signs that strong US domestic de-
mand is finally beginning to lift exports 
in some Asian countries, while Russia 
and Brazil are beginning to come out of 
deep recessions. A technical indicator 
has also turned green: data from the In-
stitute of International Finance shows 
that investors are starting to reverse 
their long-held underweight positions in 
emerging markets, with USD 8 . 3 billion 
flowing into EM stocks since the Brexit 
vote. This is the highest level since the 
Fed delayed scaling back its bond buy-
ing programme in September 2013. 
 The UK and Japan remain over-
weight as we expect further policy stim-
ulus, which should benefit their equity 
markets. The Bank of England is widely 
expected to renew its stimulus efforts 
to head-off a post-Brexit downturn, fol-
lowing a drop in consumer confidence 
and early signs of retrenchment in key 
industries. Fresh measures could in-
clude a cut in interest rates and further 
quantitative easing. Japan is also  

expected to respond to the shock of 
Brexit, which triggered a surge in the 
safe-haven yen that has been choking 
exporters, with a sizeable stimulus 
package. According to our model, the 
valuation of Japanese equities is cur-
rently extremely cheap, at some two 
standard deviations from the long-
term average.
 Among equity sectors we continue 
to favour cyclicals, which are most ex-
posed to a recovery in economic growth 
and exhibit a 5 -7 per cent upside on our 
model in aggregate. These shares cur-
rently trade at a 10 per cent discount 
to the cyclically-adjusted Shiller 
price-earning ratio – a level consistent 
with a recession, compared with the 10 
percent premium they typically trade at. 
Within cyclicals we have shifted our 
bias from the materials sector to indus-
trials. We believe that fiscal spending 
on infrastructure is going to become an 
increasingly attractive political pro-
gramme for either incumbent govern-
ments seeking to bolster their position 
or from populist forces trying to find an 
alternative to global trade. High-yield-
ing utilities, by contrast, are weighed 
down by weak earnings prospects. And 
with the performance of utility stocks 
and government bonds closely correlat-
ed, there is also limited room for such 
stocks to rise when global bond yields 
stand at all-time lows.
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Equity region and sector allocation

Investors flock to emerging markets
Weekly equity flows into emerging markets (USD mln)

Source: EPF R , Pictet Asset Management
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ost developed market government 
bonds remain at extreme valua-

tions. Indeed, some became even more 
expensive in the wake of the Brexit ref-
erendum as investors anticipated fur-
ther monetary policy stimulus to miti-
gate the poll’s economic fallout. 
 As a result, we have kept our posi-
tioning on these bonds unchanged, 
staying underweight on all except for 
US Treasuries. Only the US retains 
any residual value at the long end, which 
we view as one of our last safe haven 
assets. This is useful against potential 
flashpoints, not least the Italian bank-
ing sector. Failure to resolve its bad debt 
problems could yet trigger a general-
ised flight from risk.
 But even the case for long-dated 
Treasuries isn’t clear-cut after yields 
collapsed during the month. That’s 
because the US economy’s fundamen-
tals are increasingly positive. Growth 
momentum has improved as has con-
sumption, more than offsetting any 
weakness in manufacturing activity. 

Wage growth, meanwhile, has been 
accelerating. The Fed’s own measure 
shows wages have been rising at 3 .6 
per cent a year, which is broadly around 
the Fed’s target levels.
 Nonetheless, the market is ascribing 
only a 28 per cent probability to a Fed-
eral Reserve rate rise in September and 
only a 5 0 per cent chance in December. 
Set against the backdrop of a robust 
economy, a tight labour market and ris-
ing earnings, this suggests the Fed will 
find itself behind the curve. Policy 
could end up having to play catch-up to 
control rising inflation. 
 These factors have the potential to 
trigger a sharp steepening of the Treas-
ury curve, with Fed policy having ever 
less traction beyond the short end of the 
market. One way to mitigate these risks 
would be to seek protection in the form 
of inflation-indexed bonds.
 We have cut our stance on emerging 
market hard currency debt and US high 
yield bonds following their strong per-
formance over recent months, reducing 
the former to neutral and the latter to a 
single plus from full-overweight.
 Desperation for yield has sent mon-
ey flooding to any and every corner of 
the market offering income (see chart). 

But the case for high yield debt relative 
to equities is less compelling after the 
yield gap between US equities and US 
high yield has fallen to 1 percentage 
point from 3.7 in February. Now is the 
time to start taking profits.
 We have made no changes to curren-
cies. We keep our underweight stance 
on the yen, which remains vulnerable to 
a large Japanese stimulus package. 
 Finally, we continue to overweight 
gold bullion as a long-term hedge 
against significant monetary debase-
ment, which seems an inevitable ulti-
mate consequence of ever more aggres-
sive central bank policy. Especially now 
that experiments in direct monetisation 
of fiscal spending no longer seem to be 
anathema to policymakers.
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vices and Markets Act 
2000. Swiss Pictet 
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Management Limited  
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is exempt from the re-
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services license, under 
the Corporations Act 
2001.
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sold in the United 
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pursuant to exemptions 
from SEC registration 
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and Re gulation D pri-
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Act and qualified clients 
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 © 2016 Pictet Each month, the PSU sets a 

broad policy stance based on its 
analysis of:

b u s i n e s s c yc l e 

Proprietary leading indicators, 
inflation

l i q u i d i ty

Monetary policy, credit/ 
money vari ables

va l uat i o n 

Equity risk pre mium,  
yield gap, historical earnings 
multiples

t e c h n i c a l s 

Pictet sentiment index  
 (investors’ surveys, tactical  
indicators)
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