
First, some global observations about inflation. Average inflation across emerging markets has fallen to 2.9%, a level not

seen since the 1970s, and this is good news for holders of hard currency debt.
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Inflation across emerging markets is at multi-decade lows. But one
region is bucking the overall trend: Central & Eastern Europe. What
does it mean for investors?
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FIG. 1 INFLATION IN EMERGING MARKETS

Source: Pictet Asset Management, CEIC, Datastream, February 2018. *Based on 30 EM consumer prices indices, GDP weighted.
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As Fig. 2 below shows, the inflation differential between developed and emerging markets and EM hard currency yield

spreads appear closely linked. Even if inflation is expected to pick up modestly in emerging markets, we believe it will rise

less than in developed markets, and this supports a further narrowing in emerging hard currency debt spreads.

The exception to the rule...

As mentioned, one cluster of countries bucking the falling inflation trend is the Central and Eastern Europe (CEE)

markets of the Czech Republic, Hungary, Poland and Romania. This is mainly because of wage growth, which has ticked

up in all four countries.

The four markets in the CEE region account for over a trillion dollars of GDP and around 80 million people. Poland is the

region’s powerhouse accounting for half of GDP and half of the population. The richest market in terms of GDP per capita

is the Czech Republic.

FIG. 2 - INFLATION DIFFERENTIAL 

Source: Pictet Asset Management, CEIC, Datastream, January 2018

FIG. 3 - NOMINAL WAGE GROWTH IN THE CEE REGION 

Source: Pictet Asset Management, CEIC, Datastream, February 2018
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The charts below show two key drivers of wage increases in these four economies: record-low unemployment

and increasing minimum wages.

You can depend on us...

Wage pressure could continue to build in the CEE region as ageing populations and rising life expectancy cause the

dependency ratio of non-working to working people to rise across all markets. As Fig. 6 shows this is especially the case

for the Czech Republic.

FIG. 4 -THE CEE REGION AT A GLANCE 

Population, dependency ratios, unemployment and GDP per capita

Source: Pictet Asset Management, CEIC, Datastream

FIGS. 5A & 5B  -

Left chart - Central Eastern Europe unemployment rates (%) 
Right chart - Central Eastern Europe minimum nominal monthly wages (EUR)

Source: Pictet Asset Management, CEIC, Datastream, February 2018



Central banks behind the curve

What does this mean for debt investors?  Although rising wage growth in the CEE is a sign of strong economic

conditions, the risk of central banks falling behind the curve is a threat for the region’s local currency debt.

Overall CEE central banks have been slow to react to inflation. Poland and Hungary in particular have not started the

tightening yet. The Czech National Bank was first to hike rates after the removal of the EUR/CZK floor in April 2017.

Although the Bank of Romania began hiking rates in February 2018, we believe the country is the most at risk. As Fig 7

shows it is the only market in the region with a ‘twin deficit’ – trade and current account - which is deteriorating. We

believe this increases the pressure on CPI inflation through an expected depreciation of the currency, in addition to the

rising domestic inflationary pressures. We expect a more rapid pace of rate increases in the year ahead.

FIG. 6 - RISING DEPENDENCY RATIOS

Dependency ratio is the percentage of population outside of working age: 0-14 year, 65 years +

Source: Pictet Asset Management, CEIC, Datastream, January 2018

FIG. 7 - TWIN PEAKS - ROMANIA MOST AT RISK 

Romania's current account and fiscal balance (% GDP)

Source: Pictet Asset Management, CEIC, Datastream. Current account January 2017, fiscal balance January 2018.



THE VIEW FROM OUR EMERGING MARKET EQUITY TEAM

By Christopher Bannon, Senior Investment Manager

Backing the consumer boom

The CEE region is booming. In our view this is best captured through stocks exposed to  consumption and credit, such as

banks and consumer companies backed up by strong fundamentals. Valuations here look reasonable, trading at a slight

discount to western European markets. In addition, we believe that forward expectations do reflect strong macro growth

dynamics. 

As Fig. 8 shows, both financial services and consumer sectors have seen their earnings forecasts upgraded quite

consistently over the past year.

Despite the overall positive trend, the market has been paying greater attention to company fundamentals and rewarding

those with the strongest growth prospects. In our view, the increasing dispersion of returns between the market's winners

and losers is creating a fertile ground for stock pickers.

MARKET WATCH

Christmas decorations in Vaci Street, Budapest, Hungary

FIG 8. UPSIDE IN CONSUMER AND FINANCIALS  

Change to 2019 net income expectations

Source: Bloomberg, March 2018
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Important legal information

This marketing document is issued by Pictet Asset Management. It is neither directed to, nor intended for

distribution or use by any person or entity who is a citizen or resident of, or domiciled or located in, any locality,

state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or

regulation. Only the latest version of the fund’s prospectus, the KIID (Key Investor Information Document),

regulations, annual and semi-annual reports may be relied upon as the basis for investment decisions. These

documents are available on assetmanagement.pictet.

This document is used for informational purposes only and does not constitute, on Pictet Asset Management

part, an offer to buy or sell solicitation or investment advice. It has been established on the basis of data,

projections, forecasts, anticipations and hypothesis which are subjective. Its analysis and conclusions are the

expression of an opinion, based on available data at a specific date. The effective evolution of the economic

variables and values of the financial markets could be significantly different from the indications

communicated in this document.

Information, opinions and estimates contained in this document reflect a judgment at the original date of

Source: Datastream, Bloomberg, data as at 28.02.2018 and in USD. Equity indices are quoted on a net dividend reinvested basis; bond and

commodity indices are quoted on a total return basis. The currency rates evolution is treated as a performance calculation based on FX rates.


https://am.pictet


publication and are subject to change without notice.  Pictet Asset Management has not taken any steps to

ensure that the securities referred to in this document are suitable for any particular investor and this

document is not to be relied upon in substitution for the exercise of independent judgment. Tax treatment

depends on the individual circumstances of each investor and may be subject to change in the future. Before

making any investment decision, investors are recommended to ascertain if this investment is suitable for them

in light of their financial knowledge and experience, investment goals and financial situation, or to obtain

specific advice from an industry professional.

The value and income of any of the securities or financial instruments mentioned in this document may fall as

well as rise and, as a consequence, investors may receive back less than originally invested. Risk factors are

listed in the fund’s prospectus and are not intended to be reproduced in full in this document.

Past performance is not a guarantee or a reliable indicator of future performance. Performance data does not

include the commissions and fees charged at the time of subscribing for or redeeming shares. This marketing

material is not intended to be a substitute for the fund’s full documentation or for any information which

investors should obtain from their financial intermediaries acting in relation to their investment in the fund or

funds mentioned in this document.

EU countries: the relevant entity is Pictet Asset Management (Europe) S.A., 15, avenue J. F. Kennedy, L-1855

Luxembourg

Switzerland: the relevant entity is Pictet Asset Management SA , 60 Route des Acacias – 1211 Geneva 73 

Hong Kong: this material has not been reviewed by the Securities and Futures Commission or any other

regulatory authority. The issuer of this material is Pictet Asset Management (Hong Kong) Limited.

Singapore: this material is issued by Pictet Asset Management (Singapore) Pte Ltd. This material is intended

only for institutional and accredited investors and it has not been reviewed by the Monetary Authority of

Singapore.
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