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Asset allocation: looking to play it safe

Corporate profits are barely growing. Almost USD15 trillion of debt trades at yields below zero. And trade disputes are

rumbling on. There is, then, not much for investors to be enthusiastic about. Not in the near term at least.

Our own global leading indicator suggests economic conditions will remain sluggish over the next few months. Our
forecasts for world GDP growth have been falling since the summer; we now expect the global economy to expand at a
sub-3 per cent pace compared to just above 3 per cent at the end of June. Such muted economic readings offset the

positive signals that emerge from our assessment of liquidity and technical developments.

With this in mind, we remain underweight bonds and equities and overweight cash.
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Our business cycle readings don't give much to be optimistic about. Economic growth will slow a bit further
before plateauing: our leading indicators suggest GDP will expand by around 2 per cent in early 2020, compared to the

current rate of 2.7 per cent.

Trade is the economy's biggest problem. Although consumer demand is holding up, export orders are shrinking as a result

of tariff hikes and other protectionist measures.

The impact is particularly visible in the two countries at the forefront of the dispute. In the US, weak manufacturing has
pushed the ISM index to its lowest level in three years, and employment has also softened a little. In China, industrial

production growth has slowed to a record low.

One bright spot is Europe. Our leading indicator for the euro zone has been positive for three months running,

underpinned by healthy consumer spending.

Household demand is particularly strong. Even though retail sales edged down slightly consumer confidence is still very
high and labour market conditions have improved. And lending to the private sector, a bug bear for the region, continues

to gather speed.



Liquidity conditions are neutral to positive for riskier asset classes. The situation in Europe is encouraging, thanks to the
European Central Bank’s recent interest rate cut and restart of its asset purchase programme, under which it will buy
EUR20 billion in securities per month. In China, however, the monetary policy taps have not opened by as much as many
investors had hoped.

FIG. 1 YIELD PROBLEM
Negative yielding bonds, in USD bn
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Our valuation models show global equities are fairly priced. Yet this masks wide divergences among regions.

The US is one of the most expensive equity markets. With a cyclically-adjusted price-to-earnings ratio of 29 times, US
stocks are poor value both in absolute terms and relative to peers. On a global basis, value stocks are attractive relative to

growth stocks.

In fixed income, government debt and credit are at trading at some of the loftiest valuations seen over the past two

decades.

One positive signal for equities comes in the form of technical indicators. As the year enters its final quarter, stocks
should benefit from seasonal effects — the final three months of the year are generally kind to equity markets. Another
plus is investors' unusually bearish positioning, which limits the scope for any sharp fall in stocks. At the moment, market
positioning is very cautious, as evidenced by our analysis of net long positions in safe haven currencies (Swiss franc,

Japanese yen and gold) versus those in a basket of traditionally riskier ones.
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Equity sectors and regions: cutting back
on emerging markets

Equity markets are undoubtedly getting a near-term boost from monetary stimulus. The ECB recently launched a series of
easing measures, the US Federal Reserve is trimming rates and Chinese authorities are also loosening the monetary

reins.
But we think the market latest gains represent nothing more than a bear market rally.

For one thing, the US expansion, already the longest on record, is beginning to show its age. Not only have warning
indicators such as the US bond yield curve been flashing recession for some time, but corporate earnings are rising more

slowly. At the same time, the trade war between the US and China continues to have a depressive effect.

Changes in market dynamics also give us cause to be cautious. After lagging their growth counterparts for years, value
stocks rallied during September [see chartl. That growth stocks should lag is perhaps unsurprising given the recent uptick

in bond yields — rising yields depress the present value of expected future earnings.

FIG. 2 GROWING VALUE
MSCI World Value vs Growth, rebased 23.09.2009=100
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3 Source: Refinitiv. Data from 23.09.2009 to 25.09.2019; in US dollar terms

All of which leads us to take a more cautious view on equity regions and sectors.

Hence our decision to trim emerging market equities — which have had a good recent run — to neutral from overweight, to

trim financials to neutral, also from overweight, and to lift technology to neutral from underweight.



There are, however, bright spots in the equity market. We maintain our overweight stance on the euro zone and the UK,
largely on valuation grounds. Even if the downturn in world trade threatens to push the German economy into recession,
this possibility has already been reflected by the country’s stock market. The growing likelihood of fiscal stimulus —

corporate tax cuts and infrastructure spending — makes it likely that once investor sentiment turns, it will do so robustly.

The backdrop is similar for the UK. Brexit has left UK equities as the cheapest of all the global stock markets, while
sterling is also undervalued. With plenty of bad news priced in, any resolution to the country’s political turmoil is likely to

see a big snap-back. We figure there’s the prospect of a 20 per cent upside to the market.
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Fixed Income and currencies: hard to
find value in a sub-zero world

Bonds have become very unattractive investments, with a record USD17 trillion of them trading at negative yields. ! The
real yield on global debt — measured by the JP Morgan Government Bond Index — has fallen to an historic low of -1.5 per

cent.

But that doesn’t mean they can be discarded altogether. The investor’s task is to distinguish the expensive from the really

expensive.

We aren't attracted to European sovereign and corporate bonds. Europe has a higher proportion of negative yielding
bonds than any other region. More than 60 per cent of euro-denominated investment grade corporate debt carry negative

yields, an all-time high.
We're also underweight Japanese government bonds, a large proportion of which are also yielding below zero.

Elsewhere, we retain a market-weight stance on emerging market (EM) local currency debt. Even though their yields are,
in aggregate, at a five-year low of 5.2 per cent, EM bonds should get a boost from an appreciation in emerging currencies.
Our model shows that emerging currencies are undervalued by some 25 per cent versus the US dollar, a discount that is

hard to justify given the emerging world’s stronger economic growth.

When it comes to currencies, sterling’s prospects look bright; we have raised our exposure to overweight. Political and
economic uncertainty caused by Brexit has already pushed sterling to its lowest level in 34 years against the dollar.
However, we think a lot of bad news is already in the price. Our analysis shows sterling is trading some 12 per cent below
what our Purchasing Power Parity model suggests is fair value (see chart).? Consequently, any positive surprise related to

Brexit has the potential to trigger a rally in the currency.



FIG. 3 SHAKEN AND STIRRED
Sterling's vs US dollar; % deviation from valuation implied by Purchasing Power Parity model
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Elsewhere, we maintain our overweight stance in the Swiss franc and gold as their safe-haven status should help them

outperform in times of increased volatility and high uncertainty.

[1] Source: Bloomberg and Barclays, data as of 30.09.2019



Global markets overview: a style rotation

Global equity markets ended higher in a move led by value stocks, companies with solid if unspectacular profit growth.
History shows value stocks outperform their more glamorous 'growth' counterparts when the economy enters the final
stage of its expansion. Value stocks have trailed growth stocks by a considerable margin since 2008. But a persistent
slowdown in world trade and a recent spike in US Treasury yields appears to have encouraged investors to divert
investments to more defensive stocks.

FIG. 4 JAPAN RISING
MSCI Japan, rebased. 30.09.2018 = 100
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The MSCI ACWI value index ended the month up more than 5 per cent in US dollar terms, beating its growth counterpart

by more than 2 percentage points.

The month also saw a wide dispersion between regions and sectors. Japan was the biggest outperformer with a gain of 6
per cent in local currency terms, benefiting from a weaker yen which fell more than 1 per cent (see chart). Financial and

energy stocks rose more than 4 per cent. Emerging Asia was the worst region with a decline of 1 per cent.

Oil prices were volatile, with the Brent benchmark posting its biggest jump in about 30 years after attacks on oil facilities

in Saudi Arabia sparked fears of supply shortage. The market has since stabilised, with oil prices ending the month up 1.7
per cent. In fixed income markets, emerging local debt was the only sovereign debt asset class that saw positive returns in
the month. European sovereign and corporate bonds fell across the board. The euro fell over 1 per cent against the dollar.

Gold fell more than 3 per cent.
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Asset allocation

We are negative on both bonds and equities, preferring cash.

Equity regions and sectors

We downgrade emerging market equities and financials and upgrade IT.

Fixed income and currencies

We upgrade sterling to overweight. We maintain our underweight stance in European and Japanese
government bonds.

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
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.


https://am.pictet

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.

For Australian investors, Pictet Asset Management Limited (ARBN 121 228 957) is exempt from the
requirement to hold an 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 private placements to
accredited investors pursuant to exemptions from SEC registration under the Section 4(2) and Regulation D
private placement exemptions under the 1933 Act and qualified clients as defined under the 1940 Act. The
Shares of the Pictet funds have not been registered under the 1933 Act and may not, except in transactions
which do not violate United States securities laws, be directly or indirectly offered or sold in the United States
or to any US Person. The Management Fund Companies of the Pictet Group will not be registered under the
1940 Act.

Pictet Asset Management Inc. (Pictet AM Inc) is responsible for effecting solicitation in North America to
promote the portfolio management services of Pictet Asset Management Limited (Pictet AM Ltd) and Pictet
Asset Management SA (Pictet AM SA).

In Canada Pictet AM Inc. is registered as Portfolio Manager authorised to conduct marketing activities on
behalf of Pictet AM Ltd and Pictet AM SA. In the USA, Pictet AM Inc. is registered as an SEC Investment
Adviser and its activities are conducted in full compliance with the SEC rules applicable to the marketing of
affiliate entities as prescribed in the Adviser Act of 1940 ref. 17CFR275.206(4)-3.
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