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Liquidity drain
erodes support for stocks

GLOBAL ASSET CLASSES

With monetary stimulus set to
wane, we retain our neutral
stance on equities and our over-
weight position in cash.

EQUITY REGIONS AND STYLES

We retain our preference for
Japanese stocks as economic
conditions are improving.

EQUITY SECTORS

We maintain a cyclical bias
and raise our exposure to
financials on valuation grounds.

FIXED INCOME

We downgrade US high-yield
bonds to neutral as the asset
class now looks expensive.
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Global market overview

Return of the
bond vigilantes?

Cyclical stocks outpace defensive
sectors in recent months

Relative return: cylical/defensive stock sectors
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A sharp rise in bond yields dominated investors’ atten-
tion in October. The magnitude of the move will no
doubt leave many wondering whether fixed income’s long
bull run might be reversing, a concern that has started to
cloud the prospects for financial markets more generally.
Global bonds — as measured by the Barclays Global
Aggregate Index — posted a loss of more than 3 per cent

on the month in US dollar terms, with UK sovereign
debt dropping 10 per cent — though this was in part
down to dollar strength. In local currency terms,
global bonds overall lost around 1.5 per cent, while UK
gilts were down about 4 per cent.

Driving the bond market shakeout is the worry that
central banks will start turning off the liquidity taps
in the face of steady economic growth and rising infla-
tion. Indeed, the US 5y5y breakeven yield — a gauge
of investors' long-term inflation projections — moved up
to 1.9 per cent, its highest level since the end 0of 2015.
A variety of factors are behind building price pressures
from purely technical base effects — favourable year-
on-year comparatives are dropping out of the data — to
more fundamental forces.

To begin with, a pick-up in commodity prices following
their slump at the start of the year has started to filter
through to consumers. Qil prices climbed back above
USD50 a barrel from lows below USD30 earlier in the
year. In all, they have risen more than a fifth since the
start of the year, while commodities overall are up more
than 7 per cent.

Inthe UK’s case, inflationary concerns were amplified
by a sharp drop in sterling fuelled by fresh uncertainty
about what sort of post-Brexit deal the government will
be able to strike with the European Union. Sterling
dropped more than 5 per cent on the month against the
dollar, for a total loss of some 17 per cent on the year.

But the primary force driving inflation expectations
appears to be the likely elimination of the US’s output
gap. With weekly jobless claims falling to lows not seen
since the early 1970s, the signs are that wage pres-
sures could intensify. The probability of a US Federal
Reserve rate rise in December has risen above 70 per
cent and there are expectations for two further hikes
in2017.

Stocks have, so far, taken the bond market moves with
surprising equanimity. Global equities were largely flat
in local currency terms on the month, though there was
increasing dispersion between sectors. Cyclical stocks
fared the best, with energy, materials and financials man-
aging gains in local currency terms and consumer dis-
cretionary edging back only slightly. Meanwhile, some
of the biggest losers were defensive sectors, which
tend to be closely correlated with bonds, including sta-
ples and health care.
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Asset allocation

Neutral equity as liquidity
conditions deteriorate

Central bank liquidity drain presents risk for global stocks*

CENTRAL BANK EXCESS LIQUIDITY:
US, EURO ZONE, JAPAN
MSCI WORLD 12-MONTH EXPECTED EPS (RHS)

2010 2011

O ver the past month, macro-econom-

ic conditions have improved across
most developed countries. One support
for equities has been a pick-up in infla-
tioninthe US and other advanced econ-
omies. This is boosting nominal GDP
growth, which, in turn, is helping put an
end to the corporate profits recession
of the past year.

But as policymakers respond to rising
prices by slowing or even reversing some
of the aggressive monetary stimulus
that has inflated bond and equity valua-
tions over recent years, financial mar-
kets might soon have to contend with a
slow but steady draining of central
bank liquidity.
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Itis with this prospect in mind that we
have retained our somewhat guarded
asset allocation stance, remaining over-
weight cash, neutral on equities and
negative on bonds.

Our BUSINESS CYCLE gauges point to
strengthening global growth, particu-
larly across developed economies, with
our proprietary leading indicators and
PMIs all showing improvement.

Emerging markets lagged a little, held
back by flat global trade, yet growth
in the developing world remains much
stronger than it was at the beginning
of the year.

Although most economies’ manufac-
turing sectors continued to suffer from
a prolonged lack of capital expenditure,
we’ve observed some signs of improve-
ment, particularly in Japan and the
euro zone.

More broadly, we continue to expect
consumer spending and housing activity
to strengthen in line with growth in em-
ployment and wages, at the expense of
avery gradual rise in inflation.

30 * Excess liquidity is
the 6-month annual-
ised growth rate of
M2 money minus the
GDP-weighted rate
of expansioninin-
dustrial production
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The Japanese economy is showing good
momentum; its leading indicator is up
as is industrial production, while con-
sumption is also improving. But we
await parliamentary approval of the lat-
est fiscal stimulus programme, worth
JPY28 trillion over five years and which
could add 0.3 percentage points to
annual GDP growth, before deciding
whether we should be even more opti-
mistic on Japan.

Given gradually improving macro-eco-
nomic conditions in the US, character-
ised by a healthy 3.6 per cent yearly in-
crease in nominal wages, we expect
the US Federal Reserve to raise rates in
December by 25 basis points, possibly
followed by two further hikes during 2017.

In the euro zone, credit transmission is
gradually improving albeit with signifi-
cant divergences across the region.
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Major asset classes

Performance: asset classes Bonds: asset class spreads
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Risk bias indicators
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Business cycle:
World economic growth
continues to build

World leading activity index World leading activity
and real GDP growth sequential growth
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Valuation:
Equity markets and sectors

Countries and sectors

MSCI REGIONS EPS GROWTH SALES GROWTH PE PB P/SALES DY
2016 2017 2016 2017 2016 2017 2016E 2016E 2016E
us 1% 12% 2% 6% 18.4 16.6 2.7 1.9 2.1%
EUROPE -2% 14% -1% 5% 16.3 14.6 1.7 1.2 3.7%
EMU 0% 13% -1% 5% 15.4 13.8 1.5 1.0 3.5%
SWITZERLAND -4% 10% 0% 3% 18.1 16.7 2.3 2.2 3.4%
UK -6% 18% -3% 8% 17.5 15.1 1.7 1.3 4.1%
JAPAN 12% 8% -3% 3% 14.5 13.8 1.2 0.8 2.2%
EM 7% 13% 3% 9% 13.9 12.6 1.5 0.9 2.5%
ASIA EX-JAPAN 2% 12% 3% 9% 14.4 13.1 1.5 0.9 2.5%
GLOBAL 1% 13% 0% 6% 17.1 15.4 2.0 1.4 2.6%
MSCI SECTORS EPS GROWTH SALES GROWTH PE PB P/SALES DY
2016 2017 2016 2017 2016 2017 2016E 2016E 2016E

ENERGY -40% 95% -11% 19% 38.6 21.5 1.4 0.9 3.5%
MATERIALS 12% 17% -5% 5% 18.8 16.5 1.7 1.1 2.2%
INDUSTRIALS 9% 10% 0% 3% 17.3 16.1 2.5 1.0 2.4%
CONSUMER DISCRETIONARY 9% 12% 5% 5% 17.2 15.7 2.6 1.1 2.0%
CONSUMER STAPLES 5% 11% 4% 5% 21.6 19.7 4.1 1.3 2.6%
HEALTH CARE 7% 10% 8% 5% 16.4 15.2 3.4 1.8 2.1%
FINANCIALS -3% 9% 3% 4% 12.0 11.1 1.1 1.5 3.3%
T 3% 14% 1% 5% 19.1 17.0 3.5 2.5 1.5%
TELECOMS 10% 4% 5% 2% 14.6 14.0 2.1 1.3 4.3%
UTILITIES -3% 3% -9% 3% 15.3 14.9 1.5 1.1 3.8%

Liquidity: Central bank stimulus

easing at the margin

Size of Central Banks’ balance sheets
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Sentiment indicator
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Asset allocation

The provision of credit to non-bank cor-
porations continues to be modest but

a weaker euro and a recent rise in busi-
ness confidence indicators — which are
now at their highest levels since April
2014 — foreshadow a pick-up in growth
in the coming quarters.

Chinese growth has accelerated since
the start of the year. Fiscal spending
and rising industrial profits are starting
to encourage businesses to investin
fixed assets while strong growth in prop-
erty prices could support construction
activity.

The macro-economic backdrop may
be positive, but declining LiquipIiTY
represents a challenge for investors. We
are already seeing evidence of an indi-
rect monetary tightening in Japan, fol-
lowing the Bank of Japan’s decision
to shift from targeting the quantity of as-
set purchases to targeting the yield
curve. At the same time, money market
reformin the US has caused a spike in
Libor rates.

According to our indicators, the liquidi-
ty drain is going to continue in the US
at the end of this year, affecting not only
the US markets but other areas that
rely on US dollar funding.

In fact, our analysis shows that glob-
al US dollar liquidity — as measured by
the US monetary base and foreign offi-
cial assets denominated in US dollars
held at the Fed — is falling at its fastest
pace ever at 5 per cent year-on-year.
Private liquidity is also decelerating in
the US, Europe and Japan, putting
some potential downward pressure on
stocks’ price-earnings ratios.

Our TecHNICAL indicators paint a
mixed picture for equities, even though
there are wide discrepancies between
individual regions and industry sectors.
Investor positioning appears unusually
cautious, with portfolio manager sur-
veys showing cash holdings as a share
of total investments close to levels
comparable to those seen after 9/11 and
Brexit. While this suggests there is
scope for an equity rally heading into
year end, a host of other gauges indi-
cate a market correction is in store.

From a vALuATION viewpoint, equity
markets are fairly-priced. Japanese
and European equities look relatively
cheap while the US and Swiss markets
are expensive.

Looking ahead, we expect earnings
growth to be in the region of 10 per cent
over the next 12 months, a view that is
reinforced by the macro-economic back-
drop. There is scope for European earn-
ings to improve even further given that
the region’s economy is less advanced
in the cycle than the US’s and continues
to show a negative output gap. This
means that companies in Europe bene-
fit from lower wage bills and, conse-
quently, face less pressure on profit mar-
gins than their US counterparts.

Elsewhere, government bonds and
European corporate debt in particular
are trading well above fair value despite
the recent sell-off.



Equity region and sector allocation

Japan remains our top pick,
financials looking better

Financial stocks's appeal boosted by low valuations,

rising yields
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lobal equity markets are caught be-

tween two opposing forces. On one
side, they are supported by improving
macroeconomic fundamentals. On the
other, they face increasingly negative
liquidity conditions, which have been
a critical support for asset prices over
recent years. Over the long run, it is
unclear which factor will dominate. For
now, however, there is enough variation
in macro-economic and liquidity condi-
tions — not to mention valuations —
across regional equity markets and stock
sectors to open up a number of tactical
investment opportunities.

Our valuation and growth metrics
show that the US and emerging Latin
American stocks in particular are ex-
pensive and offer a less compelling
investment case than, say, Japan and
emerging Europe. Japanese equities
in particular look cheap, especially con-
sidering the market is trading at a lower
P/E ratio than Brazil for the first time
ever. What is more, if global bond yields
rise in line with our forecasts, Japanese
stocks should be expected to rise too.
If bond yields ratchet higher because
global economic conditions are improv-

ing then, our analysis suggests that Jap-
anese companies, among the world’s
top exporters, should benefit dispropor-
tionately from that acceleration in
growth.

Elsewhere, the UK stock market’s
growth prospects have been given a
boost by sterling’s dramatic deprecia-
tion since the summer’s vote to leave
the European Union. Although Brexit is
still more theory than reality — the Brit-
ish government is still trying to decide
on its negotiating stance — negative
headlines have been met by sharp cur-
rency moves. Sterling’s dollar exchange
rate is now about 30 per cent below fair
value, boosting the fortunes of the nu-
merous British companies who generate
their revenues outside the UK. Around
70 per cent of the revenues generated
by firms inthe FTSE 100 index come
from overseas.

So, overall, we remain overweight both
the UK and Japanese equity markets
and neutral on other regions.

As long as markets remain relatively
well behaved, the combination of mod-
erate growth and rising bond yields could
lead to further outperformance by cy-
clical sectors at the expense of defensive
sectors trading at high valuation multi-
ples such as staples. That’s surprising
because both might be expected to
suffer from the withdrawal of central bank
support for the markets. But we think

most of the pain will be felt by defensive
stocks with bond-like characteristics,
like utilities. Cyclical stocks should be
further supported by their relatively low
valuations — they normally trade ata 10
per cent premium to the rest of the
market but currently they are at fair val-
ue, even after outperforming the mar-
ket by 11 per cent since early July.

Under these circumstances, our cur-
rent positions — overweight consumer
discretionary, industrials and IT —should
do well, with the latter two sectors ben-
efiting from a rebalancing towards
manufacturing investment.

That’s not to say we see no value at all
in defensive sectors: we like telecom
and pharmaceutical stocks as both are
attractively valued and under-repre-
sented in investment portfolios.

We have also decided to upgrade fi-
nancials to overweight from neutral.
This decision stems from a number of
factors, including positive macroeco-
nomic developments, which should sup-
port credit demand, bullish momentum
indicators, a gradual steepening of yield
curves, which can boost lending spreads,
and cheap sector valuations. Global fi-
nancials’ price-to-book ratios are trad-
ing at around a 50 per cent discount to
fair value, similar to where they were
at the depths of the financial crisis in
March 2009. Meanwhile, European
banks would particularly benefit from
any decline in provisioning against bad
loans.
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Fixed income and currencies

Locking in gains on
US high yield

High yield bonds looking expensive
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SPREAD*, PERCENTAGE POINTS,

OVER US TREASURIES

AVERAGE SPREAD

15

10

BT

2004 2005 2006

I nvestors who have piled into US high

yield bonds over the past few months
have been richly rewarded, with the as-
set class having delivered a return of
some 15 percentsofarin2016inUS
dollar terms. Should that hold until
the end of December, the annual perfor-
mance will be the market’s third best
in the past two decades. High-yield
bonds’ spread over US Treasuries,
meanwhile, has narrowed by more than
350 basis points since hitting a peak
of close to 900 basis points in February.

Having held an overweight position
in the asset class over most of 2016, we
believe itis now time to scale back our
exposure to neutral. There are a number
of reasons for doing so.

The main one is valuations. As the
chart shows, the rally that has unfolded
over the past several months has taken
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Source: Bank of America-Merrill Lynch, Pictet Asset Management

the option-adjusted yield spread on US
non-investment grade debt to a level
that is more than 200 basis points be-
low the long-term average. As a result,
the US market lost virtually all of its yield
advantage over its euro zone counter-
part.

Such a slim risk premium looks diffi-
cult to justify at a time when liquidity
conditions are deteriorating in the US
and bond default rates are slowly tick-
ing higher: at 4.8 per cent, they are ata
six-year high. What is more, our senti-
ment indicators suggest that investor
positioning in US high-yield debt is ex-
cessively bullish, increasing the scope
for a sell-off.

Yet another warning sign can be found
in the primary bond market. Although
the net volume of bond issuance is rela-
tively modest, the coupons offered by
new deals are ratcheting ever lower. This,
in turn has taken the average coupon
to about 6.5 per cent, 50 basis points
down on the levels seenin 2014.

We however retain our preference
for longer-dated US Treasuries.

Although yields on such securities
have risen considerably in recent weeks
amid evidence pointing to a future rise
ininflation, our view is that the structur-

2014

20 * Spread is the op-
tion-adjusted spread
as indicated by the
Bank of America-
Merrill Lynch US
High Yield bond in-

15 dex after taking into
account Moody's
trailing 12-month
default rate;

10
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al decline in long-term economic growth
and dovish Fed guidance should pro-
vide support for the longer end of the
curve.

Elsewhere, we continue to hold a neu-
tral position in emerging market debt.
That goes for both US dollar and local
currency bonds. The prospects for
emerging market currencies look less
compelling in wake of the strong run
many of them have enjoyed since the
beginning of the year. From the end of
December 2015, the Brazilian real is up
more than 25 per cent, the Russian ru-
ble has gained some 15 per cent while
the South Africanrand isup 11 per
cent. These currencies could reverse
course if, as our indicators suggest,
demand for US dollars eclipses supply
in the coming months and commodity
price rally peters out.
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