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ECONOMIC INDICATORS & PICTET WEALTH MANAGEMENT FORECASTS (AT 9 NOVEMBER 2017)*

INTEREST RATES (IN %) CURRENT DECEMBER 2017E DECEMBER 2018E
Switzerland - short -0.75 -0.75 -0.50
Switzerland - 10 year -0.03 0.20 0.40
Euro area - Refi rate 0.00 0.00 0.00
Euro area - Deposit rate -0.40 -0.40 -0.40
Germany - 10 year 0.43 0.70 0.90
France - 10 year 0.84 1.00 1.40
Italy - 10 year 2.01 2.30 2.60
Spain - 10 year 1.63 2.00 2.20
US - Fed rate (mid range) 1.13 1.38 1.88
US - 10 year 231 2.50 2.60
UK - Repo rate 0.25 0.50 0.75
UK - 10 year 131 1.40 1.60
Japan - Overnight -0.10 -0.10 -0.10
Japan - 10 year 0.07 0.00 0.25
CREDIT SPREADS (IN BP)# CURRENT DECEMBER 2017E DECEMBER 2018E
European 1G 92 100 120
European HY 233 250 285
Us G 100 110 130
US HY 338 380 405
EM Corporates (USD) 275 300 340
EM Sovereign (USD) 280 310 350
# Bank of America Merill Lynch indices

FOREIGN EXCHANGE CURRENT DECEMBER 2017E DECEMBER 2018E
EUR/USD 1.17 115 1.24
EUR/CHF 1.16 1.13 1.16
USD/CHF 0.99 0.98 0.94
GBP/USD 1.32 1.32 1.37
USD/JPY 113 115 115
COMMODITIES CURRENT DECEMBER 2017E DECEMBER 2018E
Gold 1282 1250 1370
Qil (WT1) 52 48 50
GDP GROWTH RATES CURRENT (Y0Y) 2017E 2018E
Us 2.3% 2.3% 2.0%
Euro area 2.5% 2.1% 1.7%
UK 1.5% 1.4% 1.0%
Suisse 0.4% 0.8% 1.7%
Japan 1.4% 1.6% 1.2%
China 6.8% 6.8% 6.3%
CONSUMER PRICE INFLATION CURRENT (Y0Y) 2017E 2018E
US (core PCE) 1.3% 1.5% 1.8%
Euro area (headline HICP) 1.4% 1.5% 1.3%
UK (headline CPI) 3.0% 2.7% 2.3%
Switzerland (headline CPI) 0.7% 0.5% 0.9%
Japan (core CPI) 0.7% 0.4% 1.1%
China (core CPI) 2.3% 2.2% 2.2%

E = estimate.

*Past performances or forecasts are not per se a reliable indicator of future performance.

Content completed on 9 November 2017.
Editor: Isidore Ryan

Design: Stéphane Bob, Forth Studio
Printed on FSC-certified paper.
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STILLIN A
SWEET SPOT

CESAR PEREZ RUIZ

Chief Investment Officer
Pictet Wealth Management

“We think solid
fundamentals mean equities
still have room to run”

ith the end of 2017 approaching, it is time to review how markets have

fared this year. In line with our core scenario, it has generally been a risk-on
environment, and, barring late surprises, most asset classes are set to finish in
positive territory.

Ithas been another good year for equities, supported by economic momentum,
earnings growth, and continued central bank dovishness (in mid-November,

the MSCI World was up 16% year-to-date in US dollars). As a result, our decision
to stay overweight developed-market equities has proved the right call. We have
particularly favoured euro area and Japanese equities. Euro area stocks benefited
from the euro area’s broad-based economic rebound and the waning of political
risk in the EU as the year progressed (most notably with the defeat of far-right
Marine Le Pen in France’s presidential election in May), notwithstanding the
worrying deadlock in the Brexit talks (we were rightly underweight UK stocks)
and the recent crisis over Catalonia. Abenomics and very loose monetary policy
have been good for the Japanese economy and equities, and prime minister
Shinzo Abe’s re-election in a snap election in October promises more of the same.

We were neutral on US equities, which also proved well advised. The surge in
business and investor optimism that followed Trump’s election in November 2016
gradually petered out as the year progressed amid political dysfunctionality in
Washington DC and a lack of progress on tax reform—although the US economy
remains robust regardless.

Within fixed income, we preferred corporate credit, and benefitted from the gradual
compression of spreads during the year. But spreads now look tight, and we have
taken some profits on high yield in the second half of the year. Perhaps the biggest
surprise has been the failure of US Treasury yields to rise this year (ataround 2.3%

in mid-November, the 10-year rate was actually down slightly from January). This

is because inflation has remained unusually subdued for this stage of the economic
cycle—probably reflecting structural changes in the economy. Sovereign yields did
pick up alittle in Europe, where we were underweight European government bonds.

Emerging-market assets also generally had a strong year, as China’s growth
remained robust, commodity prices rebounded in the second half, US fiscal
stimulus failed to materialise and Fed tightening proved very gradual. We have
been playing emerging markets through hard-currency debt; beyond this it
proved hard to find a time to buy in to these markets tactically, but we think there
are good opportunities.

Itwas a good year for active management, as we predicted. Most hedge fund
strategies did well as correlations among asset classes fell, and a surge in M&A
activity on the back of improving corporate confidence also provided opportunities.

Nonetheless, there have been signs of stress, notably in currency markets.

The dollar’s unexpected weakening proved a headache for many investors,

and its recent rebound now looks largely played out. Volatility has remained

at historically low levels, but with geopolitical risk on the rise we thought it
advisable for most of the year to mitigate some of the downside risk to portfolios
through put options on equities or call options on gold.

Next year currently looks set to be a case of more of the same, atleast in the first
half. After nine years, the rally in developed-market equities is maturing and
valuations are high, although we think solid fundamentals mean equities still
have room to run. So we will be staying long equities. The gradual withdrawal of
liquidity support by central banks is worth watching—although Trump’s choice
of Jerome Powell to replace Janet Yellen at the Fed fits with our view that policies
will generally remain dovish. Political risk will remain in the headlines: among
other things, the Middle East and North Korea remain concerns and elections

in Mexico and Brazil could bring surprises. We will be keeping a close eye on
volatility, which could well pick up from current low levels.
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INVESTMENT STRATEGY

Investment Strategy Highlights

An overview of Pictet Wealth Management’s stance on asset classes.*

ASSET STANCE

> We remain constructive on equities, which
are being underpinned in particular by
robust earnings growth.

> However, there are signs of pressure,
especially in forex markets, and occasional
spikes in volatility are likely, notably as
a result of geopolitical risk. It is worth
considering risk mitigation for portfolios —
put options on equity indices are one way to
protect some of the downside.

> US tax cuts could provide a significant
boost to 2018 earnings growth and US
equities, but the legislative process is
likely to dilute and delay the plans that
have been outlined.

> Low correlations and a pick-up in
disruptive M&A mean a good environment
for active management.

COMMODITIES

> While a temporary surge in oil prices is
possible, for instance on geopolitical risk,
we see limited upward pressure based on
fundamentals. We estimate an equilibrium
price over the next 12 months of USD55—
58 per barrel for WTI, close to current
levels.

CURRENCIES

> We see limited further downside for the
EUR against the USD. We continue to
expect a gradual weakening of the dollar
in 2018, and estimate an EUR/USD rate of
USD1.24 for end-2018.

EQUITIES
> October was another good month for
equities, and we remain generally bullish

on euro area and Japanese equities. We are

more neutral on richly valued US equities,
although that would change if there are
positive surprises on tax reform.

> We are neutral on tech stocks, bullish on
prospects for financials and materials in
both Europe and the US, and have moved

to a more bullish stance on industrials and

energy in Europe.

FIXED INCOME

> US 10-year Treasuries should yield around
2.6% by end-2018. Our end-2017 target
for 10-year German Bunds is 0.70%, and
we expect a further gradual increase in
2018. As we still expect yields to rise, we

OUR CURRENT ASSET CLASS STANCE*

STANCE
CASH/CURRENCY
USD (vs EM and G10 currencies)

Very bearish Bearish

Bullish
I

Neutral Very bullish

EUR (vs USD)

CHF (trade-weighted index)

DEVELOPED MARKET EQUITIES
Us

Euro area

Europe

Japan

EMERGING MARKET EQUITIES
Asia

Latam

SOVEREIGN BONDS
us

Euro periphery

Core Euro

USD EM

Local currency EM

CORPORATE BONDS
US high yield

US investment grade

EUR high yield

EUR investment grade

Hard currency EM

GOLD

HEDGE FUNDS

PRIVATE EQUITY

REAL ESTATE

would stay underweight core sovereign
bonds and short duration.

> We continue to see opportunities in credit.
However, tight spreads on high yield leave
little room for disappointment. Spreads are
also tight on investment grade, but this is
compensated by the carry, which remains
reasonable.

ALTERNATIVES

> Our outlook for Hedge Funds remains
positive, as monetary and political
developments should work in favour of
most strategies.

> Valuations, competition and capital inflows
remain high in Private Equity, but there
are still good opportunities for attractive
returns.

> We continue to see value in real estate
investing.

*At 9 November 2017.
** Three to six month horizon.

NOTICE: This asset class stance is provided for
illustrative purposes only. In general, asset alloca-
tions will differ among investors according, in par-
ticular, to their individual circumstances, risk toler-
ance, return objectives and time horizon. Therefore,
the asset allocation in this publication may not be
suitable for all investors and shall not be used as
the basis of an investment decision.
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Slow policy ‘normalisation’
should not endanger risk assets

With inflation still below target, the limits of monetary policy were
plain to see in 2017. While we await the emergence of new monetary
styles able to deal with the new challenges we face, central bank
caution could help ensure that risk assets have further to run.

he varied policies of the world’s

main central banks remained de-
synchronised and non-cooperative
this year, as they have been for some
time. The Bank of Japan continues
to buy government bonds to ensure
that government bond yields remain
at zero, whereas, by contrast, the US
Federal Reserve has embarked on bal-
ance-sheet reduction. The Bank of
England has just raised interest rates,
but the European Central Bank looks
unlikely to follow suit until sometime
in 2019, according to our analysis.

Yet central banks would all like to
give themselves room to ‘normalise’
policy to deal with the nextrecession—
preferably without impacting growth
or upending financial markets.

Buthere, their room for manoeuvre
islimited. This is because central bank
policy has not been enough to gener-
ate sufficient levels of growth and in-
flation to warrant anything more
than a very cautious approach to pol-
icy normalisation. In the US the cur-
rent expansionary cycle is the weakest

(in magnitude if not in length) since
World War Two. According to one es-
timate, US GDP is USD 3 trillion below
where it would be if growth had been
asstrong as in the 1980s.

Anyway, whatdoes ‘normalisation’
mean in the current circumstances? If
one applies the ‘Taylor rule—which
looks at employment, inflation and
growth to determine where ‘real’ (in-
flation adjusted) interest rates should
be— the idea that central banks might
be able to reduce their balance sheets
to pre-financial crisis levels anytime
soon looks far-fetched.

If central banks’ policies seem to
have hit a buffer, it may be because
their policy framework is inadequate
for the challenges that arise from
rampant globalisation and successive
waves of technological innovation. In
other words, the time has come for a
new vision of monetary policy, one
that looks beyond crisis management
and quantitative easing, which has
drawn more on the technical skills of
central bankers than on their grasp of

ADVANCED ECONOMIES: THE GROWTH IN CENTRAL BANKS’ BALANCE SHEETS
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the long-term issues facing the world.
This new vision would aim to foster
an environment that makes markets
and economies durably more resilient
to crises and would probably require a
new ‘style’ of monetary policy—one
that involves anything from setting
flexible inflation targets to defining
asset-price targets and fixing goals for
nominal GDP. It would probably also
need to broaden the scope of policy
further, to encompass a series of mac-
roprudential features.

As we wait for new thinking to
take hold, we find ourselves in a situ-
ation where the least policy mistake
by central banks could have serious
consequences for risk assets that have
reached stretched valuations, such as
equities and non-investment grade
bonds. But a significant market cor-
rection is not our central scenario at
present, as we expect central banks to
maintain a very patient and prudent
approach to unwinding the loose pol-
icy measures of recent years. In short,
policy normalisation will, we think,
take a backseat to the wish to avoid
depressing asset markets to a degree
that risks destabilising the economic
cycle.

This means that long-term in-
terest rates could remain lower for
longer than some observers have been
expecting. US 10-year Treasury bond
yields for instance, could remain
stuck in a range of 2.5-3.0% next year,
even with nominal GDP growth of 3.5-
4%). But this caution should provide
support for risk assets. Already helped
by earnings growth, the bull market
for equities seen this year could con-
tinue for a while yet. m
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Trump presidency - Stuck in

a sand bunker

Trump’s divisiveness and political isolation, added to structural
deficiencies in the US political system, is a medium-term risk for the

US economy.

hile on the campaign trail, Don-
ald Trump promised to break
the Washington DC logjam. Building
on his business executive credentials,
magnified by his appearance on real-
ity TV show ‘The Apprentice’, he was
the one, he said, that would make sure
things get done. The reality one year
later, with Trump now in the White
House, is that political gridlock is as
bad as ever, even though the Republi-
can Party controls both the executive
and legislative branches of govern-
ment. The Trump Administration’s
legislative successes have been meagre.
There are several possible reasons
for this. The first may be that Don-
ald Trump is not cut from the same
cloth as mainstream Republicans. To
understand his presidential victory,
one should look back to the 1992 pres-
idential election, in our view. That
year saw the eruption of a third-par-
ty candidate, Ross Perot, a business
magnate who ran a particularly vehe-
ment campaign against NAFTA and
job offshoring and took 19% of the
votes. In a way, the Trump 2016 elec-
tion triumph resulted from a success-
ful synthesis of Perot and George H.W.
Bush, the US president in 1989-1993.
Trump’s promise to renegotiate NAF-
TA, and to adopt a more muscular ap-
proach to trade policy particularly in
relation to China and Mexico, drew
particular support in the once-Demo-
cratic manufacturing rust-belt states.
At the same time, his commitment to
large across-the-board tax cuts went
down well with the so-called ‘country
club Republicans’. Voter fatigue after
Democrat Barack Obama’s two-term
presidency and some mixed feelings
about Hillary Clinton’s personality
did the rest.

The problem is that what looks a
clever synthesis on paper looks quite
troublesome in the current political
landscape, which is characterised by
extreme polarisation, fueled by therise
of social media and big money. Main-
stream Republicans in Congress doubt
Trump’s credentials and his Republi-
can values. Trust between Congress
and Trump is sorely lacking. Some Re-
publicans wonder about Trump’s idea
to turn the Republicans into the par-
ty of the “American worker” and of the
“forgotten men and women”, as he put
it in several speeches. Having already
come under sharp pressure from the
Tea Party movement in recent years,
Trump’s populist push is nudging the
Republican Party further to the brink.

That Trump seems to lack a clear
vision and strategy for the US is a sec-
ond possible reason for the current
impasse. His political decisions so far
show a significant lack of consistency.
His Administration seems to be flying
blind, perhaps because it includes sev-
eral political novices, like Trump’s son-
in-law Jared Kushner. What Trump-
ism stands for remains unclear.

Trump’s decision to nominate Jerome
Powell as Federal Reserve Chair is the
perfect embodiment of a ‘non choice™
faces change, but policies do not (Pow-
ell can be expected to adopt a broadly
similar approach to policy as that of his
predecessor, Janet Yellen). And many of
Trump’s political decisions have raised
eyebrows, for instance his criticism of
the FBI and the firing of the agency’s
director James Comey. Another sur-
prise has been the controversial nomi-
nation of former Republican congress-
man Scott Garrett to head the Export
Import Bank, even though Garrett has
long advocated its closing.

The “Twitter risk’ and a seeming-
ly poor understanding of the legisla-
tive process is a further problematic
aspect of President Trump’s modus op-
erandi. Trump’s constant tweeting and
eagerness to ad lib on different mat-
ters is a significant disruption to the
normal legislative process in Congress.
Trump’s approach is making current
efforts to reform the tax code particu-
larly difficult, a reform already facing
an uphill struggle given unified op-
position by Democrats, who accuse

TRUMP FAVOURABLE POLL AVERAGE (RCP), AVERAGE OF DAILY DATA
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Trump of cutting taxes mostly for
the rich. Trump’s ad hominem attacks
against several Republican senators
on Twitter risk imperiling tax cut ob-
jectives, given that there is only a slim
Republican majority in Congress, par-
ticularly in the Senate (52-48).

PROSPECTS FOR TAX REFORM

What may save tax reform is anxie-
ty among Republicans about arriving
before voters in next year’s mid-term
elections empty handed. Their worries
are made all the more acute by mount-
ing fears of a mini populist rebellion
led by right-wing firebrand Steve Ban-
non, who has promised ample funding
for his preferred candidates. When it
comes to adding up the votes to secure
a Trump tax deal, there is no margin
for error in Congress, and much room
for accident. All things told, we think it
is possible some moderate and tempo-
rary tax cuts will be enacted in Q1 2018.

The good news is that the US econ-
omy is advancing at a decent clip on
auto pilot, and can digest ongoing po-
litical gridlock. There is close to full
employment, US corporates are churn-
ing out cash (even with the current ele-
vated tax rates), interest rates are low,
and financial market volatility is lim-
ited. The near-term macro outlook re-
mains robust, as shown by ongoing ris-
esinjob openings. The recentrisein oil
prices is a further boon to the domes-
ticenergy sector, and rising drilling ac-
tivity (a key backbone of the US econo-
my now) should continue to boost the
manufacturing sector. As long as Tex-
as does fine, the US should be good.
The risk of recession remains low, es-
pecially as financial conditions are
very loose.

The decidedly patchy record of the
Trump Administration may simply
be revelatory of much deeper struc-
tural problems with the US political

system, particularly when it comes
to rising polarisation and rising ten-
sions both between and within the two
traditional parties. That may matter
should growth momentum slow. Grid-
lock in Washington could mean the re-
sponse to the next downturn is slower
than usual, and any recession could be
deeper as a result. There will be a time
when interest rates will be much high-
er than now, leading to painful budget
decisions that could have been avoid-
ed. More worryingly, ongoing politi-
cal stasis could strengthen the appeal
of political extremes on both sides of
the political spectrum; the risk is that
Congress could gradually turn popu-
list, harming business confidence. De-
spite the current calm at the macro lev-
el, the US political picture continues to
be asource of potential fragility for the
US and global economy in the medium
term. m

FREDERIK DUCROZET

Senior Europe Economist
Pictet Wealth Management
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Euro area: the year the force

awakened

Having looked threatened by Brexit and the rise of populism, this
year actually saw a significant upturn in the euro area’s fortunes.

fter a tumultuous 2016 marked by

the Brexit vote, the rejection of It-
aly’s constitutional referendum and
rising support for populist parties in
several countries, 2017 will likely be re-
membered as the year when the euro
area turned the corner. None of the
“exit” risks materialised — on the con-
trary, Brexit seemed to give a boost to
European unity and cohesion. Mean-
while, economic growth kept on sur-
passing expectations, with the euro
area on track to grow at its fastest pace
in a decade this year. Importantly, the
latest leg of a robust and broad-based
recovery is being increasingly driven

by laggard countries such as France
and Italy. Growth quality is improv-
ing, with accelerating job creation and
investment spending.

To be sure, politics have dominat-
ed the outlook this year, with three
major elections in the euro area. The
Dutch general election in March, and
the risk of a fragmented parliament,
was the first political test Europe had
to face. In the event, the ruling cen-
tre-right VVD managed to remain the
biggest party but after the Eurosceptic
PVV party came second, it took more
than 200 days to reach a deal on a frag-
ile four-party coalition government.
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Even though the spectre of a euroscep-
tic party leading the country has van-
ished, the new coalition is likely to take
a tough line on euro area reform com-
pared to previous administrations.

In France, the young leader of a
new centrist party, Emmanuel Ma-
cron was elected president in May on a
pro-business, pro-reform, pro-Europe-
an platform, beating the Eurosceptic
far-right candidate and generating a
wave of enthusiasm and hope at home
and abroad. Time will tell whether Ma-
cron manages to achieve all his ambi-
tious goalsathomeand abroad, but the
French election marked a clear turn-
ing point for Europe, removing a ma-
jor tail risk from the outlook.

During the summer, on the back
of diminishing political uncertainty
and a robust euro area recovery, the
Swiss franc marked its biggest un-
forced depreciation against the euro
since the Swiss National Bank floor
wasabandoned inJanuary 2o15.Inthe
meantime, the Greek treasury sold
EUR3bn worth of five-year notes, its
first bond sale in five years. The Board
of Directors of the European Stabil-
ity Mechanism (ESM) approved the
supplemental Memorandum of Un-
derstanding of Greece, and released
EURS.5bn in new loans in return for
pension and tax reforms. Moreover,
the European Union hinted at addi-
tional debt reliefin the form of matu-
rity extension.

In September, Germany’s gener-
al elections brought some surpris-
es. The results were particularly dis-
appointing for the social-democrats,
with the SPD dropping to a histor-
ical low of 20.4% of the votes. Chan-
cellor Angela Merkel’s conservative
CDU and its sister party, the CSU, un-
derperformed too, with only 32.8%.
The biggest surprise was the strong
third place of the far-right, euroscep-
tic AfD with 13.0%, although all the
small parties did better than predict-
ed by the polls. Negotiations to forma
‘Jamaica’ coalition between the CDU,
the liberal FDP and Greens finally
broke down on 19 November when the
FDP walked away. At time of writing,
new elections could not be excluded,
save another twist in the situation.
This is an even more challenging
background for Macron to push his
proposals for European integration.

PUBLIC SUPPORT FOR EUROPEAN ECONOMIC AND MONETARY UNION, INCLUDING THE EURO
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October was marked by unprece-
dented tensions between the Spanish
central government and Catalonia.
After the regional Catalan Parliament
voted on a unilateral declaration of
independence (DUI), Prime Minister
Mariano Rajoy called a snap election in
Catalonia for 21 December, which will
be key to how the situation develops.
In the meantime, in Italy, the lower
and upper houses agreed on a new elec-
toral law, one of the missing elements
inany assessment of prospects for next
year’s general election. The new law
harmonises the voting system for both
houses of parliament, favouring par-
ties entering pre-election coalitions at
the expense of the populist Five Star
Movement, which has always ruled out
alliances. Last but not least, in Austria,
the centre-right People’s Party (OVP) of
31-year-old Foreign Minister Sebastian
Kurz won the general elections and is
expected to form a coalition govern-
ment with the far-right (FPO).

THE ECB CONTINUES ITS SUPPORT

The ECB has long been accompany-
ing the recovery, and the decision it
made in October to extend its Quanti-
tative Easing (QE) programme by nine
months, albeit at a reduced monthly
pace of EUR30bn, was consistent with
ongoing support to financial markets
and the economy. The ECB also reit-
erated its commitment to keep policy
rates at present levels until “well past”
the end of net asset purchases, while
the reinvestment of bond proceeds will
continue “for an extended period of
time” after the end of QE. The trade-
off between growth and inflation
looks much more difficult in the UK
where, in early November, the Bank
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of England delivered a 25bp rate hike,
tightening its monetary stance for the
first time in over 10 years.

All in all, the European economy
has performed significantly better
than expected this year. Although we
forecast a gradual slowdown in GDP
growth from 2.1% in 2017 to slightly
below 2% in 2018, the quality of growth
should continue to improve. Alongside
the waning of political risk, this pro-
vides greater visibility to investors.m

2.1%

Our forecast for euro area
growth in 2017
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Abenomics, five years on

While inflation remains low, we judge Abenomics to have been a
success, with a pick-up in growth and more progress on structural

reforms than is sometimes realised.

benomics has been with us for

nearly five years, since Shinzo
Abe became prime minister of Japan
in early 2013. It comprises three key
elements (also known as the “three
arrows”) — monetary easing, fiscal
stimulus and structural reforms. The
central aim has been to re-shape ex-
pectations about the Japanese econ-
omy through a radical shift in policy
regimes.

In our view, Abenomics has largely
been successful in what it was intend-
ed to achieve in the past five years. It
has had quite a positive impact on the
Japanese economy and capital mar-
kets, although it has been slow to alter
low inflation expectations.

The improvement in the Japanese
economy over the past five years has
been significant. Compared to Decem-
ber 2012 when Abe was first elected,
Japanese nominal GDP has risen by
nearly 11%, reaching JPY546 trillion
(annualised) by Q2 2017. While it may
still be hard for Abe to achieve his goal
of JPY6oo trillion of nominal GDP by

ABENOMICS: SOME MEASURES OF SUCCESS

2020 unless inflation picks up quite
significantly from here, 11% growth
nevertheless is quite an achievement,
given the economy had shrunk by
4.6% in the previous decade.

Japan’slabour market s on fire. To-
tal employment has increased by 4.6%
since the end of 2012, despite the fact
that Japan’s working-age population
has been falling since 1993. The unem-
ployment rate was 2.8% in September
2017, 1.5 percentage points lower than
in December 2012 and the lowest in
more than two decades. There are 50%
more job openings than the number
of job seekers. Although the average
wage has not risen much yet, the ag-
gregate compensation of employees
has increased by 8.6%.

Due to the Bank of Japan’s (BoJ)
unprecedented monetary  easing
programme, the yen has depreciat-
ed significantly, down by over 30%
against the US dollar and 19.8% in
trade-weighted terms since end-2o12.
Exporters clearly have benefited from
the weaker currency. Combined with

Dec-12 Latest* Change (%)
Nominal GDP (JPY trillion) 4928 545.8 108
Numbers in employment (million) 62.6 65.5 4.6
Aggregate employee compensation (JPY trillion) 252.4 274.0 8.6
Unemployment rate (%) 43 2.8 -1.5
Female labour force participation (%) 482 51.3 3.1
USD/JPY rate 86.5 1139 31.6

* USD/JPY rate at 8 November, 2017; nominal GDP and compensation of employees at end-September 2017;
employment, unemployment, and female labour participation rates at 30 September 2017. Source: Bloomberg.

a strengthening global economy, cur-
rency weakeness helped boost Japa-
nese exports by 25% between Q3 2012
and Q3 2017.

Improving corporate earnings,
combined with the BoJ’s equity ETF
purchase programme, have fed into
solid equity market performance. The
Nikkei 225 index rose by 120% (in yen)
between December 2012 and 8 Novem-
ber 2017, and the Topix rose by 111%
over the same period.

The only major setback for Abe-
nomics so far has been inflation (or
rather the lack of it). Core consumer
price inflation (CPI, excluding fresh
food) was 0.7% year-over-year (y-0-y)
in September 2017, far below the 2%
target set by the BoJ. Excluding en-
ergy prices, underlying inflation was
only 0.2%. Granted, core CPI of 0.7%
is much better than deflation (at the
end of 2012, Japanese inflation stood
at-0.2% y-o-y), but the stubbornly low
inflation rate just shows how difficult
it can be to change deeply entrenched
expectations.

STRUCTURAL REFORMS
UNDER-APPRECIATED

One common perception about Abe-
nomics is that the third arrow, name-
ly structural reforms, has never been
fired. We disagree.

Since Abe came to office, the ad-
ministration actually has introduced
quite a few policy changes on both the
economic and social fronts, the positive
impact of which is gradually showing
up. Below is a brief overview of some
major reform themes since 2012.

CONTINUED ON PAGE 18
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Asian equities can no longer

be ignored

With a return of close to 38% in the first 10 months of 2017 (in USD),
the MSCI AC Asia (ex Japan) symbolises the strong comeback of
Asian stocks this year. David Gaud, PW M’s chief investment officer
in Asia, argues that the time has come to invest directly in Asian

corporates.

Many investors (and their advi-
sors) continue to believe the way to
approach Asia is through western
companies that have exposure to
the region. But you advocate direct
investments...
In spite of healthy economic growth
in Asia outside Japan, investors often
continue to have a jaundiced view of
Asian companies and sectors--wheth-
er because they don’tlook particularly
profitable or because there are govern-
ance issues, or because share prices
are too volatile. But I think the pro-
found changes in the corporate envi-
ronment mean it is time to consider a
direct approach to Asia outside Japan.
That is not to pretend all is rosy in the
garden, but there is a strong case for
an active, selective approach to an ex-
tremely dynamic corporate scene.
Two fundamental changes are
worth signaling. Itis true thatreturns
from invested capital (ROIC) over the
cost of capital have swung wildly over
the past 25 years in Asia, but there are
signs that the bottom of the cycle was
reached last year and that invested

capital is being increasingly used ef-
fectively, with companies better able
to turn capital into profits and to cap-
ture the region’s strong growth.

Having declined for a couple of
years up to 2013, growth in earnings
per share in China has increased rap-
idly. Earnings growth for Chinese eq-
uity indices now well exceeds Chinese
GDP (which we expect this year to be
around 6.8%), and China is increas-
ingly at the cutting edge in areas like
fintech, electric cars etc...

In addition, companies have been
able to increase their profitability
while facing substantially higher
lending costs than in the West, where
interest rates have been kept down by
central bank largesse. Obviously,
state-owned enterprises in China
benefit from special conditions, but
for private companies around Asia, in-
terest rates are of the order of 7%.

To putitsimply, Iwould argue that
with economic growth maturing in
Asia, it is now less about volume, mar-
ket share gains and capacity expan-
sion at all costs and more about

CHART 1: ASIA (EX JAPAN): —RETURNS ON INVESTED CAPITAL (ROIC ) VERSUS
WEIGHTED AVERAGE COST OF CAPITAL (WACC)
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profitability, sustainable free cash-
flows and better operating leverage.
The supply-side reforms in China are
helping very much in this direction.
The performance of Asian equity
indices has long been dominated by
tech, where you can find total annual
returns of the order of 10-20%, but ev-
idence of healthy returns is broaden-
ing to a much wider range of sectors,
from telecoms to banks, utilities and
consumer staples, where price-earn-
ings ratios remain lower than in Eu-
rope and the US—an important argu-
ment for including Asian equities in
any portfolio diversification strategy.
Even if far from our central sce-
nario, a major spike in the US dollar,
of the sort we saw last year, poses a
risk for the performance of Asian eq-
uities. But such a risk is not new, and
domestic investors are increasingly
convinced there are better things to
do with their money than parkitin 1o-
year Treasuries. Analysis shows that
as domestic economies grow and local
stock markets become more liquid,
currency fluctuations are playing a
steadily decreasing role in Asian equi-
ty markets, although there is a great
variation from one market to the next.

So which countries do you prefer at
the moment?

China obviously remains the region’s
economic motor and the reinforce-
ment of Xi Jinping’s authority like-
ly to herald a continuation of the re-
structuring of Chinese industry,
including supply-side reforms that
have taken out a lot of overcapacity
in the steel and coal industries. Con-
solidation of the banking industry is
also well underway. The result is that
the return on capital in these sectors



has improved. Real estate is likely to
be the next area to be cleaned up. The
need to expand electricity generation
means that even traditional sectors
facing more stringent environmental
standards such as coal still have po-
tential. All in all, the road is clear for
the continued growth of Chinese com-
panies focused on the country’s in-
creasingly robust domestic economy.

It is easier to focus on a single re-
gion than to try to capture the sheer
vastness of China, where national
statistics hide a lot of different real-
ities, so one major theme we are ex-
ploring is the planned development
of the Greater Bay Area encompass-
ing Hong Kong, Macau and southern
Guangdong. If things go to plan (an-
nual growth there is projected to be
around 8% per annum in 2020-2050),
this region will have an economy big-
ger than that of greater Tokyo, the Bay
Area around San Francisco and great-
er New York by 2030.

“Asian corporates have
been able to increase
profitability while facing
substantially higher lending
costs than in the West.”

Elsewhere, we continue to like In-
donesia. The country is benefiting
from the strengthening of the global
economic cycle and favourable demo-
graphics and is now rated investment
grade by all the main international
ratings agencies. We continue to see
opportunities in Thailand and Singa-
pore, and the Philippines are starting
to attract our attention. Taiwan is a
good place for stock picking and cor-
porate governance standards thereare
high.

We are somewhat more negative
on South Korea, where family-run
chaebols control everything. Small-
er companies’ margins are all trans-
ferred to a dominant parent company,
helping explain why Korean stocks
trade at lower valuations than their
global peers. But we note with interest
thatanti-trust watchdogs thereare in-
creasingly showing their teeth.

India traditionally has had compa-
nies much better at creating value
than elsewhere in Asia. But a conse-
quence is that the market is relative-
ly expensive at a time when the Indian

economy is going through noticea-
ble upheaval. The need to recapitalise
public banks could well expose high
levels of debt leverage, resulting in a
spike in credit defaults. At the same
time, the introduction of the nation-
wide General Sales Tax is hurting
consumption. In short, India remains
a long-term favourite, but we see bet-
ter prospects in China over the next12
months.

In October, there was a brief, vio-
lent sell-off of Hong Kong shares
when the Chinese central bank chief
voiced fears that China might face
a “Minsky moment”. What is your
assessment?

Tighter reins over bank credit and
the supply-side reforms being under-
taken show that the Chinese authori-
ties are acutely aware of the risk that
a period of relative calm can quick-
ly give way to instability. The control
they have over lenders and borrowers
facilitates the unwinding of leverage
and has avoided a crash, so far atleast.
After the Party Congress in October,
we think the deleveraging drive will
continue. More fundamentally still,
the huge enhancement in the finan-
cial metrics of many Chinese corpo-
rates should help them resist any mar-
ket disruption. Improving corporate
profitability, particularly in the in-
dustrial sector, is creating favourable
conditions for some highly leveraged
companies to reduce their debts.

And yet Chinese companies’ contin-
ue to try to export capital...

The Dalian Wanda conglomerate re-
cently was at the receiving end of the
Chinese authorities’ efforts to clamp

down on debt-fueled foreign debts.
The authorities frown on trophy ac-
quisitions that deplete China’s foreign
exchange reserves, so that future ac-
quisitions of European football clubs
look like they’re off limits. While Chi-
na has embarked on major strate-
gic initiatives like the One-Belt-One-
Road Initiative, companies are clearly
encouraged to invest at home. The
Chinese are also conscious that Eu-
ropeisafortress,and that high-profile
Chinese takeover attempts in certain
sectors create considerable suspicion.
But that will not stop smaller Chinese
companies from continuing to invest
abroad, often to acquire expertise in
areas such as fintech.

But one cannot ignore growing ge-
opolitical tensions, whether it is in
the South China Sea or the Korean
peninsula....

The rhetoric one hears is often for
domestic consumption. Asian coun-
tries have shown far less propensity
to engage in conflict than some west-
ern powers in recent decades. Asian
countries are so closely interconnect-
ed commercially that outright war is
hard to imagine. Just how far those
linkages go can be seen in Beijing’s of-
fer to bail out Malaysia’s beleaguered
1MDB state investment fund for close
to one billion dollars. But China’s as-
sertion of its power on the Asian stage
just as the US looks like it is pulling
back is undoubtedly a major theme. m

CHART 2: CHINESE CORPORATE PROFITS CATCH UP WITH GDP GROWTH
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The end of the dollar’s ascent

Itis increasingly clear that the long-term trend of dollar
strengthening clattered to a halt at the beginning of this year.

fter an impressive performance

at the end of 2016 following the
US presidential elections and hopes
of a pro-growth Trump administra-
tion, the first eight months of 2017
were particularly difficult for the
greenback, with the US dollar index
losing almost 10% during this period.

Indeed, the performance of the
Trump administration since the in-
auguration of President Trump in
January has raised major concerns
about its ability to push its pro-
growth agenda through Congress,
notably meaningful tax reform. Fur-
thermore, despite reduced slack in
the US economy and very loose finan-
cial conditions, inflationary pressure
has been particularly subdued so far
this year, preventing the Fed from be-
coming too hawkish.

Our core scenario for growth, in-
flation and Fed funds rates for next
year was revised down to take into
account a lack of delivery from the
Trump administration and the sur-
prisingly low US core inflation rate.
Meanwhile, the recovery in the rest
of world has gathered momentum,
which has led to rising expecta-
tions for monetary policy normali-
sation among major central banks.
Consequently, growth differentials
and monetary policy divergence,
the main pillars of the US dollar’s
strength since 2011, have started to
crumble. The fundamentally expen-
sive valuation of the US dollar has
magnified the negative impact, re-
sulting in the greenback’s significant
depreciation against all Gio curren-
cies in the first eight months of 2017.

In terms of our outlook for the
US dollar, our less upbeat US mac-
ro scenario means the constructive

12
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scenario that we had for the green-
back at the beginning of this year has
also been revised; while we thought
the long-term upcycle for the US dol-
lar, which started in July 2011, would
come to an end around the beginning
of 2018, we now believe it ended in
January 2017.

Nonetheless, more supportive US
data, monetary policy divergenceand
hopes of tax reform led to a rebound
of the US dollar in September and
October. Indeed, US economic indi-
cators have been pointing to a strong
growth outlook over the next few
months, while both houses of Con-
gress have passed a budget resolution
thatis a prerequisite for potential tax
cuts. In the meantime, markets have
revised up their expectations for ad-
ditional Federal Reserve (Fed) rate
hikes, while the European Central
Bank (ECB) intends to progressively
reduce its asset purchase programme
and hinted that no rate hike is likely
before the second half of 2019.

That being said, we do not see the
growth differentialand monetary pol-
icy divergence as being particularly

supportive of the US dollar going for-
ward. Indeed, without a meaningful
fiscal boost, our scenario is for a slow-
down in economic momentum in the
US in the second half of 2018 and we
expect that muted inflationary pres-
sure will limit the Fed’s ability to raise
rates in 2018. The nomination of Je-
rome Powell at the helm of the Fed is
unlikely tolead toachange in the pru-
dent monetary policy pursued by the
current Fed Chair, Janet Yellen. True,
other central banks, like the ECB,
have signalled that they are in no hur-
ry to raise rates. However, according
to our base scenario of a gradual rise
ofinflation in the euro area, monetary
policy dynamics could turn USD neg-
ative, with the Fed closer to the end of
its tightening cycle while other cen-
tral banks are still at the start of their
normalisation process. Consequent-
ly, although the US dollar could stay
strong in the short term given solid
economic data, the longer-term out-
look points to some gradual deprecia-
tion of the US dollar against the euro,
compared to the November 8 level of
USD1.16.m
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What has happened to US

Treasuries?

In spite of decent growth and Fed tightening, the 10-year yield has
declined since the start of 2017. It is unlikely to rise much in 2018.

Conttary to many analysts’ fore-
casts, the 10-year US Treasury
yield (T-note) has failed to rise so far in
2017, standing at 2.32% on 8 November
compared with 2.44% at the beginning
of this year. In September, the lack of
upward yield momentum led us to re-
vise our own end-2017 forecast for the
10-year yield from 2.8-3% to 2.5%.

As the year comes to an end, trying
to understand why the yield fell from
its mid-December 2016 peak of 2.6% is
key to assessing the US market envi-
ronment. Three main macroeconom-
ic factors liable to influence the T-note
yield were taken into account when
constructing our 2017 scenario: Infla-
tion, monetary and fiscal policy. Re-
viewing each of these factors can help
explain why the T-note yield has un-
expectedly fallen.

Inflation. Core PCE (Personal Con-
sumption Expenditures), the indica-
tor tracked by the US Federal Reserve
(Fed), fell from 1.6% in December 2016
to1.3% in September 2017. In our base-
line scenario, we expect core PCE to
remain below the Fed’s target of 2%
for the rest of this year and next. Sub-
dued inflation, in spite of recent ris-
es in oil prices, has driven the 10-year
inflation breakeven yield below 2%
(this yield measures the expectations
for inflation embodied in the nomi-
nal Treasury yield). According to our
forecast, it should not rise much in
2018 either, unless core PCE acceler-
ates above the Fed’s 2% target.

Monetary policy. Market partici-
pants have been signalling that they
do not expect the Fed to be able to
continue its hiking cycle as aggres-
sively as shown in its dot plots, which

foresees four more 25bp rate hikes
by end-2018. In fact, having raised
the Federal Funds rate twice in 2017
so far, the markets expect the Fed to
raise it only twice more before the end
of 2018, against three hikes in our sce-
nario. The discrepancy stems from the
markets’ (and our own) anticipation
that inflationary pressures will re-
main subdued for structural reasons,
as the Fed is likely to fail to reach its
2% target on the core PCE.

“Our central forecast is for the
10-year yield to rise only up to
about 2.6% in 2018.”

As the 10-year inflation-linked
yield is strongly influenced by the di-
rection of monetary policy, its yield
jumped at each hike by the Fed since
December 2016, but it has invaria-
bly fallen again as markets have cast
doubt on the Fed’s hiking cycle. At 8
November, the inflation-linked yield
stood at 0.44%, lower than the peak
of 0.7% reached in mid-December
2016 (see chart). We expect it to rise
only moderately into 2018, supported

by additional rate hikes and reduced
Fed purchases of US Treasuries as it
shrinks its balance sheet.

Fiscal policy. The boost expected this
year from fiscal policy has become
ever more unlikely given stark politi-
cal divisions even among Republicans
themselves (as seen in the failure of
the Obamacare overhaul). In the first
two months of 2017, markets were
expecting a significant fiscal reform
from the Trump administration. But
the likelihood of a permanent, Rea-
gan-type reform that would provide a
long-lasting boost to the US economy
is no longer being factored in by mar-
kets. We now do not expect any tax
reform this year, given that timing is
short and that Congress remains di-
vided on the matter, with some Re-
publicans unwilling to increase the
deficit. If, however, tax cuts do pass,
we believe they will be limited in
scope, boosting 2018 US GDP growth
only slightly. Any boost would be wel-
comed, as the US economy seems to
be close to full capacity and growth
could slow, according to our central

TEN-YEAR US TREASURY YIELDS AND FEDERAL FUND TARGET RATE
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forecast, from 2.3% in 2017 to 2% in
2018. But for much of this year, the
disappointment with regards to fis-
cal policy has weighed on the T-note
yield.

All in all, we expect the current
macroeconomic environment to per-
sist, with US inflation rising but re-
maining below the Fed’s 2% target,

which should limit the Fed to three
additional hikes. Fiscal policy could
remain an unlikely joker in the pack
in 2018. An analysis of the three mac-
roeconomic factors outlined above
justifies the failure of the 10-year US
Treasury yield to rise this year. We ex-
pect it to move up to only 2.6% by the
end of 2018.m

1.3%

Core PCE inflation
in September
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An impressive earnings
recovery is driving equities

Equity markets produced strong returns over the first 10 months of
this year. But in a strong year for stocks in general, some sectors have
been doing better than others. There are still areas of opportunity.

he earnings backdrop has been

very robust on both sides of the
Atlantic and contributed meaning-
fully to returns in a period that saw
little valuation expansion. The S&P
500 recorded an impressive 15% total
return (in US dollars), with no major
correction.

But what might appear a very
strong and steady performance is
actually more uneven when we look
at it with more granularity. At a sec-
tor level, the reflation trade that
emerged in November of 2016 on
the back of Donald Trump’s election
win and that benefited cyclical sec-
tors (basic materials, consumer cycli-
cals and financial services), ran out
of steam within a couple of weeks.
Technology and health care, both
growth sectors, led the US market
performance until early September.
It is only in the last two months that
the cyclical sectors have shown re-
newed strength. As of 31 October, the
best-performing sector this year has
been technology, followed by materi-
als and health care. At the other end
of the spectrum, we find telecommu-
nications and energy.
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In Burope, the Stoxx Europe 600
has had a more volatile year, with a
6% pull back over summer (in euros),
but it was still up close to 10% in the
first 10 months of 2017 overall. How-
ever, at a sector level, leadership has
been more consistent than in the US
through the course of the year, with
the cyclical sectors outperforming
most of the time, along with technol-
ogy, the strongest sector (up 22% in
euros). Industrials have been the sec-
ond best-performing sector, followed
by materials, with more than half of
these performances realised over the
past three months.

These strong returns are largely
a function of an impressive earnings
recovery. Earnings per share (EPS)
growth reached 13.7% in the US and
29.8% in Europe in April, on the back
of first-quarter results. These num-
bers were well ahead of expectations
and helped to push the US market
substantially higher. While equally
strong second-quarter results helped
support performance in Europe, in
the US the market was held back by
a lack of fresh catalysts and ongoing
North Korea tensions.

30 EARNINGS SHOW PROLONGED STRENGTH
The third-quarter earnings season
was another strong one in the US. At
time of writing, 74% of S&P500 com-
panies that had reported had beaten
consensus EPS forecasts, and 66%
consensus sales forecasts. EPS and
sales have been above the five-year av-
erages across the last three quarterly
earnings seasons.

We also note that expected year-
on-year sales growth has moved up
from 3% to over 6% since the start of
the earnings season. This number is
rather low but takes into account a
negative contribution from the insur-
ance sector, which is suffering from
the impact of major hurricanes in
the southern US in August and Sep-
tember. Stripping out the insurance
sector, y-o-y sales growth in the third
quarter would stand at more than 7%.
In Europe, earnings and net income
figures were equally strong. Robust
earnings and the accommodative
monetary environment are maintain-
ing equity valuations at historically
high levels, with 12-month forward
price-earnings ratio of 18X and 15X in
the US and Europe, respectively. But



they have been trading close to these
levels for quite a long time already.

SECTORS THAT COULD SHINE
Technology has dramatically outper-
formed on both sides of the Atlan-
tic. Earnings growth and multiple
expansion have contributed to the
sector’s performance, with growth
particularly strong for FAANG (the
dominant five US technology stars)
stocks. At this point, we find that
technology valuations are demand-
ing but not overstretched. The fun-
damentals remain very robust and
growth figures should continue to
outpace the rest of the market. Conse-
quently, we think the tech sector can
continue to exhibit high multiples
and yet remain attractive from an in-
vestment point of view.

While the performance of tech-
nology, the quintessential growth
sector, has been widely noted, it is
interesting to see that materials, a
pure cyclical sector, has been the sec-
ond best-performing sector in the US)
and the third best-performing one in
Europe. Materials’ strong returns are
even more surprising as they are in a
sharp contrast to the Energy sector’s
performance (down 9% in the US and
flatin Europe).

Both industries are mostly driven
by commodity prices and hence in-
flation expectations. But underlying
industrial fundamentals differenti-
ate them. Materials, especially metals
and mining companies, have shown
better discipline in their capital
spending, thus maintaining a more
favourable supply & demand equa-
tion than energy, where exploration
and production companies continue

to invest in production capacity, es-
pecially in the US. It is also important
to note that miners and most chemi-
cal companies actually benefit from a
lower oil price as oil is a large part of
their cost structure. We continue to
have a positive outlook on materials
as we believe that market expecta-
tions for growth are still too low for
2017 and 2018.

“We remain positive on
cyclical stocks as far as
year’s end”

More recently, we have formed a
positive view of the European ener-
gy sector. First, contrary to the US,
the sector has started to show posi-
tive price momentum over the past
two months. More precisely, we are
positive on European integrated oil
companies, whose free cash-flow gen-
eration is likely to remain positive
on the back of capital expenditure
discipline. The recent bounce in the
oil price further supports their pros-
pects. Consequently, the integrated
oil companies’ dividends are likely to
be sustainable for the foresecable fu-
ture. In addition, we expect Europe-
an stocks to benefit from the payout
of annual dividends into the fourth
quarter of 2017 and first quarter of
next year.

The health care sector has been a
good performer in the US for most of
2017. However, performance has dete-
riorated in recent weeks on the back
of weaker-than expected-earnings
and renewed focus on the drug-pric-
ing debate.

In the past couple of months we
have noticed increased traction for cy-
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clical sectors such as industrials and
financials. This activity was prompt-
ed by the recent solid macroeconomic
dataand renewed expectations for tax
reform in the US, which could trans-
late into higher inflation and interest
rates. The positive investment case
is particularly strong for financials,
with a more accommodative regula-
tory framework (in the US), improv-
ing earnings, as well as reasonable
valuations support our positive view
of banks. In addition, there has been
a very strong correlation between in-
terest rate movements and the bank-
ing sector’s earnings performance.

To conclude, global economic
growth still looking rosy and with
corporate earnings still enough to
support high valuations (even be-
fore potential tax cuts in the US), we
want to maintain our equity posi-
tions. Without being bullish on de-
veloped-market equities overall, we
remain positive on cyclical stocks as
far as the end of this year.m
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ACTIVE MANAGEMENT

The numbers don’t tell

the whole story

High correlations, low return dispersion and skewed data have taken
the sheen off active management in recent years. But with central
banks normalising policy, it is coming into its own again.

t is a commonly accepted industry

fact that the average actively man-
aged mutual fund does not generate ex-
cess return net of fees. The logical con-
sequence of this is that, in the absence
of reliable manager selection capabili-
ties, investors are better off buying the
cheapest passively managed funds—
hence investors’ enthusiasm for pas-
sive investment vehicles such as ETFs
in recent years. Nevertheless, it is worth
looking closer at the underperformance
of active management, identifying the
reasons underpinning it and, most im-
portantly, examining the potential for
aturnaround in its fortunes.

Most headline news relative to ac-
tive management performance depend
on vendor data provided by the likes
of Morningstar and Standard & Poor’s
that are heavily skewed toward prod-
ucts intended for retail investors. While
this data reflects a significant portion
of actively managed money, it does not
represent it all. In fact, the portion of
pension assets invested in segregat-
ed mandates and institutional pooled
vehicles, while significant in size, is
barely included in the data compiled
by the fund research providers. Recent
academic research' based on more com-
plete datasets of equity and fixed-in-
come strategies representing assets
under management of USD18 trillion
revealed that actively managed insti-
tutional accounts outperformed their
strategy benchmarks by 86 basis points
gross (42 bps net) in the US and global
markets ex-US by 165 bps (107 bps net)
per year on average between 2000 and
2012. One could therefore question
whether it is fully correct to conclude
that active managers do not add value
net of fees given that the data usually
referred to overemphasize a particu-
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lar segment of the universe, namely
easy-to-monitor retail mutual funds.

Another recent research paper
provides a persuasive explanation for
active management’s apparent under-
performance. The research shows that
active managers tend to outperform
when dispersion of returns is high and
correlation of returns is low, allowing
managers to apply their unique in-
sights to the investment process. The
paper persuasively demonstrates that
only in top quintile of return dispersion
and bottom quintile of return correla-
tion environments have active manag-
ers in aggregate beaten their respective
benchmarks. Unfortunately for active
managers, since 2007 macro factor risk
has driven correlations to historically
high levels.

The unconventional monetary poli-
cies unleashed by leading central banks
on the wake of the Great Financial Cri-
sis produced a rising tide that has lifted
all boats. This in turn has made the job
of active stock pickers difficult as fun-
damental corporate scores, which they
base their bets on, have clearly taken
the back seat. However, as central banks

embark on normalisation of their mon-
etary policies, the gap between winners
and losers in stock markets is likely to
widen from the depressed levels of re-
cent years.

In conclusion, as the above-men-
tioned research paper remarks, “in a
world of low growth, return dispersion is
likely to be higher, creating opportunities for
active management. As a consequence, active
managers are likely to have a greater oppor-
tunity to outperform in the future than they
have in the past. The key to success lies in
manager selection.” m

' Gerakos, J. J., Linnainmaa, J. T., & Morse, A. (2016), Asset
managers: Institutional performance and smart betas
(November 2016)

2 UBS Q-Series, Active vs Passive: How will the world of
investing evolve? (June 2017)
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Alpha at the end of the

QE tunnel

The performance of hedge funds has been bolstered in 2017 by
the reversal of the tight market correlations of recent years. The
unwinding of quantitative easing offers further opportunities for

hedge funds to shine.

few years back, news that the Fed

was reducing its balance sheet
and considering rate rises would have
prompted a severe market reaction. To-
day, as the ECB sets out plans for shrink-
ing its own quantitative easing (QE) pro-
gram, the calm on financial markets is
striking, affording, we believe, new op-
portunities for hedge funds. In hind-
sight, three obvious trends stand out.
First, backed by significant and sus-
tained monetary stimulus, long-only as-
sets have risen in unison over the past 10
years. To take two examples, the S&P500
index has returned +15% a year since
its nadir in Q1 2009 and US high yield
spreads have fallen well below their his-
toric median, to between 350-400 bps
today. Second, volatility has fallen year
upon year. In early November, the VIX
index of equity volatility stood at 9.4,
close to the historic low set earlier in the
year. Lastly, correlations—the degree to
which assets move in unison—have, un-
til recently, remained stubbornly high
(seechart).

Together, these factors explain the
headwinds faced by hedge funds up to
now: profiting from picking winners
and shorting losers relies on their exist-
encein the first place. Low volatility com-
bined with high correlation suppresses
dispersion—-the degree to which winners
and losers diverge from their respective
benchmark. Add in limited market ex-
posure and higher human capital costs
and it is unsurprising that hedge funds
as a group have faced increased competi-
tion from passive long-only ETFs.

The key question, as the monetary
tide gradually recedes is whether the
future will mirror the past. For our part,
we believe less QE translates to higher
volatility, corrections of inefficiencies,
the reversal of capital misallocations
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and, concurrently, greater alpha. Indeed,
despite continued low volatility, the per-
formance of our managers over the last
year reassures us that it does not take
much policy normalisation for alpha to
rebound strongly.

RESILIENCE TO TAIL RISKS

Below the current calm surface, we see a
broad range of themes and investment
strategies. Yes, in certain cases, perfor-
mance continues to be driven by long
exposure to well-known technology
names (dominant US groups and Chi-
nese e-commerce) against short posi-
tions in high-street retailers. In general,
however, the drivers have broadened
and deepened. Equity long/short man-
agers are identifying and profiting from
corporate change and innovation cycles
in immuno-oncology, managed care,
industrial cyclicals, consolidating trans-
port industries and niche areas such as
online gaming, to name but a few. Rel-
ative Value and Event Driven managers
are converting their activist shareholder
campaigns into portfolio performance
across a range of (increasingly European)
industries. Convertible as well as capital
structure arbitrage strategies are bene-
fitting from the translation of improved
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Source: Pictet Alternative Advisors, November 2017

corporate sentiment into corporate ac-
tions.

At a superficial level, markets are
more resilient than before the financial
crisis: banking leverage, for example, has
been reduced, in part through regula-
tion. Ata granular level, however, several
developments have increased systemic
fragility. The rise of passive strategies
(which simply mirror an index but pro-
vide no fundamental corrective mecha-
nism) and risk-parity strategies (leverag-
ing the least volatile asset index, only to
try to sell it quickly should its volatility
spike), the increased dominance of rap-
id-momentum trading algorithms, and
the ‘reach for yield’ in less liquid corners
of global credit markets could make a
reversal more sudden than the build-up
of these phenomena. Despite the oppor-
tunity cost, it is to control such tail-risks
that we maintain allocations to macro
and CTA strategies.

We firmly believe that a carefully se-
lected group of managers, conducting
deep fundamental due diligence and
applying rigorous analytical methods,
facearicher opportunity setand have the
ability to differentiate themselves more
clearly from their peers and competitors
than ever before.m

PERSPECTIVES
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CONTINUED FROM PAGE 9

Corporate governance. Corporate
governance has traditionally been a
weak spot for Japanese companies. The
lack of transparency, ubiquitous cross
shareholdings, and the lack of protec-
tion for small share-holders are some
of the common criticisms. To address
these problems, the government pub-
lished the Stewardship Code in early
2014 to encourage investors to use their
voting rights to push companies to en-
hancing shareholder returns. The Cor-
porate Governance Code, implement-
ed in June 2014 as part of exchange
listing requirements, seeks to make
companies more transparent and re-
sponsive to shareholders. In 2012, only
17% of companies listed on the Tokyo
Stock Exchange had at least two inde-
pendent board directors. By 2016, this
number had increased to 80%.

Tax. The corporate tax rate was re-
duced from 39.5% to 29.97% in fiscal
year 2016 to enhance Japanese compa-
nies” competitiveness. The consump-
tion tax was hiked from 5% to 8% in
2014, and is expected to be further
increased to 10% in 2019. In addition,
a taxpayer ID system, which assigns a
unique 12-digit number to every reg-
istered resident in Japan, was intro-
duced in 2016 to facilitate the collec-
tion of taxes. These measures will help
achieve fiscal sustainability in the long
term.

JAPANESE EQUITIES SHINE AGAIN

Womanomics. Japan’s highly-edu-
cated women are the country’s key
hidden assets, as the female labour
participation rate is very low by in-
ternational standards. To encourage
more women to join the labour force,
the Japanese government created
191,000 new child daycare places in
FY2013-2014, and plans to eliminate
the waiting list for places entirely by
end-2017, by when 400,000 new places
are meant to be available. Also, mater-
nity leave benefits for working women
have been increased significantly and
are now among the most generous of
any developed country. In addition,
the Corporate Governance Code re-
quires Japanese companies to draw
up gender diversity targets and action
plans by April 2016. With these meas-

TOPIX INDEX, JAN. 2010-6 NOV. 2017

ures in place and the economy improv-
ing, the labour force participation rate
for Japanese women rose by 3.2 per-
centage points to 51.4% between end-
2012 and 30 September 2017

To conclude, in our view, Abenom-
ics has broadly achieved what it was
set up to do in the past five years. The
impact on the Japanese economy and
markets has been positive, and the
various structural reforms that have
been implemented will likely benefit
Japan in the long term. The landslide
victory of his Liberal Democratic Party
in Lower House elections in October
gives Abe a fresh mandate for another
four years. As a result, we expect the
key elements of Abenomics to stay in
place for the foreseeable future. m
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Japanese equities have taken off since the launch
of Abenonomics at the end of 2012, since when the
Nikkeiz25 and Topix have risen by more than 150% (in
yen terms). One important factor has been the drop in
thevalue of the yen. The weak exchange rate has boosted
the earnings of Japanese exporters, a significant part
of the Japanese equity market, which have tended to
outperform more domestically focused companies.
But it is interesting to note that Japanese equities have
continued to perform this year, although the trend
toward yen weakness has eased considerably (the yen
had declined by 2.9% against the US dollar year to datein
early November). The Topix gained almost 19% (in yen)
in the first 10 months of 2017, reaching its highest level
since the stock market crash of1989. No doubt, a central
bank that has been hoovering up assets, including
equities, as part of its massive quantitative easing
programme has taken up from currency depreciation to
boost stocks. Since September 2016, the Bank of Japan
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(BoJ) has committed itself to buying USD6 trillion of
Japanese equity exchange-traded funds per year. As
a result, the BoJ already accounts for 4% of the Topix’s
market capitalization and close to 150% of inflows to the
Japanese stock market over the past year.

Foreign investors remain wary of Japanese equities
and until this year have generally been net sellers,
in spite of strong performance. Although valuations
are fairly demanding (forward price-earnings ratios
are on a par with European indexes), Shinzo Abe’s re-
election in the October general election makes it likely
that Abenomics, with all its market-friendly measures,
and monetary policy stability will continue for some
time to come. With Japan in the midst of its longest and
strongest run of unbroken expansion since 2001, the
earnings outlook for Japanese stocks looks good.

Jacques Henry, Senior Cross-Asset Allocation Strategist,
Pictet Wealth Management



DISCLAIMERS

Distributors: Banque Pictet & Cie SA, Route des Acacias 60, 1211 Geneva 73, Switzerland
and Pictet & Cie (Europe) SA, 15A, avenue J. F. Kennedy, L-1855 Luxembourg/B.P. 687
L-2016 Luxembourg.

Banque Pictet & Cie SA is established in Switzerland, exclusively licensed under Swiss
Law and therefore subject to the supervision of the Swiss Financial Market Supervisory
Authority (FINMA).

Pictet & Cie (Europe) SA is established in Luxembourg, authorized and regulated by the
Luxembourg Financial Authority, Commission de Surveillance du Secteur Financier.

This marketing communication is not intended for persons who are citizens of, domi-
ciled or resident in, or entities registered in a country or a jurisdiction in which its distri-
bution, publication, provision or use would violate current laws and regulations.

The information, data and analysis furnished in this document are disclosed for infor-
mation purposes only. They do not amount to any type of recommendation, either gen-
eral or tailored to the personal circumstances of any person. Unless specifically stated
otherwise, all price information is indicative only. No entity of the Pictet Group may be
held liable for them, nor do they constitute an offer or an invitation to buy, sell or sub-
scribe to securities or other financial instruments. The information contained herein is
the result neither of financial analysis within the meaning of the Swiss Bankers Associa-
tion’s Directives on the Independence of Financial Research, nor of investment research
for the purposes of the relevant EU MiFID provisions. All information and opinions ex-
pressed in this document were obtained from sources believed to be reliable and in good
faith, but no representation or warranty, express or implied, is made as to its accuracy
or completeness.

Except for any obligations that any entity of the Pictet Group might have towards the
addressee, the addressee should consider the suitability of the transaction to individual
objectives and independently assess, with a professional advisor, the specific financial
risks as well as legal, regulatory, credit, tax and accounting consequences.

Furthermore, the information, opinions and estimates in this document reflect an eval-
uation as of the date of initial publication and may be changed without notice. The Pictet
Group is not under any obligation to update or keep current the information contained
herein. In case this document refers to the value and income of one or more securities or
financial instruments, it is based on rates from the customary sources of financial infor-
mation that may fluctuate. The market value of financial instruments may vary on the
basis of economic, financial or political changes, currency fluctuations, the remaining
term, market conditions, the volatility and solvency of the issuer or the benchmark is-
suer. Some investments may not be readily realizable since the market in the securities
can be illiquid. Moreover, exchange rates may have a positive or negative effect on the
value, the price or the income of the securities or the related investments mentioned in
this document. When investing in emerging countries, please note that the political and
economic situation in those countries is significantly less stable than in industrialized
countries. They are much more exposed to the risks of rapid political change and eco-
nomic setbacks.

Past performance must not be considered an indicator or guarantee of future perfor-
mance, and the addressees of this document are fully responsible for any investments
they make. No express or implied warranty is given as to future performance. Moreover,
forecasts are not a reliable indicator of future performance. The content of this docu-
ment can only be read and/or used by its addressee. The Pictet Group is not liable for the
use, transmission or exploitation of the content of this document. Therefore, any form of
reproduction, copying, disclosure, modification and/or publication of the content is un-
der the sole liability of the addressee of this document, and no liability whatsoever will
be incurred by the Pictet Group. The addressee of this document agrees to comply with
the applicable laws and regulations in the jurisdictions where they use the information
reproduced in this document.

This document is issued by Banque Pictet & Cie SA. This publication and its content may
be cited provided that the source is indicated. All rights reserved. Copyright zo17.

Distributors: Bank Pictet & Cie (Asia) Ltd (“BPCAL”) in Singapore, 10 Marina Blvd #22-01
Tower 2, Marina Bay Financial Centre, Singapore 018983 and Pictet & Cie (Europe) S.A.,
Hong Kong branch (“Pictet HK branch”) in Hong Kong. The registered address of Pictet
HK branch is 9/F, Chater House, 8 Connaught Road Central, Hong Kong.

The information, tools and material presented in this document are provided for infor-
mation purposes only and are not to be used or considered as an offer, an invitation to of-
fer or solicitation to buy, sell or subscribe for any securities, commodities, derivatives, (in
respect of Singapore only) futures, or other financial instruments (collectively referred
toas “Investments”)or to enter into any legal relations, nor as advice or recommendation
with respect to any Investments. This document is intended for general circulation and
itisnotdirected atany particular person. This document does not have regard to the spe-
cificinvestment objectives, financial situation and/or the particular needs of any recipi-
ent of this document. Investors should seck independent financial advice regarding the
appropriateness of investing in any Investments or adopting any strategies discussed in
this document, taking into account the specific investment objectives, financial situa-
tion or particular needs of the investor, before making a commitment to invest.

BPCAL/Pictet HK branch has not taken any steps to ensure that the Investments referred
to in this document are suitable for any particular investor, and accepts no fiduciary
duties to any investor in this regard. Furthermore, BPCAL/Pictet HK branch makes no
representations and gives no advice concerning the appropriate accounting treatment or
possible tax consequences of any Investment. Any investor interested in buying or mak-
ingany Investment should conduct its own investigation and analysis of the Investment
and consult with its own professional adviser(s) as to any Investment including the risks
involved with transactions on such Investment.

This document is not to be relied upon in substitution for the exercise of independent
judgment. The value and income of any Investment mentioned in this document may fall
as well rise. The market value may be affected by, amongst other things, changes in eco-
nomic, financial, political factors, time to maturity, market conditions and volatility, and
the credit quality of any issuer or reference issuer. Furthermore, foreign currency rates of
exchange may have a positive or adverse effect on the value, price or income of any Invest-
mentmentioned in this document. Accordingly, investors mustbe willingand able to, and
effectively assume all risks and may receive back less than originally invested.

Past performance should not be taken as an indication or guarantee of future perfor-
mance and no representation or warranty, expressed or implied, is made by BPCAL/Pic-
tet HK branch regarding future performance.

This document does not constitute the investment policy of BPCAL/Pictet HK branch, or
an investment recommendation, and merely contains the different assumptions, views
and analytical methods of the analysts who prepared them. Furthermore, the informa-
tion, opinions and estimates expressed herein reflect a judgment at its original date of
publication and are subject to change without notice and without any obligation on BP-
CAL/Pictet HK branch to update any of them. BPCAL/Pictet HK branch may have issued
or distributed other reports or documents thatareinconsistent with, and reach different
conclusions from, the information presented in this document.

While the information and opinions presented herein are believed to be from sources
believed to be reliable, BPCAL/Pictet HK branch is not able to, and do not make any rep-
resentation or warranty as to its accuracy or completeness. Accordingly, BPCAL/Pictet
HK branch accepts no liability for loss arising from the use of or reliance on this doc-
ument presented for information purposes only. BPCAL/Pictet HK branch reserves the
right to act upon or use any of the information in this document at any time, including
before its publication herein.

BPCAL/Pictet HK branch and its affiliates (or employees thereof) may or may not have
long or short positions in, and buy or sell, or otherwise have interest in, any of the In-
vestments mentioned herein, and may or may not have relationships with the issuers of
or entities connected with Investments mentioned in this document. BPCAL/Pictet HK
branch and their affiliates (or employees thereof) may act inconsistently with the infor-
mation and/or opinions presented in this document.

The information used to prepare this document and/or any part of such information,
may have been provided or circulated to employees and/or one or more clients of BPCAL/
Pictet HK branch before this document was received by you and such information may
have been acted upon by such recipients or by BPCAL/Pictet HK branch.

This document is provided solely for the information of the intended recipient only and
should not be reproduced, published, circulated or disclosed in whole or in part to any
other person without the prior written consent of BPCAL/Pictet HK branch.

Singapore

This document is not directed to, or intended for distribution, publication to or use by,
persons who are not accredited investors, expert investors or institutional investors as
defined in section 4A of the Securities and Futures Act (Cap. 289 of Singapore) (“SFA”) or
any person or entity whoisacitizen or resident of or located in any locality, state, country
or other jurisdiction where such distribution, publication, availability or use would be
contrary to law or regulation or would subject BPCAL and any of its affiliates or related
corporations to any prospectus or registration requirements.

BPCAL has obtained an exemption from the Monetary Authority of Singapore (“MAS”)
under section 100(2) of the Financial Advisers Act (“FAA”) for the provision of financial
advisory services to High Net Worth Individuals (as defined in the MAS Guidelines on
Exemption for Specialised Units Serving High Net Worth Individuals FAA-Goy) (the
“Exemption”) and is exempted from the requirements of sections 25, 27, 28 and 36 of
the FAA, the MAS Notice on Recommendations on Investment Products (FAA-N16), MAS
Notice on Appointment and Use of Introducers by Financial Advisers (FAA-Noz), MAS
Notice on Information to Clients and Product Information Disclosure (FAA-No3) and
MAS Notice on Minimum Entry and Examination Requirements for Representatives of
Licensed Financial Advisers and Exempt Financial Advisers (FAA-N13).

Please contact BPCAL in Singapore in respect of any matters arising from, or in connec-
tion with this document.

Hong Kong

This document is not directed to, or intended for distribution, publication to or use by,
persons who are not “professional investors” within the meaning of the Securities and
Futures Ordinance (Chapter 571 of the Laws of Hong Kong) and any rules made there-
under (the “SFO”) or any person or entity who is a citizen or resident of or located in
any locality, state, country or other jurisdiction where such distribution, publication,
availability or use would be contrary to law or regulation or would subject Pictet HK
branch and any of its affiliates or related corporations to any prospectus or registration
requirements.

Pictet & Cie (Europe) S.A. is incorporated in Luxembourg with limited liability. It is an
authorized institution within the meaning of the Banking Ordinance and a registered
institution (CE No.: AQs15) under the SFO carrying on Type 1 (dealing in securities),
Type 4 (advising on securities) and Type 9 (asset management) regulated activities.

Warning: The contents of this document have not been reviewed by any regulatory au-
thority in Hong Kong. You are advised to exercise caution in relation to the offer. If you
are in any doubt about any of the contents of this document, you should obtain inde-
pendent professional advice. Please contact Pictet HK branch in Hong Kong in respect of
any matters arising from, or in connection with this document.

Distributor: Pictet Bank & Trust Limited, where registered office is located at Building
1, Bayside Executive Park, West Bay Street & Blake Road, Nassau, New Providence, The
Bahamas.

The document is not directed to, or intended for distribution or publication to or use
by persons who are not Accredited Investors (as defined in the Securities Industry Reg-
ulations, 2012) and subject to the conditions set forth in the Securities Industry Regu-
lations, 2012 or to any person or entity who is a citizen or resident of or located in any
locality, state, country or other jurisdiction where such distribution, publication, avail-
ability or use would be contrary to law or regulation or would subject Pictet Bank & Trust
Limited to any prospectus or registration requirements. Pictet Bank & Trust Limited is
incorporated in The Bahamas with limited liability. It is a bank and trust company that
is licensed in accordance with the Banks and Trust Companies’ Regulation Act and is
regulated by the Central Bank of The Bahamas. Additionally, Pictet Bank & Trust Limit-
edis registered with the Securities Commission of The Bahamas as a Broker Dealer ITand
is approved to (i) Deal in Securities 1.(a) & (¢ ); (ii) Arrange Deals in securities; (iii) Manage
Securities ; (iv) Advise on Securities.

Warning: The content of this document has not been reviewed by any regulatory author-
ity in The Bahamas. Youare, therefore, advised to exercise caution when processing the
information contained herein. If you are in any doubt about any of the content of this
document, you should obtain independent professional advice.



FPICTET

PERSP ANG 1217

WWw.group.pictet



