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What will the rest of
the year bring?

Global equities were trendless and the performance of risk assets
overall was lacklustre in the first half of 2018. Trade tensions
are causing jitters, but as long as fundamentals can re-assert

themselves, there could still be some life in risk markets.



ECONOMIC INDICATORS & PICTET WEALTH MANAGEMENT ESTIMATES (E) (AT 29 JUNE 2018)*

EQUITIES INDEXES CURRENT DECEMBER 2017 DECEMBER 2018E
S&P 500 2718 2674 2850
Stoxx 600 380 389 395
Euro Stoxx 377 386 395

CAC 40 5324 5313 5400

DAX 30 12306 12918 13600

MSCI Italy 59 60 62

IBEX 35 9623 10044 10100
MSCI EM 1070 1158 1200
TOPIX 1731 1818 1850
SMI 8609 9382 9500
INTEREST RATES (IN %) CURRENT DECEMBER 2017 DECEMBER 2018E
Switzerland - short -0.75 -0.75 -0.75
Switzerland - 10 year -0.06 -0.15 0.10
Euro area - Refi rate 0.00 0.00 0.00
Euro area - Deposit rate -0.40 -0.40 -0.40
Germany - 10 year 0.30 0.43 0.60
France - 10 year 0.67 0.79 1.10
Italy - 10 year 2.68 2.02 2.90
Spain - 10 year 1.32 1.57 1.80
US - Fed rate (mid range) 1.88 1.38 2.38
US - 10 year 2.86 241 3.00
UK - Repo rate 0.50 0.50 0.75
UK - 10 year 1.28 119 1.50
Japan - Overnight -0.10 -0.10 -0.10
Japan - 10 year 0.04 0.05 0.10
CREDIT SPREADS (IN BP)* CURRENT DECEMBER 2017 DECEMBER 2018E
European IG 121 87 110
European HY 381 279 320
UsS 1G 129 99 120
US HY 361 363 390
EM Corporates (USD) 327 282 310
EM Sovereign (USD) 367 286 320
* Bank of America Merill Lynch indices
FOREIGN EXCHANGE CURRENT DECEMBER 2017 DECEMBER 2018E
EUR/USD 117 1.20 1.19
EUR/CHF 1.16 117 115
USD/CHF 0.99 0.97 0.97
GBP/USD 1.32 1.35 1.35
USD/IPY 111 113 107
COMMODITIES CURRENT DECEMBER 2017 DECEMBER 2018E DECEMBER 2019E
Gold 1253 1302 1307
Qil (W) 74 63 70 62
GDP GROWTH RATES CURRENT (Y0Y) 2017 2018E 2019E
us 2.8% 2.3% 3.0% 2.3%
Euro area 2.5% 2.5% 2.3% 1.8%
UK 1.2% 1.8% 1.3% 1.2%
Suisse 2.4% 1.0% 2.0% 1.8%
Japan 1.1% 1.7% 1.0% 1.0%
China 6.8% 6.8% 6.6% 6.3%
World 3.9% 3.7% 3.9% 3.8%
CONSUMER PRICE INFLATION CURRENT (Y0Y) 2017 2018E 2019E
US (core PCE) 1.9% 1.5% 1.9% 2.4%
Euro area (headline HICP) 1.9% 1.5% 1.5% 1.7%
UK (headline CPI) 2.4% 2.7% 2.3% 2.1%
Switzerland (headline CPI) 1.0% 0.5% 1.0% 1.5%
Japan (core CPI) 0.9% 0.5% 0.8% 1.0%
China (headline CPI) 1.8% 1.6% 2.2% 2.5%
World (headline HICP) 4.0% 3.7% 3.8% 3.7%

As of 29.06.18 Source: Bloomberg, Factset, Eikon, AA&MR

*Past performances or forecasts are not per se a reliable indicator of future performance.
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“The market is
unconvinced by the Fed’s
plans for rate hikes”

In the name of America First, President Trump has withdrawn from a host of
international organisations, reneged on global agreements and told other
countries to reduce their reliance on US military force. His campaign on trade
tariffs should be seen in a similar light. In the eyes of Trump’s supporters,
America First seems to be working. Consumer and small business confidence is
rising, the economy is at close to full employment, and GDP in the second quarter
rose by about 4%. With mid-term elections coming up in November, Trump

can be counted on to play to the domestic gallery, whatever the rest of the world
thinks.

The Fed too is focusing on a domestic agenda, while global considerations are
secondary. The central bank’s stately, well-signposted moves to tighten policy
find their justification in healthy growth, a tight labour market and an inflation
rate moving closer to its 2% target. The Fed’s focus on normalisation seems all the
more justified in that it has to deal with additional, pro-cyclical fiscal stimulus
from the Trump administration. But is it missing something?

Atits June policy meeting, the Fed appeared unmoved by the Trump
administration’s aggressive trade policy stance. While noting the “risks”
involved, the Fed merely said that US economic data seemed unaffected by

trade tensions so far. Yet the Fed’s stepping back from policy accommodation is
increasing the problems of the more fragile emerging markets. Dislocation comes
not just from hikes in US interest rates, but also from the planned shrinkage of
the Fed’s balance sheet, which could suck further dollar liquidity out of the global
financial system (the end of European Central Bank asset purchases will also
reduce global liquidity).

The problem is, given the state of the world, the market is unconvinced by the
Fed’s plans for rate hikes (the median of Fed member forecasts is for four quarter-
point hikes this year and three in 2019). The lack of conviction can be seen in

the steady flattening of the yield curve. Flattening could conceivably turn to
inversion, which would see shorter-dated bonds offer a better yield than longer-
term issues, a phenomenon seen before nine of the last 10 economic recessions.

Ten years ago, the Fed launched a massive quantitative easing (QE) programme,
buying up assets in a bid to steady the markets as the financial crisis flared.
Copied by many of the world’s other main central banks, QE not only staved off a
collapse of the global financial system, it also sparked a rally in risk assets, while
corporations have increased their profits.

But the combination of companies enjoying record margins and investors
pocketing record returns at a time when wage growth remains weak, housing
prices spiral out of the reach of the young and globalisation continues to wreak
havoc on local communities is likely to provide tailwinds for populists for some
time to come.

Meanwhile, Trump has chosen China as a convenient bogey man to advance
protectionist measures his electorate appreciates. The situation is highly delicate:
Trump needs to be able to show some sort of success before the elections, but

the Chinese do not want to lose face. Compromise is likely, but if Trump feels
things are not going his way, there is every chance he might look for different
scapegoats—perhaps even denouncing the Fed for unwarranted restrictions of
monetary policy and threatening its independence.

Ten years ago, the Fed was a trailblazer with its aggressive QE initiative while
Barack Obama became the standard bearer for liberal democracy. Now, America
seems less interested in a global leadership role. Whether this is a positive or
negative development, it makes the world a more uncertain place. Black Swans
are, by their very nature, unknowable. But if ever there were a place to look for
them, it might be in the unintended consequences of declining US ambitions

to set the agenda in so many domains. While growth is still looking good, the
uncertainties mean we have become more neutral on risk assets like equities.
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An overview of Pictet Wealth Management’s stance on asset classes.”

ASSET STANCE

> Risk assets have disappointed this year
for several reasons. First, markets are
unsettled by the incoherence in US economic
policy—between market-friendly tax cuts
and deregulation on the one hand, and
aggressive, protectionist trade policy on the
other. Second, markets see economic growth
slowing next year (from 3% this year to 2.3%
in 2019 in the US and from 2.3% to 1.8% in
the euro area, according to our estimates).
These factors have fed into a lack of visibility
that has pushed down valuations. A third
concern is more restrictive monetary policy,
with short-term rates marching steadily
higher in the US and the ECB set to end its
asset purchases.

> With these considerations in mind, we
have developed a central scenario that
splits the rest of this year in two. Initially,
we expect markets to remain unsettled as
trade disputes rumble on. But we think the
pressures could lessen by the time of the US
mid-term elections in November.

> The elections could allow for a certain
clearing of the air—certainly in terms of US
trade policy—that will allow minds focus
again on strong market fundamentals.
Our generally prudent short-term stance
therefore becomes more upbeat as we move
closer to the end of this year.

COMMODITIES

> 0il supplies are set to remain tight until mid-
2019. We expect a significant risk premium
to prevail until at least the middle of next
year, so that oil prices remain above their
long-term fundamental equilibrium. Our
forecasts for the end of 2018 remain at USD
70 / bbl for WTI and USD 77 / bbl for Brent.

CURRENCIES

> Avery prudent European Central Bank, poor
economic data and ltalian politics saw the
euro suffer in June. While the euro may still
face short-term headwinds, our central
scenario sees a progressive upturn in the
currency’s fortunes against the US dollar
over a 12-month horizon.

> We believe that extensive discounting of
Fed rate hikes by the market could check
any further substantial rise in the US dollar,
which remains in a long-term downtrend.

EQUITIES

> Earnings momentum in the US remains
strong, but trade concerns contributed to
lower valuations in June, even in tech. We are
neutral on US equities but more bullish on
less tech-exposed European stock markets.

OUR CURRENT ASSET CLASS STANCE

STANCE
Very bearish Bearish

CASH/CURRENCY

Neutral Bullish Very bullish

USD (vs EM and G10 currencies)

EUR (vs USD)

CHF (trade-weighted index)

DEVELOPED MARKET EQUITIES

us

Euro area

Europe

Switzerland

Japan

EMERGING MARKET EQUITIES

Asia

Latam

SOVEREIGN BONDS

Us

Euro periphery

Core Euro

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

* 3-6 month horizon. In view of our highly active, tactical positioning, we are moving back from a 12-month

horizon to a 3—6 month outlook for the asset stance we present.

> The positive legal ruling on the AT&T / Time
Warner tie-up led markets to immediately
price in further consolidation in the US media
sector.

v

FIXED INCOME

> While our central scenario of a year’s end
3% 10-year US Treasury yield remains
unchanged, alternative scenarios are still
possible. Overall, safe-haven US Treasuries
should perform well if trade tensions persist,
putting downward pressure on yields.

ALTERNATIVES

> Heightened M&A activity means we expect
event-driven hedge fund managers to
continue to benefit from rising opportunities
in merger arbitrage.

> But we are monitoring for potential crowding
risk in specific deals, as well as the impact

that antitrust regulations and a trans-
Atlantic trade war could have on these
strategies.

Private equity managers continue to seek to
differentiate themselves as the competition
for deals heats up. Finding good deals in the
secondary space is becoming an especially
tough challenge.

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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The next six months

After a trying first half, what comes next for equities?

quities have disappointed this year

in spite of sound economic growth.
Yes, the S&P 500 wasup 2.65%(in US dol-
lars) in the first six months of 2018, but
wasvirtually flatif one excludes tech sec-
tor-related stocks. But the Stoxx Europe
600 was down slightly over the first half
in euros and even more in US dollars.
Even worse was the performance of the
MSCI Emerging Markets Index, which
returned -6.5% (in US dollars).

There were five main reasons for
such frustrating markets. First, mar-
kets are unsettled by the incoherence
in US economic policy—between mar-
ket-friendly tax cuts and deregulation
on the one hand, and aggressive, pro-
tectionist trade policy on the other. Sec-
ond, markets see economic growth slow-
ing next year (from 3% this year to 2.3%
in 2019 in the US and from 2.3% to 1.8%

in the euro area, according to our esti-
mates). The third reason, alack of visibil-
ity, derivesin partfrom thefirst two. But
even without concerns over the impact
of trade tensions and loss of momen-
tum, the currenteconomic growth cycle
isoneof'thelongestever, stretching back
to 2009. This lack of visibility or convic-
tion has pushed down valuations, even
though corporate profits continue to
growth. Tighter financial conditionsare
afourth concern. Whether it is the Fed-
eral Reserve’scampaign to reduceits bal-
ance sheet or the steady reduction in the
European Central Bank’s(ECB) monthly
asset purchases, central banks across
the developed world are already inject-
ing less liquidity into the system. The
fifth and final reason for equities’ lack-
lustre performance is more restrictive
monetary policy, with short-term rates

OUR CORE AND ALTERNATIVE SCENARIOS FOR ECONOMIC AND MARKET PROSPECTS AT

MID-2018
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environment (‘ consequences
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o
r——-->»
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|
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Negative momentum in + Trade war remains a noise In the short-term, trade war
2059 (second derivative) ! 60% Trade war shouldn't bite should weigh on risky assets
Lo —— == growth Inthe mid-term, equities
Lack of _V|5‘h|my on the | Good fundamentals will be should benefit from
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|
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Bonds could be under
pressure

Trade war vanishes
Inflation fears could come
back

marching steadily higher in the US and
the ECB set to embark on the same road.
With these considerations in mind,
we have developed a central scenario
that splits the rest of this year in two (see
Chart). Initially, we expect markets to
remain unsettled as trade disputes rum-
ble on. But we think the directimpact of
these measures will be limited and that
trade deals between the US and its part-
ners will be reached. This is our central
scenario, to which weassign a 60% prob-
ability. We do have an alternative, more
negative scenario that sees a 25% chance
ofan open trade war and escalating pro-
tectionism that hurts risk assets while
core government bond prices boom.

“We are splitting the rest of
this year into two parts”

However, we think trade rhetoric
could lessen by the time of the US mid-
term elections in November. The elec-
tions should allow for a certain clearing
of the air that will allow minds focus
again on strong market and economic
fundamentals. Our generally prudent
short-term stance therefore becomes
more upbeat as we move closer to the
end of this year. The pressure we expect
riskassets could continue tocome under
means that we have become more defen-
siveoninstrumentslike developed-mar-
ket equities and high-yield bonds in the
short term and that we are paying more
attention to assets like US Treasuries,
which offer protection to portfolios.
However, our assessment of prospects
for risk assets becomes more upbeat the
closer we move to the close of this year. u
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Italian public debt back in

the spotlight

How far the new Italian government goes in implementing its
fiscal plans will determine Italian debt dynamics in the years
ahead, with inevitable consequences for the bond markets.

heFive Star Movement(MsS)-Lega

government that came to powerin
Italy at the start of June with an ambi-
tious expansionary fiscal agenda has
put Italian debt back into the spot-
light, although there are still several
question marks regarding the govern-
ment’s real intentions.

Among its pledges, three propos-
als would be particularly costly: a flat
tax of 15-20%, the repeal of the pen-
sion reform that raised the retire-
ment age, and the introduction of a
minimum income for active job seek-
ers. How much these proposals would
actually cost is very difficult to work
out, as crucial details of the govern-
ment’s plans are still unclear. But the
policy measures included in the gov-
ernment agreement could cost €109—
126bn a year, or between 6.2% and 7.1%
of GDP, according to estimates made
by severalItalian thinktanks. The gov-
ernment’s premise is that some of this
additional spending would be offset
by stronger demand as households
and corporates would benefit from
increased spending power. Additional
details should emergein the 2019 draft

CHART 1: ITALIAN GENERAL GOVERNMENT DEBT UNDER THREE STYLISED SCENARIOS
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budget programme, which is expected
to be presented to parliament by 20
September and needs to be submit-
ted to the European Commission by
mid-October.

Needless to say, the Italian govern-
ment’s expansionary fiscal proposals
are unlikely to be welcomed by the
European Commission, even assum-
ing they are watered down somewhat.
Unlike Spain, Italy has exited the
excessive deficit procedure launched
against it by the European Commis-
sionin2o013.Nonetheless, the Commis-
sion is concerned about Italy’s compli-
ance with the European fiscal compact.
This involves a medium-term commit-
ment from EU member states with a
large publicdebt to reduce that debt to
below 60% of GDP. In Italy’s case, the
commitment entails making a struc-
tural adjustment equivalent to at least
0.8% of GDP in 2018. Italian debt has
been an ongoing issue between Rome
and Brussels in recent years.

That said, Italian public finances
have improved in recent years. The
country’s budget deficit was 2.3% of
GDP in 2017, its lowest level since 2007
and down from 2.5% in 2016. Italy has
runanaverage primary surplus of 1.7%
of GDP over the past six years and,
apart from in 2009, has run a primary
surplus every year since the launch of
the euro in 1999. In 201y, its primary
surplus was 1.5% of GDP (EUR 26bn)
and it is expected to reach 1.9% (EUR
32.9bn)in 2018, according to European
Commission forecasts. But what wor-
ries investors most is Italy’s high pub-
lic debt combined with its poor poten-
tial growth. At 132% of GDP, Italy has
the second-highest publicdebtload in
the euroareaafter Greece. WhileItaly’s
debtratio has remained broadly stable



over the past five years, the sustaina-
bility of its public debt remains highly
vulnerable to unforeseen shocks, let
alone a recession or financial crisis. It
is crucial to understand the extent to
which the new government’s propos-
als will impact the sustainability of
Italian debt.

Inour central scenario for Italy, we
envisage the new government imple-
menting only part of its fiscal spend-
ing promises, resulting in a reduc-
tion of the primary surplus to zero in
2019. Thereafter, we assume that the
primary balance stays at zero in 2020
before edging higher to 1% on aver-
age in the subsequent years. Based on
conservative assumptions about Ita-
ly’s public deficit over 2019—20 and
official projections from the Euro-
pean Commission over the longer
run, Italy’s public debt ratio should
continue to drop, albeit very slowly,
remaining close to 125% of GDP by
2025. In short, under our central sce-
nario, even assuming significant dilu-
tion of planned fiscal measures, the
sustainability of public debt would
remain at risk and vulnerable to any
adverse shock.

AVICIOUS CIRCLE

CHART 2: 10-YEAR ITALIAN GOVERNMENT BOND SPREAD: THREE SCENARIO0S
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a more pessimistic scenario in which
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interestrates were torise, as they inev-
itably would under this adverse sce-
nario, then Italian public debt could
rise toward 150% of GDP by 2025.

Our analysis suggests that Italy’s
public debt ratio could still fall if all of
the following conditions are met: there
is a commitment to return to a small
primary surplus of about 1% of GDP
over the medium term; there is no sus-
tained increase in the government’s
average borrowing costs beyond 3%;
and Italy records average nominal GDP
growth of about 2.5%.m

Reassuringly, Italian government debt is mainly
held by domestic investors, while the proportion of
debt in foreign hands had fallen from 39% in 2011
to 32% by March 2018. Moreover, the distribution of
domestically held debt has changed, with the Bank
of Italy’s share rising from 4% t0 16% since 2011, while
Italian banks’ ownership of government bonds has
stayed the same at 27%. The good news is that the
Bank of Italy has no plans to sell the government
bonds it purchased through the ECB’s quantitative
easing programme. The bad news is that a strong
rise in Italian government bond yields could result
in significant losses for domestic banks. Hence,
the contagion from sovereign debt to banks could
lead to systemic risks resurfacing even though the
European banking sector’s financial soundness has
improved since the financial crisis.

Thanks to the fall in European yields since 2012,
the implicit interest rate on Italy’s government debt
stood at a historical low of 2.9% in 2017, down from
4.1% in 2011. Since the average maturity of Italian
debt s seven years and because it is due to refinance

only half of its marketable debt over the next five
years, higher government bond yields would take
time to translate into increased debt servicing costs.
This means that even a rapid rise in yields would
have only a gradual impact on the sustainability of
Italy’s debt.

Our central scenario of a slight fall in the public
debt ratio could ensure that the spreads of 10-year
Italian government bonds over their German equiv-
alents remain in a range of 200—250 bps until the
end of this year (the spread was 238 bps on 29 June),
only falling back to 160 bps if Italy continues to run
a primary surplus in 2019. But should our more pes-
simistic scenario (see above) turn into reality, one can
imagine spreads shooting up to at least 350 bps.

The high fiscal uncertainty surrounding Italy
and the risk of contamination mean we have turned
bearish on peripheral euro area bonds in general,
with the direction of Italian government spreads
dependent on the debt trajectory. =

PERSPECTIVES AUGUST/SEPTEMBER 2018
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Getting on, but the US
economic cycle still has juice

Trade tariffs could take a small chunk out of US growth, but
should not be enough to tip the US into recession.

he latest salvo of US protection-

ist trade actions aimed at steel and
Chineseimports comesatacomplicated
time for the US economy, which is show-
ing signs of entering a late-cycle stage
when it is more sensitive to shocks. The
US had experienced 108 months of unin-
terrupted expansion by the end of June
2018, already exceeding the 73 months
of growth in its previous expansion-
ary phase (November 2001 -December
2007), and close to the longest-lasting
US growth phase in history (119 months
between April 1991 and February 2001).

According to the adage, economic
cycles do not die of old age. In other
words, there is no clock that says the
current business cycle is about to end.
Thatsaid, ageing does bring some chal-
lenges, especially as catalysts for fur-
ther growth are proving harder to find.
Take the US car market, which in 2016
regained its pre-financial-crisis ‘cruis-
ing speed’ of roughly 17.5 million new
car sales per year. But car sales have
fallen slightly since that peak. The car
markethasregularly supported US eco-
nomicexpansionsin the past, but thisis
no longer the case.

Very broadly, there are two main
drivers of economic slowdowns, or even
recessions. One is when corporate mar-
gins come under pressure, for instance
due to sharp rises in wages or debt ser-
vicing costs. Before the past two reces-
sions, unit labour costs, a measure of
wage growth adjusted for productivity
gains, were growing by more than 3%
year on year. But this measure stood at
just 0.5% in Q1 2018, the latest available
data point, asign the US economy is not
yetoverheating.

Meanwhile, the Federal Reserve is
raising interest rates, butonlyata grad-
ual pace that we expect to continue. Fed

interest rates peaked at 5.25% in the
previous expansion, but they are now
barely at 2.00%. The bottom line is that
interest rates remain low. And at the
same time, US corporates continue to
keep a tight leash on costs and are gen-
erating strong cash flow overall. Simply
put, there are as yet no signs of any dan-
gerous margin squeeze that could dest-
abilise the business cycle.

In fact, the December tax cuts pro-
vided furthersupport to corporate mar-
gins, and this has been visible in recent
data. According to the Federal Reserve’s
Z1 Financial Accounts data, corporate
cash rose by 14.6% year-on-year in Q1,
exceeding nominal GDP growth (GDP
growth plus inflation) of 4.7%. This is
not just a result of tax cuts, however, as
cash increased by 12.9% year-on-year in
Q4 2017, before the December tax cuts
came into effect, and by 9.1% year-on-
year the quarter before that. In fact, cash
generation hasbeen roughly double the
rate of nominal GDP growth (see chart).

The second main driver of eco-
nomic slowdowns is often a downturn
in the asset price cycle. We are only

moderately anxious about this for now.
However, there are some sub-segments
of the real estate market worth keep-
ing an eye on—commercial real estate,
for instance, where prices have been
cooling.

The US supertanker could slow, but
not capsize

President Trump’s latest tariffs could
end up increasing input costs for US
companies. However, while we think
trends in some sectors need to be
watched (foreign cars are in President
Trump’s crosshairs and some supply
chains could be affected), the direct
aggregate macroeconomic impact of
the tariffs should remain limited in
our view. The US has a relatively closed
economy with alarge domestic market,
with trade (imports plus exports) repre-
senting just 28% of GDP.

According to our analysis, thedirect
impact of the first tariffs on steel and
aluminium, introduced inJune,and the
firstbatch of tariffs on Chineseimports,
starting on 6 July, combined should
only detract 0.1 percentage points from
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annual US growth. Further tariffs
threatened by the Trump administra-
tion could detract another 0.3 percent-
age points. As long as the underlying
paceof USactivity remains above 2% per
year, which is likely to be the case over
the next 12 to 18 months, tariffs should
not be enough for the US supertanker
to capsize. Additional support for this
view comes from recent solid business
surveys, which show the business com-
munity remains upbeatand isignoring
trade noise.

Meanwhile, our view that US tariffs
are chiefly part of a negotiating tech-
nique inspired by President Trump’s
signature TheArtofthe Deal playbook has
not changed, even though the Trump
administration has turned some of
its threats into action. We continue to
believe that the president’s policy is
guided by his need for symbolical polit-
ical wins and that the air will become
clearer once the November mid-term
elections are out of the way. The worst-
case scenario of a full-blown trade war

should be avoided thanks to resistance
from pro-trade business lobbies, Con-
gress and the stock market.

In conclusion, tariffs aside, we need
to keep a close eye on potential vulnera-
bilities in the ageing US business cycle.
But signs of recession remain relatively
scarce at this stage. The robustness of
corporate margins is reassuring, while
some sectors exposed to international
trade flows could endure some tariff-re-
lated pain without that pain spreading
to the economy at large.

DAVID GAUD

Chief Investment Officer (Asia)
Pictet Wealth Management

REGIONAL FOCUS

Indian equities earn
brownie points

Like other emerging markets, India has suffered in recent
months, but a bright economic outlook and more reasonable
valuations mean that the country’s equities are becoming more

attractive.

he first half of this year was rel-

atively difficult for Indian equi-
ties. A decline of over 5% in the value
of the Indian rupee against the US
dollar turned a local-currency gain
for the Nifty 50 into a loss of 3% in
US dollar terms, which meant that
Indian equities underperformed the
MSCI Asia ex Japan. The rupee’s slide
was due to a number of macroeco-
nomic factors, including rising infla-
tion expectations (asaresult of higher
oil prices in particular) and a widen-
ing of the country’s fiscal deficit.

A move by the Reserve Bank of
India (RBI) to raise rates to protect
the currency was well received by the
market. Less noticed, the RBI also
relaxed reserve requirement rules for
banks, and this may help boost loan
growth.

Up to now, stringent rules have
served to ween Indian corporates off
credit, with deleveraging proceed-
ing reasonably well. The net debt-to-
equity ratio of non-financial stocks
quoted on the Sensex 200 index has

CHART 1: PRIVATE AND PUBLIC INVESTMENT IN INDIA (INDIAN RUPEES TRILLION)
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fallen from a high of 59% at the end of
2015 to under 50%. The biggest efforts
have been made in the power, tele-
com and property & industrials sec-
tors. Levels of stressed debt (as a per-
centage of operating profits) have also
declined.

Deleveraging should pave the way
for a gradual increase in Indian cor-
porate investment. Although capex
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growth has been subdued, there are
incipient signs of a pick-up in sec-
tors such as cement, metals & min-
ing and autos. The output gap has
nearly closed and private investment
is recovering after eight quarters of
decline (see Chart 1). Having long been
the ‘missing link’ in Indian growth,
an upturn in capex, if confirmed,
would indeed be welcome news.

AUGUST/SEPTEMBER 2018



In spite of the growth hiccups of
recent months, the outlook for India
is holding up well: the RBI main-
tained its GDP forecast for the fis-
cal year to the end of March 2019 at
7.4%, highlighting improving capac-
ity utilisation, better credit uptake, a
pick-up in investment activity, buoy-
ant global demand and higher con-
sumer spending.

Another reason we have become
less pessimistic about Indian stocks
is that the expected profit growth of
Sensex 200 companies in 2018 is in
the region of 21%, while the forward
price-earnings ratio has fallen from
19x at the beginning of this year to
around 16x (see Chart 2). While valua-
tions might still look relatively high,
the quality of its leading private firms
means that India has always traded
ata premium to other emerging mar-
kets. The average return on equity for
the MSCI India is 14.6%, compared
with 12.6% for the MSCI Asia ex Japan.

There are a few issues that prevent
us from becoming more optimistic

CHART 2: MSCI INDIA 12-MONTH FORWARD PRICE/EARNINGS (P/E) RATIO
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about Indian equities. The first is
the uncertain direction of oil prices.
Their recent surge has petered out,
but oil prices remain volatile. The sec-
ond is possible “populist” moves by
the administration of prime minister
Narendra Modi to boost the “mini-
mum support price” (MSP), a subsidy
for farmers, ahead of the 2019 general
election. The proposed significant

hike in the MSP would weigh on pub-
lic finances and could increase the fis-
cal burden. It could also weaken bond
market confidence. And while Indian
equity valuations have become more
reasonable and the Indian market
overall more interesting, the invest-
ment case for countries like China,
Singapore and Malaysia remains
stronger. m

SWEE SAN TAN

Financial Analyst (Asia)
Pictet Wealth Management

REGIONAL FOCUS

Consumer staples:
local brands versus
the multinationals

The key to unlocking the growth potential of the consumer
staples market in Asia is understanding consumers’ evolving
tastes. Some local companies have first-mover advantage, but
multinationals can still make inroads.
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Domestic Asian (ex Japan) cham-
pions have historically thrived
on products that cater to local tastes.
They typically have a head-start on
multinationals in terms of product
localisation and their strong relation-
ships with distributors when it comes
to rolling out products across tradi-
tional trade channels. A deep under-
standing of local preferences has been

a key driver of the success of domes-
tic companies, whereas many foreign
multinationals have been unwilling
to adapt their offerings and often roll
out the same products across different
regions, sometimes with very disap-
pointing results.

For example, in Indonesia, Ind-
ofood has managed to maintain the
popularity of its instant noodles



brand, Indomie, by catering to local
tastes at affordable prices. The com-
pany has been able to extend its prod-
uct range to the extent that it is now
the de facto national brand for instant
noodles in Indonesia, with a 70% mar-
ket share. Indofood has the most com-
prehensive distribution network in
the country, with its noodles available
at over 300,000 points of sale across
13,000 islands and 33 provinces. Rival
Japanese company Nissin, by contrast,
has been unable to make much of a
dent in the Indonesian market: slow
to offer local flavours and with more
expensive products, its market share
25 years after entering Indonesia is a
mere 1%.

In the Philippines, Nestlé used
to dominate the instant coffee seg-
ment, with a 63% marketsharein 2012
due to its first-mover advantage, hav-
ing entered the country back in 1944.
But in 2012, local company Universal
Robina Corp (URC) launched a direct
attack on Nestlé’s dominant position.
Its white coffee brand ‘Great Taste’
is milkier and sweeter than Nestlé’s
instant brown coffee and was an
instant success with Filippinos, who
tend to have a sweet tooth. As a result,
URC’s market share had risen from
5% (a distant third) in 2012 to 30% two
years later.

But multinationals still have a
chance to prosper in the region as con-
sumer tastes in Asia are constantly
evolving. Multinationals can gain
traction if they successfully manage
to exploit these changes using sophis-
ticated data analysis and surveys to
understand consumer habits. Success-
ful companieshavedemonstrated their
ability to understand and even develop
Asian consumer habits to increase
their total addressable market. Other
successful strategies include targeting
changing demographics and captur-
ing Asian consumers’ move towards
premium brands as their incomes rise
(‘premiumisation’).

Multinationals can even end up
displacing incumbents. In China,
for example, global chocolate majors
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have squeezed out local rival Le Conte
over the past 10 years. Le Conte made
the mistake of eroding its high-end
brand image by offering promotions
and steep discounts at a time when
consumers were moving towards
premium chocolates. Le Conte had
been positioning itself as a high-end
gift product (because eating choco-
late had been uncommon in China),
but nobody wanted to give a discount
product to friends and family. These
factors presented foreign companies
such as Mars, Ferrero and Nestlé with
the opportunity to step in and solid-
ify their brand image at the high end
of the market.

“Many foreign
multinationals have been
unwilling to adapt their
offerings to Asian tastes”

Targeting a new demographic
could be the path of least resistance
for regional companies trying to
penetrate markets in Asia (ex Japan).
Instead of going head to head with
incumbents or multinationals, some
companies have succeeded in estab-
lishing themselves within a particu-
lar niche. A good example comes
from China. Vitasoy, a Hong Kong-
based company, was known for a soy
milk product that it positioned as a
soft drink in eastern and coastal cit-
ies in China. But a Chinese company,
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Dali Foods Group, noticed that the
Chinese soya milk market lacked a
national, home-grown brand and
that the market was far larger than
Vitasoy had believed. In April 2017,
Dali launched a premium soy milk
product, Dou Ben Dou, which is mar-
keted as a breakfast drink, mainly in
smaller cities. Dali’s product develop-
ment team also recognised that Chi-
nese consumers were willing to pay
a little more for premium high-qual-
ity and healthy products, especially
for repeat-consumption items such
as soya milk. Dali therefore decided
to source its organic, non-genetically
modified soya beans locally, com-
manding a premium price in the pro-
cess and managing to match Vitasoy’s
monthly sales revenue within 12
months.

Overall, regional/local food and
beverage companies in Asia have
first-mover advantage when it comes
to launching products that suit local
tastes, but multinationals have taken
thelead in certain categories in which
the growth of the middle class is cre-
ating a market for premium products.
Logically, an appropriate approach for
investors would involve stock picking
among companies that understand
Asian consumers’ evolving tastes
and have a track record of launching
products able to capture growth in
demand.m
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2.3%

30-day commercial paper yield
in late June.
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ASSET FOCUS

Commercial paper offers
yields last seen 10 years ago

Thanks to Fed tightening, investors can get a better fixed rate by
holding short-term US paper than tying up their money in 10-
year Treasury bonds. One area of the short-term universe worth
exploring is commercial paper.

heshortend oftheUSdollaryield  Asrateshaverisenand the US Treasury

curve is being affected by aseries  curve has flattened, investors have con-
of events that are apparently unre-  tinued to focus on the front end of the
lated, but that are all leading in the  curve, aiming to reduce their sensitiv-
same direction: higher short-term ity to rates by taking shorter duration
interest rates. First, the US Treasury  exposure.
is being forced to accelerate its issu- This has led to reduced liquidity
ance of bonds to finance an increas-  in 1—3-year fixed-maturity bonds and
ing US budget deficit. So far, it has  floating rate notes — in the latter case,
preferred issuing bonds with short  because coupons are commonly reset
maturities. Second, as a result of the  every six months and linked to short-
recent tax reforms, foreign firms termbenchmark rates(usually LIBOR),
operating in the US are being forced  there is less sensitivity to interest rate
to issue debtin the US marketas they  changes, enabling investors to reduce
canno longer be financed by their par-  their duration risk.
ent companies. And last but not least,
the Fed continues to tighten mone-  Focus on front end of curve
tary policy as the economy improves  Since thestartof the year, as the Fed has
and as it seeks to reduce the size of its  continued to raise policy rates, three-
balance sheet. month LIBOR has also increased. In

These changes in supply and the meantime, corporations’ demand
demand dynamicsareleadingtoarise  for short-term paper seems to have
inshort-termratesand aflatteningof ~ dropped. Yet with the commercial
the yield curve. Two-year US govern-  paperand commercial deposit maturity
mentbond yieldshad risen from 0.8%  schedule expected to pick up from June
atthestartof 2017 to almost 2.60% by  onwards, financing will have to be car-
late June. The yields of 30-day non-fi-  ried outathigherratesasissuershaveso
nancial commercial paper rose from  far been allowing maturities to roll off
1.0% to 2.3% over the same period. instead of aiming to lock in rates.

US COMMERCIAL PAPER YIELD

29 — % Spread non financials - government
’ — US generic government 1 month

— A2/P2 rated, commercial paper 30-day yield
24 — — A1/P1 rated, US asset backed commercial paper 30-day yield
Financial commercial paper 30-day yield

19 —
14—
09 —
0,4 —
o AT e e e e e W

[ | | [
-

09.13 —
011

05.14 —
09.14 —
01.15 —
05.15 —
09.15 —
01.16 —

Source: Pictet WM - CIO Office, Bloomberg, June 2018



The short-term credit risk gauge,
also called the LOIS (Libor overnight
indexed swap) spread, raised concerns
inmid-April, when it reached levelslast
seen during the financial crisisin 2009.
Thedirecteffecthasbeenanincreasein
commercial paper rates (especially for
three-month maturities) and also in
rates on corporate bonds with maturi-
ties of less than a year. The LOIS spread
is the risk premium that a borrower
pays to lock in a loan for the coming
three months instead of having to roll
over their debt every day. This spread is
areflection of short-term credit risk, as
the default risk of a borrower increases
with time.

We believe short-maturity (1-3
year) bonds, commercial paper and
short-maturity floating-rate notes
issued by investment-grade compa-
nies are a good source of value for
investors in the current environ-
ment. These instruments can effec-
tively reduce the interest rate sensi-
tivity of fixed-income portfolios and
have the potential to preserve inves-
tors’ purchasing power as inflation
has not exceeded central banks’ tar-
gets in developed economies. With
the three-month LIBOR rate reaching
2.33% in late June, a level last seen 10
yearsago, they representan attractive
source of yield. m

LAURENT GABERT
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Property disruption is a
source of opportunity

Disruption in the real estate market is rising as a result of
urbanisation, technology, environmental concerns and
demographics, calling for greater discernment when investing.

he environment for property
investment remains favourable
overall, with economic growth decent
and interest rates and inflation only
rising modestly. Investor sentiment is
buoyant, credit markets remain sup-
portive, and leverage is under control.
And while a number of megatrends
are challenging traditional invest-
ment paradigms, they are also provid-
ing opportunities for hands-on asset
managers with a strong local presence
and execution capability.
Urbanisation continues apace,
with rural hordes crowding into cit-
ies in the developing world and a num-
ber of ‘star cities’ still attracting young
people from their less-favoured rivals.
Demographic trends of another sort—
the ageing of western populations and
the coming of age of Millennials—are
also affecting housing needs and aspi-
rations. The result has been a general

trend away from home ownership to
rental in many prime residential mar-
kets and the emergence of trends such
as ‘co-living’, whereby residents with
common lifeinterestssharespace. These
demographic factors are being overlaid
by environmental concerns and tech-
nological change, leading to calls for
greener and more efficient buildings, in
turn increasing the cost of construction
relative to other capital goods. But this
is not necessarily bad news. Whether it
is strong demand for new types of res-
idential space, such as senior housing,
student accommodation or spaces for
‘co-living’, the stage is set for inves-
tors with the asset management skills
these kinds of properties require and
who are ready to deal with the costs of
transformation.

Meanwhile, retail property is being
affected by “commoditisation”™ —a phe-
nomenon thatisalso creeping up on the

office market. E-commerce, coupled
with the preference of urban Millenni-
als for retail convenience and proxim-
ity, has led to disenchantment with the
traditional out-of-town shopping mall.
Analysts think that 30% of existing
retail space in the US needs to be repo-
sitioned or, failing that, be torn down.
While the shifting sands in retail
are causing disruption, they can also
represent a source of opportunity. The
decline of out-of-town shopping malls
does not mean that well-sited urban
shopping centres that constantly adapt
arefinished. Retail outlets close to trans-
port hubs also continue to offer poten-
tial, as does other urban retail property
adapted to Millennials’ preferences.
The past 15 years have seen an over-
supply of global office space, helped
by cheap financing and buyer appe-
tite. Office investors are facing moves
by corporations to optimise space

PERSPECTIVES
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(‘densification’), and companies are
demanding more flexible solutions to
their office space needs—invariably
meaning shorter leases. An illustration
of how complex the market has become
can be seen in London, where the larg-
est take-up of office space over 201217
was by WeWork, which provides shared
workspaces for start-ups and entrepre-
neurs. But property investors have the
chance to ride this wave of disruption
in office space by repositioning existing
assets to meet new demands and spot-
ting under- or badly managed assets in
good locations.

At present, although the real estate
market looks fully priced we are not

in a phase of “irrational exuberance”.
Implied cap rates, and the rate of return
of a real estate investment property
based on the income it is expected to
generate, are reasonable across various
segments, ranging from 5% for indus-
trial space in the US to 9% for hotel
properties. Yet all segments of the US
property market have been trading at
discounts to net asset value, according
to Green Street Advisors. This suggests
that investors are waiting for repricing.
But even with increased volatility, there
is scope for property investment strate-
gies to perform. m

LONDON OFFICE MARKET: LARGEST
TAKERS 2012-2017

Deutsche Bank
857,839 sq ft

Amazon
1,012,649 sq ft

WeWork
2,577,864 square feet (sq ft)

The Office Group
853,524 sq ft

i2 Office
457,995 sq ft

Google e Facebook
1,344,121 sq ft s sq ft

512,219 sq ft

Source: Pictet Alternative Advisory, Cushman and Wakefield, June 2018
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The end of halcyon days

In this interview, Cesar Perez Ruiz, Head of Investments & CIO
at Pictet Wealth Management, explains why he is becoming more

cautious.

Halfway through 2018, where do
financial markets stand, in your view?
The first thing to note is that the
increase in volatility we had been
expecting after a long period of calm
finally arrived early this year. The
surge in volatility we saw in late Jan-
uary into early February was due to
fears of inflation. And yet inflation
hasn’treally materialised in the ensu-
ing months. So markets have focused
on a different set of fears—this time
about growth, whether that be eco-
nomic or corporate. There has been a
loss of momentum in some regions,
particularly Europe, while emerging
markets face some significant chal-
lenges as a result of higher US rates.
Tradedisputes, to the extent that they

14 15

hurt business confidence, are also
adding a chill to the air.

Having received a sizeable fiscal
stimulus, the US economy is growing
strongly, while inflation is low. And
US corporates’ earnings growth has
accelerated at a blistering pace over
the past two quarters as aresult of last
December’s tax cuts. And yet despite
this positive backdrop, the S&P 500
rose by less than 1% in the first half of
the year. The impact of tax cuts will
fade over time, so earnings growth
should slow down to a more normal
annual pace of 8-10% from over 20% of
late. The market should be able to live
with this, but alarm bells could ring
in some quarters if earnings growth
decelerates more rapidly.

We also have to pay particular
attention to the Phillips curve (the
inverse link between inflation and
unemployment) —whether it is dead
or dormant is the billion-dollar ques-
tion. If we look back to 1966, it only
took US inflation to bounce from 1%
to 3% for the markets to be hit by asig-
nificant correction. Therearealsoalot
of “tourists” in the markets taking
on too much risk: they could well be
unsettled once earnings growth slows
and inflation picks up. That said, we
remain relatively upbeat overall, but
we are looking at the data very care-
fully and expect further spurts of
volatility.



What are your thoughts about presi-
dent Trump and international trade
tensions?

I am worried Trump’s direct nego-
tiating style simply might not work
with the Chinese, who are very sen-
sitive to losing face. Besides, when it
comes to China, differences with the
US go beyond trade and involve geo-
political rivalry. With the mid-term
elections coming up in November,
Trump’s popularity rating goes up
every time he announces measures
to “defend” American industry. Yet
once you include all the US corpora-
tions with manufacturing facilities
in China, the argument that the US
runs a large trade deficit with China
does not hold water. So one wonders
if president Trump really does have
the interests of corporate America
at heart as he presses on with trade
tariffs.

“Alarm bells could
ring in some quarters if
earnings growth decelerates
too rapidly”

What are the prospects for consumer
spending in the US as interest rates
rise?

US consumers have not been increas-
ing their spending that much in spite
of the tax cuts. Instead, they seem to
have been intent on increasing their
rate of saving, which had fallen to a
very low level. And some cracks have
appeared in the US growth picture.
Car sales have virtually plateaued,
for example. But with disposable
income on the rise, we remain rela-
tively optimistic about discretion-
ary consumer spending in the near
term, although any large, sustained
rise in oil prices would need to be
watched. We have believed that cor-
porate investment rather than the
consumer would be the main driver
of US growth this year, but here too
the situation is not as satisfactory as
it could be. Our forecast of 3% growth
for the US economy this year is based
on non-residential investment ris-
ing by 7% (inflation-adjusted) in
2018, but the latest investment data
have been a little below par and are
increasingly skewed towards energy
and tech-related industries. We

expect US growth to come in at 2.3%
in 2019—considerably lower than
the 4% Trump is hoping for.

The European economy has been
struggling through a soft patch. Does
Europe need a fiscal stimulus?

Let’s not forget that the euro area is
still growing above potential, which
we estimate to be 1.5% per year. So
the euro area is doing fine, and jobs
are still being created. But growth is
not evenly spread across the region
and there are places, notably Italy,
that do need fiscal stimulus. If we
don’t see some fiscal leeway, provid-
ing investors something to invest in
in Italy (infrastructure for instance),
then populism will continue to pro-
gress. To help steady the situation,
we really need European institu-
tional reform— as well as a solution
toillegal immigration—but progress
is painfully slow and the window of
opportunity for reform? will grad-
ually close as we move closer to the
European Parliament elections next
year. Yes, there is the European Stabil-
ity Mechanism, but we have to use all
the tools we can if markets put pres-
sure on Italy. In the meantime, the
European Central Bank has used up
alotof ammunition: it is already hav-
ing trouble finding enough govern-
ment bonds to buy under its existing
asset purchase programme—which,
in any case, is due to be wound down
at the end of this year. It’s hard to see
what’s leftin the toolkit should reces-
sion strike.

How do you rate emerging markets’
prospects?

We have been conservative on emerg-
ing markets for some time and that
has proved to be the right call. But
assets in some countries are look-
ing increasingly interesting as val-
uations have come down. Hard-cur-
rency emerging sovereign bonds offer
the same yield as US high yield, but
come with higher ratings. However,
we need to be sure we are on solid
ground politically before we make
any move. Local-currency debt could
look attractive at some stage, buta big
chunk of the market is in Brazil and
Mexico, where elections are coming
up. Even China is beginning to look
vulnerable, at least in the short term.

The threat of tariffs on an additional
USD 200bn of US imports may never
turn into reality, but the worsening of
trade relations with the US comes ata
sensitive time for the country, where
the authorities’ aggressive attempts
to deleverage the Chinese economy
have already pushed down growth
and there have been a number of bond
defaults.

So are you becoming more cautious
overall?

I am becoming more cautious about
the prospects for the markets. We
have moved from a relatively bullish
to a more neutral short-term stance
on equities and we have been taking
creditrisk out of portfolios. After nine
years of growth in the US, we are defi-
nitely in the late stage of the economic
cycle. I also think it is possible that
the Fed could make a policy mistake
in the current fraught environment.
That said, we are still in a “Goldi-
locks” scenario of decent growth and
low inflation. Only a small number
of sectors, mostly tech-related, now
account for any market progress. But,
the top tech companies are cash-rich
with little debt, so we may not neces-
sarily see another “dot-com” bust. I
also think that portfolios based on
active management and diversifica-
tion will thrive as volatility increases.
We are already seeing that in the
improved performance of a number
of hedge fund strategies.m

PERSPECTIVES ——— AUGUST/SEPTEMBER 2018



CHRISTOPHE DONAY

Head of Asset Allocation &
Macro Research,
Pictet Wealth Management

INVESTMENT STRATEGY

An innovation shock in

three waves

Technological advances can be expected to disrupt economies,

politics and investment returns.

In economics, we can observelong eco-
nomic cycles, or supercycles, derived
from surges in technological inno-
vation. We believe the current tech-
driven supercycle comes in three waves
(see chart). The first phase of the current
cycle of radical innovation started in
the early 1990s with the arrival of new
information technologies thatled to the
dot-com boom. The second, in which
we find ourselves today, began around
2005, when the full disruptive force of
radical innovation began to be felt. This
phase has been characterised by break-
throughsinareassuchasquantum com-
puting, genomics, nanotechnologies
and advanced robotics. It has also seen
the emergence and consolidation of the
power of big tech disrupters including
Google, Amazon, Facebook and Apple
(GAFA).

Ifoneaccepts that technology super-
cyclestypicallylast 45-60 years, then the
third wave should hit our shores around
2025. This phase could seea convergence
of different sources of innovation in
nanotechnology, biotechnology, infor-
mation technology and cognitive sci-
ence (known under the acronym NBIC)
to create an exceptionally powerful
period of economic growth. And during
this phase, we might see the disrupters
being disrupted. Consumers might no
longer need Amazon, for example. If
one has Blockchain, traditional inter-
mediaries to process and validate finan-
cial transactions may cease to have a ri-
son d’étre. The convergence of big data
and huge reductions in marginal costs
could lead to increased personalisation
of product or service offers, even in the
realm of private banking. And we could
see increasing convergence between
artificial intelligence and the emotional
intelligence of humans.

16——17

What does all this mean for inves-
tors? The very nature of radical innova-
tion can, as we are discovering, be dis-
turbing. Globalisation and thearrival of
a technologically advanced China have
contributed to disinflation and even
episodes of deflation over the past dec-
ade. A further consequence of the cur-
rent wave of innovation is that the tradi-
tional dominance of sovereign states are
under threatin areas such as health, pri-
vacy protection, education and even the
creation of money (witness the growth of
crypto-currencies). This sort of disrup-
tion has contributed to populist back-
lashes that could conceivably lead to
the re-emergence of the kind of “strong
men” we saw in Europe in the1920s and
1930s.

Technological innovation and
investors

But recent history provides an example
of the fall-out of disruptive innovation
forinvestors. The dot-com boom started
inthe1990s, when mass digital technol-
ogy emerged. Indiscriminate investor
buyingled to the dot-com bubble begin-
ning to form in 1995 before it inevitably
burst in 2001. Investors’ current enthu-
siasm for disruptive innovation might
not turn out any differently.

But market corrections are impos-
sible to time. Rather prosaically, the
only answer is to invest actively and
diversify between different sources
of innovation to reduce volatility in
an innovation-themed portfolio. Our
own research into nine areas of inno-
vation, ranging from e-powered vehi-
cles to robotics, shows that it is possible
to halve volatility by spreading invest-
ments across five of them and thus min-
imise the “camel hump” effect, when
market euphoria gives way to undiffer-
entiated selling, ashappened during the
dot-com bust.

But there is an even more impor-
tant message to convey. While the dot-
com boom turned tobust, technological
advances and their economic conse-
quences continued to spread—and even
as our expectations for 10-year total
nominal returns of a traditional 60/40
portfolio are shrinking (from about
9% annually to about 4%), our analysis
shows thatinvesting in disruptive inno-
vation has generated excess returns in
recent years. While past performance
is no indicator of the future, within the
framework of astrategicassetallocation,
investing in innovation is likely to boost
portfolio performance in a low-return
environment. m
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The same as what we said
last year, except not

This time last year we argued here in Perspectives that Technology,
despite its prodigious run, was not in a bubble. Now, 12 months
on and 25% higher, we are no longer so sure, as rising rates and
relative valuations are becoming real issues. Ironically, though,
our investment conclusion remains essentially the same.

his time last year we argued that

although the technology sector
had risen some 30% in the prior 12
months, there was in our view no rea-
son to worry abouta bubble. Yes, abso-
lute and relative price/earnings (PE)
ratios were high, but there was sim-
ply no comparison with the degree of
lunacy seen back in zo0o0.

Additionally, the fundamentals
of most big tech companies were
extremely healthy, as they had highly
secure market positions, opportuni-
ties to grow further and prodigious
cash generation.

So what is different one year
later? Simply put, valuation premi-
ums have risen and, more impor-
tantly, so have rates, making bond
yields more attractive. Neither devel-
opment should inspire confidence,
even among the most upbeat tech
investors.

Let’s look at the PE valuation pre-
mium first. Back in June last year, the
technology sector was valued roughly
10% higher than the broader market,

a five- or six-year high. Fast forward
to today and that premium has dou-
bled, and we now have to look back
almost twice as far back to find a sim-
ilar premium.

And yet there is no iron law that
says a 20% valuation premium is an
absolute ceiling and that going for-
ward, multiples will necessarily com-
press. Quite the contrary, in fact: as
we have seen so many times in the
past, markets sometimes become
irrationally exuberant. However, the
more exuberant they become, theless
time they have left to remain exuber-
ant. With the valuation premium now
at a1o-year high, we feel this is not a
bad point to temper our bullishness
about tech.

Second, and perhaps more impor-
tantly, is what is happening with
interest rates. If we look at the dec-
ade up to 2012, the PE of the technol-
ogy sector plunged from close to 50x
to 12x, while rates (in this case, the
two-year US bond yield) fell from 2%
to close to zero (see chart 1).

CHART 1: TWO-YEAR US TREASURY BOND YIELD VERSUS EARNINGS YIELD FOR THE
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By mid-201y, rates were start-
ing to bounce off their bottom and
tech multiples had almost doubled,
prompting many investors to start
mumbling about a second dot-com
bubble. Butat that time, even though
rates and earnings yields were clearly
converging, we were still not too con-
cerned about excess exuberance.

Best ideas should continue to
perform
But now, with the massive spike in
rates we have seen over the past nine
months, coupled with even more
multiple expansion in tech, we are
no longer as bullish as we were a year
ago. With the spread between rates
and the tech earnings yield still at 2%
(down from 8% 10 years ago, see Chart
2), one could argue that there is still
some room for manoeuvre (the spread
has been negative several times over
the past two decades). Butif one strips
out the really unusual events (the bal-
looning and bursting of the dot-com
bubble in 19992001 and the finan-
cial crisis of 2007—-09), it is clear that
the spread is already much closer to
extreme levels than we should be
comfortable with.

Does this mean that tech multi-
ples cannot go any higher? Of course

CHART 2: SPREAD BETWEEN TWO-YEAR US TREASURY BOND AND TECH EARNINGS YIELD
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not! Or does it mean that tech won’t
continue to outperform the broader
market? Thatis nota certainty either.
It just means that multiple expansion
is highly unlikely to remain a signifi-
cantcomponentof tech’s total returns
and that, ifanything, we should prob-
ably expect multiple compression to
be a potential headwind to perfor-
mance from here.

And yet our investment conclu-
sion today is very similar to the one
we had last year—namely that tech-
nology remains an area whose abso-
lute growth will more than likely out-
strip that of the broader market, and
that the only real concern is the price

—— Spread

2008 —
2009 —
2010 —
2011 —
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2018 —

Source: Pictet WM - AA&MR. Factset. June 2018

premium we are expected to pay for
that growth. So, once again, a selec-
tive approach to stock picking, espe-
cially when it comes to slow-growth
and expensive stocks, strikes us as the
best way forward. However, unlike
the dotcom episode, we believe the
best ideas in the sector will continue
to outperform, even if we expect tech
to suffer in aggregate relative to the
broader market.m
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