
global asset classes

We believe equities will 
deliver healthy gains in 2016 
thanks to moderate economic 
growth and additional mone­
tary stimulus.

equity regions and styles

Japan and Europe remain  
our favoured stock markets; 
both regions benefit from 
monetary stimulus and im­
proving economic growth. 
Emerging markets, underval­
ued and unloved, could stage 
a strong recovery.

fixed income and currencies 

European government bonds 
should lag their US counter­
parts while high-yield and 
some emerging market bonds 
could see a strong 2016. The 
US dollar’s appreciation is set 
to run its course. 

Asset Management

The investment landscape
in 2016
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t would not be difficult to convince investors that 
2016 might be another tough year. Emerging 

markets are spluttering, China’s economy is decel­
erating sharply and the US Federal Reserve looks 
likely to raise interest rates for the first time in a 
decade in December. Add to this the fact that valu­
ations for US equities are close to record highs, 
and the case for lowering exposure to riskier asset 
classes looks appealing. 
	 But while paying attention to investment risks is 
usually a shrewd move, adopting an overly cautious 
stance can be rash. Indeed, it is when the invest­
ment climate seems unusually harsh that investors 
should spend more time focusing on what could go 
right. 
	 In surveying the financial landscape for 2016, our 
thinking is increasingly guided by the global econo­
my’s capacity to deliver pleasant surprises. And in 
our view, there are sufficient grounds for optimism. 
	 One bright spot is consumption. There is growing 
evidence that consumers will increase spending in 
2016. In the US, unemployment continues to fall 
while wages are rising at a 2.5 per cent yearly rate. 
Spending should also get a boost from a strong 
housing market. None of this should be reversed by 
an interest rate hike. It is important to remember 
that the US is not raising rates because the econo­
my is at a risk of overheating (inflation is still well 

below target) but rather to serve notice that mone­
tary policy is no longer in “emergency mode”. Con- 
sequently, interest rate rises will come only very 
gradually. 
	 The same trend is in evidence in the euro zone, 
where both consumer confidence indicators and  
retail sales have been rising for several months. Chi­
na might also give us reason to be a bit more opti­
mistic next year. To facilitate the country’s transi­
tion to a more balanced, consumption-oriented 
economy, policymakers are sure to provide more 
fiscal and monetary stimulus over the next several 
months. 
	 The combination of moderate global economic 
growth and stimulative monetary policy should 
prove to be beneficial for riskier asset classes, es- 
pecially those whose valuations are below the his- 
toric average. (By our estimates, central banks will 
inject some USD1 trillion of additional liquidity into 
the financial system in 2016). We expect European 
equities and emerging market stocks to deliver the 
strongest returns in 2016, outpacing the expensive 
US market by some margin. The outlook for bonds 
is less clear cut: European government bonds look 
expensive and their returns should lag those of their 
US counterparts. In the foreign exchange markets, 
meanwhile, we expect the US dollar’s appreciation 
 to run its course in 2016. Any depreciation in the 
currency - which our models show is some 30 per 
cent overvalued - could have positive implications 
for some emerging market currencies and bonds. 

Global overview

2016: a year of positive surprises
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PICTET AM ECONOMIC GROWTH, INFLATION PROJECTIONS, % , MAJOR REGIONS

Source: Pictet Asset Management

GDP GROWTH INFLATION

 2015  2016  2015  2016

US 2.5% 2.8% 0.1% 1.8%

EURO-AREA 1.5% 1.7% 0.1% 1.2%

UK 2.6% 2.4% 0.0% 1.3%

SWITZERLAND 0.8% 1.0% -1.2% 0.2%

JAPAN 0.8% 1.3% 0.4% 1.0%

CHINA 6.9% 6.7% 1.5% 2.0%

EMERGING MARKETS 3.6% 4.1% 4.4% 4.1%

GLOBAL 2.6% 3.0% 1.9% 2.6%
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Asset allocation

Equities to trump expensive bonds

Net percentage of companies raising profit forecasts*

24.3.14 24.4.14 24.5.14 24.6.14 24.7.14 24.8.14 24.9.14 24.10.14 24.11.14 24.12.14 24.1.15 24.2.15 24.3.15

Source: Thomson Reuters Datastream, 
Pictet Asset Management, MSCI AC World constituents 

(12-month EPS)

CORPORATE EARNINGS FORECAST UPGRADES ON THE RISE 
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Economic and financial conditions 
should prove benign for riskier as­

set classes in 2016. Global output is 
likely to expand fast enough to lift 
corporate profits, but not at a pace 
that would knock central banks into 
monetary tightening mode. 
	 True, the Fed may be about to lift 
interest rates for the first time in 10 
years, but that move is unlikely to be 
followed by a series of rapid-fire hikes 
given the risks faced by the US econ­
omy. This, and the growing likelihood 
of more monetary stimulus from both 
the European Central Bank and the 
People’s Bank of China, means that 
ultra-easy monetary policy will con­
tinue to be a key feature of the invest­
ment landscape. Equities should there­
fore do well.
	 Fixed income asset classes – gov­
ernment bonds in particular – should 
do less well. Even if several major cen­
tral banks remain in easing mode, 
yields on many developed world gov­
ernment bonds are hovering at unjus­
tifiably low levels, not least because 
inflationary pressures look likely to 
build as the year progresses. 
	 Our business c ycle indicators sug­
gest economic conditions should 
prove positive for riskier asset class­
es. Recent manufacturing data such 
as the global purchasing managers’ 
index indicate demand is picking up, 
with inventories running down and new 
orders on the rise. Particularly en­
couraging is the fact that retail sales 

worldwide are growing at an annual­
ised 3 per cent rate, offsetting what 
continues to be disappointing indus­
trial production data. The US should 
draw support from strong consumer 
spending and a continued recovery in 
the housing market. US consumer 
confidence indicators are at a 10 -year 
high while rental vacancy rates are 
at their lowest in decades. Still, with 
US exports more or less flat year-on-
year thanks to the strong US dollar, 
growth should only edge up from 2.5 
per cent this year to 2.8 per cent next 
– not enough to justify an aggressive 
tightening of monetary policy. Pri­
vate consumption in Europe has also 
gained strong momentum. Retail 
sales across the single currency zone 
are growing in the region of 2.5 per 
cent year-on-year.
	 Business and consumer lending is 
also gathering momentum. The pace 
could pick up further in 2016 as the 
ECB quantitative easing programme – 
which looks set to expand – is helping 
boost the availability of household 
and corporate credit. That the money 
supply is expanding at 5 per cent per 
year – the fastest rate since 2009 – 
is a good sign.
	 The prospects for emerging markets 
are improving too, albeit slowly. We 
expect China’s economy to perform 
better than most economists envis­
age. Construction activity and proper­
ty sales look to have bottomed out, 
the services sector is proving resilient 
and monetary conditions are easing. 

Indeed, services (which includes con­
sumer spending) grew at a 12 per cent 
annual rate in the third quarter, a tes­
tament to China’s transition to a con­
sumption-led economic model. With 
Chinese authorities likely to deliver addi­
tional fiscal and monetary stimulus in 
2016, we are confident the economy 
can grow at around 6.7 per cent, high­
er than the consensus forecast of 6.3 
per cent. As a consequence, emerging 
market growth should rise from 3.6 per 
cent in 2015 to 4.1 per cent.
	 Our l iquidit y gauges also suggest 
investors should increase their expo­
sure to riskier asset classes over 2016. 
Our analysis shows a strong positive 
relationship between liquidity and 
stocks’ earnings multiples. Excess li­
quidity – which we calculate by sub­
tracting the annual rate of industrial 
production from the rate at which 
money supply is expanding – tends to 
widen price-earnings ratios with a 
six-month time lag. With excess liquid­
ity having risen over most of 2015, 
this should provide strong support to 
stocks over the medium term. Europe 
is where our liquidity readings are 
strongest. Bank lending to corpora­
tions has been rising but remains 
about 10 per cent below its historic 
peak, leaving plenty of room for loan- 
making activity to pick up. In the US, 
meanwhile, conditions are less be­
nign. Not only is the Fed about to raise 
rates but the US Federal loan officer 
survey reports a tightening in corpo­
rate lending standards. Indicators for 
China, meanwhile, are also positive. 
Our readings show liquidity in China – 
as measured by M2 money supply – is 
expanding at its fastest rate since 
the summer of 2014.
	 When it comes to valuations, eq­
uities remain the most attractive asset 
class. Ostensibly, stocks are not cheap. 
A price-earnings ratio of 15.5 for glob­
al stocks is in line with the historical 
average. According to our model, which 
compares the price-earnings ratio of 
S&P 500 constituents to bond yields, 
inflation and trend GDP growth, stocks 
are above fair value. But relative to 
bonds, equities are attractive – we es­
timate that US bond yields would need 
to rise to 3 per cent to make stocks 
more expensive than fixed income.  
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LIQUIDITY READING 
(MAJOR DEVELOPED AND EMERGING ECONOMIES)
MSCI AC WORLD FORWARD PRICE-EARNINGS RATIO, 
LAGGED 6 MONTHS (RHS)

EASING LIQUIDITY (+) 

TIGHTENING LIQUIDITY (-)  

GLOBAL STOCKS SET TO GAIN FROM LIQUIDITY BOOST
Excess liquidity boosts price-earnings ratio with 6-month lag

Source: Pictet Asset Management, Thomson Reuters Datastream 
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European and emerging stocks  
to lead the way

s 2015 comes to a close, European 
and Japanese stocks are among 

the most attractive in the developed 
world. Not only are these markets rel­
atively inexpensive, but their prospects 
are also underpinned by ultra-loose 
monetary policy and healthy levels of 
corporate earnings growth. However, 
the biggest surprise of 2016 could 
well be emerging market stocks which 
are both unloved by investors and 
trade at very cheap levels. 
	 European stocks appear attractive­
ly-priced on a number of measures, 
particularly when compared to their 
US counterparts. As the chart shows, 
the MSCI Europe Index is trading at 
its deepest ever discount to the MSCI 
US Index in US dollar terms. A similar 
picture emerges when price-earnings 
ratios are taken into account. Using 
the Shiller cyclically-adjusted price 
earnings ratio, we find that euro zone 
equities trade at 15 times earnings 
against 24 times in the US – a 35 
per cent discount that is three times 
greater than the long-term average. 
	 That valuation gap is at odds with 
the monetary and corporate develop­
ments we expect to unfold in the US 
and Europe over the course of 2016. 
European stocks will enjoy one big ad­
vantage over the US over the next sev­
eral months: looser monetary condi­
tions. This, in turn, should underpin 
corporate profitability across the re­

gion. As things stand, analyst consen­
sus forecasts suggest corporate profits 
should rise by some 9 per cent in Eu­
rope. What is more, given how cheap 
European stocks are compared with 
their US counterparts, the region 
could see some of its large compa­
nies become takeover targets for US 
firms. This could also help push the 
market higher over the next 12 months. 
	 Emerging market stocks are also 
trading at lowly valuations that look 
increasingly difficult to justify. Com­
paring the price-earnings ratios of 
emerging market and global stocks, 
developing world equities are trad­
ing at 33 per cent discount, the big­
gest gap since 2006. The differential 
is an even wider 37 per cent when 
price-to-book ratios are taken into 
account, a discount that was last seen 
in 2003.
	 With these valuations in mind, and 
given that we expect the US dollar to 
eventually depreciate and commodi­
ty prices to stabilise, 2016 could 
witness a strong rebound in emerg­
ing market equities. The US dollar’s 
impact on emerging market asset 
classes should not be underestimat­
ed. It has a direct effect on export­
ing nations, particularly commodity 
exporters. A weaker US dollar also 
tends to be associated with an in­
crease in investor appetite for risk. 
That is an important relationship to 
bear in mind particularly as investor 
sentiment towards emerging market 

stocks is already at exceptionally low 
levels. Bank of America/Merrill Lynch’s 
Global Fund Manager Survey shows 
that the net percentage of asset man­
agers that are overweight emerging 
market stocks is at its most negative 
since the poll came into existence in 
2006. Within emerging markets, we 
expect Asian stocks to deliver the 
strongest returns – they trade at a dis­
count of some 15 per cent to their 
Latin American counterparts com­
pared with a historical premium of 15 
per cent. Korean stocks look par­
ticularly attractive as the economy 
would be among the first to benefit 
from any improvement in world trade. 
Should the West lift the economic 
sanctions it has imposed on Russia, 
Russian stocks may also see a strong 
recovery. 
	 Elsewhere, Japanese stocks also 
look set to outpace global equities 
next year. The weakness in the econ­
omy is likely to be temporary. Nomi­
nal GDP growth in Japan in the third 
quarter was actually stronger than 
that of the US while corporate earn­
ings are growing at a solid 12 per 
cent clip, better than any other re­
gion in the developed world. That 
trend should continue thanks to the 
reforms being introduced by the gov­
ernment of Shinzo Abe. 

Equity region and sector allocation
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European government bonds  
to shift into reverse gear
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EURO ZONE NOMINAL GDP GROWTH MINUS  
US GDP GROWTH, PERCENTAGE POINTS (1-YEAR FORWARD)
YIELD GAP, IN PERCENTAGE POINTS, 
GERMAN 10-YEAR BUNDS VS 10-YEAR US TREASURIES

f a panel of judges were tasked with 
identifying the ‘consensus trade of 

2015’ in fixed income they would 
probably settle for long German gov­
ernment bonds, short US Treasuries. 
	 As the ECB has embraced quanti­
tative easing and the US has gradu­
ally tightened the monetary reins, in­
vestors have snapped up German 
bonds as enthusiastically as they have 
shed US debt. So violent has this 
shift been that the yield on the 10 -
year German Bund now sits some 
170 basis below that of its US coun­
terpart, the most negative level since 
the launch of the euro. 
	 That trend will go into reverse in 
2016, in our view. Our research shows 
that the yield differential between 
Bunds and Treasuries is heavily in­
fluenced by the gap in the nominal 
growth of the US and euro zone 
economies. 
	 With that growth gap now almost 
closed, we believe that the yield  
gap between German and US gov­
ernment bonds will also narrow over 
2016 - even if US and euro zone 
monetary policies diverge. The influ­
ence nominal economic growth has 
over the Bund/Treasury yield gap op­
erates with a lag of about 12 months, 
we have found (see chart). 

This is not the only consensus trade 
that will unwind next year. The US 
dollar’s appreciation looks set to give 
way to depreciation over the next 12 
months. 
	 By our calculations, the US dol­
lar’s ascent has left the currency 
trading at levels that are some 25-
30 per cent above fair value. Over  
the past 30 years, it has only ever 
hit this level three times (late 1984, 
early 2002 and early 2009). Each 
time it has done so, it has subse­
quently embarked on a path of de­
preciation, losing 10 -30 per cent 
over the following five years. 
	 As we wrote in our Secular Out­
look in May this year, we expect the 
US dollar to depreciate by a cumula­
tive 10 -15 per cent through until 
2020. That will take the currency 
back to its long-term equilibrium 
rate. 
	 A depreciation of the US dollar has 
positive implications for a number of 
riskier asset classes, not least emerg­
ing market bonds and currencies. 
According to our model, emerging 
market currencies are trading close  
to three standard deviations below 
their fair value. 
	 The prospect of a currency rebound 
materially strengthens the invest­
ment case for local currency emerg­
ing market debt, especially at a time 
when the asset class offers a yield of 
7 per cent. Of all the local currency 

debt markets in the emerging world, 
it is Brazil that we find most attrac­
tive. With Brazilian bonds now offer­
ing a yield of some 15 per cent, we 
believe the market has already dis­
counted the country’s woes, which in­
clude weak growth, a spike in infla­
tion and a recent downgrade of its 
credit rating to non-investment grade 
status. 
	 Elsewhere, we also believe that US 
high-yield bonds offer good value. 
The recent sell-off has taken yield 
spreads on such debt to levels that 
offer ample compensation against 
the risk of default. Default rates, cur­
rently running at a yearly 2 to 3 per 
cent, are below the historical average. 
Indeed, when factoring in US stocks’ 
lofty valuations, we believe the risk- 
reward profile of US high yield is now 
comparable to that of US equity.I

Fixed Income

GERMAN BUNDS SET TO LAG US TREASURIES  
AS US /EURO ZONE GROWTH GAP NARROWS

Source: Bloomberg, Thomson Reuters Datastream

RISKS TO OUR  
BASE-CASE SCENARIO

1 RATE SHOCK 

A policy mistake – in the form of, for 
example, overly-aggressive monetary 
tightening from the Fed – triggers a 
market crash that tips the economy 
into recession. In our view, this is 
unlikely as we believe the Fed will err 
on the side of caution, preferring to 
let inflation build rather than stem the 
economic recovery.

2 CREDIT SHOCK 

The build-up of foreign currency corpo­

rate debt in emerging markets becomes 

unmanageable due to a continued rise in 

the US dollar, triggering a credit bust.

3 GROWTH SPURT 

Consumption growth proves stronger 

than expected and M&A picks up 

further, delivering a “breakout” in world 

growth and leading to a build up in 

inflationary pressures currency corporate 

debt in emerging markets becomes 

unmanageable due to a continued rise in 

the US dollar, triggering a credit bust.



Disclaimer

This material is for 
distribution to profes­
sional investors only. 
However it is not in­
tended for distribution 
to any person or entity 
who is a citizen or res­
ident of any locality, 
state, country or other 
jurisdiction where 
such distribution, pub­
lication, or use would 
be contrary to law or 
regulation. 

Information used in 
the preparation of this 
document is based 
upon sources believed 
to be reliable, but no 
representation or war­
ranty is given as to the 
accuracy or complete­
ness of those sources. 
Any opinion, estimate 
or forecast may be 
changed at any time 
without prior warning.  
Investors should read 
the prospectus or of­
fering memorandum 
before investing in any 
Pictet managed funds. 
Tax treatment depends 
on the individual cir­
cumstances of each 
investor and may be 
subject to change in 
the future. Past per­
formance is not a 
guide to future perfor­
mance.  The value of 
investments and the 
income from them can 
fall as well as rise and 
is not guaranteed.  You 
may not get back the 
amount originally in­
vested.  

This document has 
been issued in Swit­
zerland by Pictet Asset 
Management SA and in 
the rest of the world 
by Pictet Asset Man­
agement Limited, 
which is authorised 
and regulated by the 
Financial Conduct Au­
thority, and may not 
be reproduced or dis­
tributed, either in part 
or in full, without their 
prior authorisation.
For UK investors, the 
Pictet and Pictet Total 
Return umbrellas are 
domiciled in Luxem­
bourg and are recog­
nised collective invest­
ment schemes under 
section 264 of the Fi­
nancial Services and 
Markets Act 2000. 
Swiss Pictet funds are 
only registered for dis­
tribution in Switzer­
land under the Swiss 
Fund Act, they are cat­
egorised in the United 
Kingdom as unregulat­
ed collective invest­
ment schemes. The 
Pictet group manages 
hedge funds, funds of 
hedge funds and funds 
of private equity funds 
which are not regis­
tered for public distri­
bution within the Euro­
pean Union and are 
categorised in the 
United Kingdom as un­
regulated collective in­
vestment schemes.
For Australian inves­
tors, Pictet Asset Man­
agement Limited 
(ARBN 121 228 957) 
is exempt from the re­
quirement to hold an 
Australian financial 
services license, under 
the Corporations Act 
2001.

For US investors, 
Shares sold in the 
United States or to US 
Persons will only be 
sold in private place­
ments to accredited 
investors pursuant to 
exemptions from SEC 
registration under the 
Section 4 (2) and Reg­
ulation D private 
placement exemptions 
under the 1933 Act 
and qualified clients 
as defined under the 
1940 Act. The Shares 
of the Pictet funds 
have not been regis­
tered under the 1933 
Act and may not, ex­
cept in transactions 
which do not violate 
United States securi­
ties laws, be directly 
or indirectly offered or 
sold in the United 
States or to any US 
Person. The Manage­
ment Fund Companies 
of the Pictet Group 
will not be registered 
under the 1940 Act.
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