
g lo b a l a s s e t c la s s e s

We remain neutral on bonds, 
equities and cash given the con-
flicting forces of stronger global 
growth and tighter liquidity.

e q u i ty r e g i o n s a n d s ty l e s

Prospects for European equities 
have turned more positive, at 
least in the short term. 

e q u i ty s e c to r s

We turn more cautious on indus-
trials following the recent rally. 

f i x e d i n c o m e

Post US election shakeout has 
opened up some value in the 
bond market, particularly in US 
investment grade debt. 
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he Trump effect lifted US equity prices further dur-
ing December as markets continued to price in  

expectations that the US president-elect would imple-
ment a number of business-friendly election promises. 
Not only is there the prospect of a significantly lower 
corporate tax rate, but also of a major fiscal stimulus 
package, potentially worth USD50 0 billion over the 
coming years. US equities were up more than 2 per 
cent on the month and up over 12 per cent on the year, 
with benchmark market indices marking a series of  
new highs during December.
 Outside the US, equity market returns were affected 
by the persistent strength of the US dollar. While UK 
stocks continued to do well in sterling terms, up nearly 
5 per cent during December and almost 20 per cent  
on the year, in dollar terms the shares were down on the 
year. European equities – despite ripping nearly 7 per 
cent higher on the month in local terms as they played 
catch-up with the wider equities rally – rose less than  
1 per cent during 2016 in dollar terms. Emerging market 
shares ended the month in the red by 1 per cent, taking 
their 12-month return down to 10 per cent.

Extractive industry sectors were lifted by the continuing 
rally in oil and commodities. Energy shares were up 
more than 3 per cent on the month and up nearly a third 
on the year in local currency terms; materials gained  
1 per cent in December, leaving them some 24 per cent 
up in 2016.
 Government bonds largely struggled during the 
month, taking the lead from the same fundamentals 
driving the dollar higher: expectations that stronger  
US economic growth would make the US Federal Re-
serve speed up monetary tightening, a view under-
scored by its December rate hike. Global bonds were 
broadly flat on the month. 
 Corporate credit fared a bit better, picking up ground 
on the back of investor optimism that the Trump effect 
on corporate balance sheets would offset the impact of 
rising funding costs. Emerging market local currency 
and dollar bonds also ended the month in positive terri-
tory. 
 In foreign exchange markets, most currencies weak-
ened against the dollar, with the euro and yen losing 
over 2 per cent on the month.
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Trump keeps  
America buoyant
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Global stocks reach record highs on Trump effect
MS CI World Index

Source: Thomson Reuters Datastream
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Asset allocation

Remain neutral on equities  
as short-term risks rise
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O ptimism for the global economy is 
running high after an eventful year, 

with growth having remained resilient 
in the face of political upheaval in the 
US and Europe. 
 The strong economic momentum in 
the US, the prospect of a fiscally-ex-
pansive package of measures from a 
Trump administration, and continued 
monetary stimulus mainly from the 
euro zone and Japan should underpin 
equities over the course of the year. 
 However, the outlook for riskier as-
set classes is less clear in the near 
term. Market euphoria over Trump’s 
pro-growth proposals could fade some-
what as political realities bite, while 
China’s slowing economy and mounting 
debts could induce fresh market tur-
moil at a time when Beijing is tightening 
monetary policy as it seeks to stop as-
set bubbles forming. 

Additional interest rate hikes by the 
Fed – coupled with a steady draining  
of central bank stimulus worldwide – 
could also weigh on financial markets, 
particularly on emerging market assets. 
Indeed, we note a distinctly hawkish tilt 
in the Fed’s stance, with the commit-
tee’s rate projections shifting higher.
 Against this backdrop, we remain 
neutral on equities, bonds and cash, 
preferring to stay on the side lines but 
ready to increase our equity exposure 
later in 2017.
 Improving economic conditions in 
the developed world have lifted our 
busi n e s s c yc l e leading indicators to 
their highest level since July 2014. 
 Leading the pack is the US, where 
consumption, housing markets and 
manufacturing activity were strength-
ening even before Trump swept to  
victory promising to boost growth 
through tax cuts, public spending and 
deregulation. 

According to our analysis, Trump’s fis-
cal policy should offset negative shocks 
to growth from a combination of higher 
bond yields, a strong US dollar and high-
er oil prices in 2017. We expect the Fed 
to deliver two more interest rate hikes 
this year, and expect the pace of tight-
ening to pick up in 2018 – we think 
Trump’s policies should contribute a 
net 0.4 percentage points to growth 
and raise price pressures.
 We are becoming more confident on 
the euro zone’s growth prospects 
thanks to easy monetary policy and a 
weak euro, which should boost exports. 
Consumption remains the main engine 
of growth, underpinned by better labour 
market conditions, while manufactur-
ing is also faring well, with the PMI hit-
ting the highest since April 2011.

Source: Pictet Asset Management

Credit conditions less buoyant
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Performance: asset classes Bonds: asset class spreads

Global equity sector rotation: 
performance of cyclical vs defensive stocks

Performance:  
currencies vs USD

Source: Pictet Asset Management, 
Thomson Reuters Datastream / JPM and BoA Merrill Lynch
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MSCI REGIONS EPS GROWTH SALES GROWTH PE PB P/SALES DY

2016 2017 2016 2017 2016 2017 2016E 2016E 2016E

US 1% 12% 2% 6% 19.4 17.3 2.9 2.0 2.0%

EUROPE -2% 14% -2% 6% 16.5 14.5 1.7 1.2 3.6%

EMU 1% 12% -1% 4% 16.1 14.3 1.6 1.0 3.3%

SWITZERLAND -4% 9% 0% 3% 18.6 17.0 2.4 2.2 3.3%

UK -4% 20% -2% 9% 17.5 14.5 1.8 1.3 4.0%

JAPAN 12% 10% -4% 3% 16.5 15.3 1.4 0.9 2.0%

EM 8% 13% 2% 9% 13.1 11.7 1.5 0.8 2.6%

ASIA EX-JAPAN 2% 13% 2% 9% 13.6 12.1 1.4 0.8 2.6%

GLOBAL 2% 13% 0% 6% 17.6 15.6 2.1 1.4 2.5%

MSCI SECTORS EPS GROWTH SALES GROWTH PE PB P/SALES DY

2016 2017 2016 2017 2016 2017 2016E 2016E 2016E

ENERGY -42% 101% -12% 20% 41.7 20.7 1.5 1.0 3.3%

MATERIALS 15% 21% -6% 7% 18.7 15.5 1.8 1.1 2.2%

INDUSTRIALS 8% 9% 0% 3% 18.4 16.9 2.6 1.1 2.3%

CONSUMER DISCRETIONARY 9% 12% 4% 5% 18.0 16.2 2.7 1.1 1.9%

CONSUMER STAPLES 5% 10% 4% 5% 21.0 19.0 3.9 1.3 2.7%

HEALTH CARE 7% 8% 7% 5% 16.3 15.1 3.4 1.8 2.1%

FINANCIALS -3% 9% 3% 3% 13.2 12.1 1.2 1.6 3.0%

IT 4% 14% 1% 6% 19.0 16.6 3.5 2.5 1.5%

TELECOMS 9% 5% 4% 2% 15.3 14.6 2.2 1.3 4.1%

UTILITIES -1% 1% -8% 2% 14.9 14.7 1.5 1.1 3.9%
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Size of Central Banks’ balance sheets

Countries and sectors

Pictet sentiment cycle index

Source: Pictet Asset Management, 
Thomson Reuters Datastream / JPM and BoA Merrill Lynch
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tively, however, our analysis suggests 
that, provided the world economy 
grows in line with our expectations for 
2017, corporate earnings among US 
and European companies could rise at 
a faster pace than the 12 per cent ana-
lysts are forecasting. They could feasi-
bly rise at a 15 per cent clip.
 Separately, our t ec h n ic a l indica-
tors are mildly positive for equities and 
neutral for bonds. That said, January 
has historically been a bad month for 
bonds. Our readings provide clearer 
signals for the US dollar, however, 
showing the currency should build  
on its recent appreciation – at least  
in the short term. 

Japan’s leading indicator is also gaining 
momentum as a weaker Japanese yen 
supports the country’s export-depend-
ent manufacturing sector. A tighter job 
market should meanwhile underpin 
consumer spending growth. 
 In contrast, we’re more cautious  
on China, where policymakers are tight-
ening the monetary reins in a bid to 
clamp down on the growth of opaque 
wealth management products. Moreo-
ver, accelerating capital outflows put 
downward pressure on the yuan, which  
increases the cost of servicing dollar- 
denominated debt held by Chinese 
companies and banks.
 On a bright note, China and other 
emerging economies should benefit 
from higher commodity prices and im-
proving trade on the back of rising de-
mand from developed economies.

Our analysis of l iqu i di t y conditions 
suggests that riskier asset classes are 
vulnerable to a sell-off in early 2017. 
Central bank stimulus – in the form of 
bond purchases from the world’s five 
major central banks – will decline this 
year compared to last year, falling to 
USD 8 0 0 billion from US1.7 trillion.1 
Given the strong positive relationship 
between central bank stimulus and 
stocks’ price-earnings ratios, this li-
quidity drain could compress equity 
valuations. Moreover, growth in com-
mercial bank lending in major econo-
mies is slowing, weighing on credit con-
ditions.
 Our va luat ion gauges indicate that 
equity markets’ recent strong run has 
taken stock valuations to mildly expen-
sive levels, although with some regional 
differences. Measured by their price- 
earnings ratios, US equities are close to 
trading at their most expensive levels 
ever compared to both their European 
and Japanese counterparts. The equity 
risk premium over bonds has also nar-
rowed in favour of bonds in all regions, 
but particularly in the US. More posi-

Asset allocation

 1 Central bank liquidity is 
the sum of asset pur-
chases and credit opera-
tions net of sterilisation 
for the Fed, ECB, BOE, 
BOJ and PBoC. 
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Europe’s  
turn to shine
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t is time for European equities to 
come out of the shadows. Economic 

prospects are looking healthier than 
they have done for nearly two years.2 
The euro’s exchange rate is competitive 
and monetary policy should remain ac-
commodative for the foreseeable future 
– even taking into account the modest 
scaling back of ECB’s liquidity injec-
tions in the second half of the year. And 
in the short-term at least, the risk of 
further political upheaval is low. Corpo-
rate earnings growth is forecast to re-
bound to a healthy double-digit rate 
from a nearly flat performance in 2016. 
Valuations are still favourable. Indeed, 
the discount offered by European 
stocks over their US peers has been 
deeper than the current level only 2 per 
cent of the time in the past 20 years. 
 Taking all this into account, we be-
lieve there is a strong case to upgrade 
European equities to overweight from 
neutral.
 Based on the combination of rela-
tively cheap valuations and the strong 
potential for growth, Europe is one of 
the most attractive equity regions glob-
ally (see chart). This same metric also 
supports our positive views on the UK 
and Japan. Although our technical indi-
cators suggest Japanese stocks are 

overbought, an improving domestic 
economy, a weak currency and global 
reflation should offer the market some 
strong support. 
 In contrast, we have turned more 
cautious on Pacific ex-Japan, a stance 
that reflects both the possibility of eco-
nomic turbulence in China – where 
monetary conditions are tightening and 
where protectionist steps from the US 
could also cause pain – and a relatively 
weak leading indicator for Australia.
 For US equities, the likely positive 
boost from Trump’s promised infra-
structure spending and corporate tax 
cuts could be largely offset this year by 
tighter Fed policy, a strong dollar 
(which is at its most expensive ever on 
our models) and stretched stock valua-
tions. Indeed, the US equity risk premi-
um – our own gauge for the extra return 
you can reasonably expect by investing 
in stocks over government bonds – has 
slumped to a 10 -year low of 4. 3 per 
cent – down sharply from 5.5 per cent 
before the US presidential election.3 
 Because we expect the world econo-
my to enjoy a boost from Trump’s poli-
cies, we believe there is scope for cyclical 
stocks to outperform more defensive 
sectors. To our existing overweight po-
sitions in consumer discretionary, fi-
nancials and IT, we have now added en-
ergy stocks. This sector should benefit 
from continued cost cutting as well as 

from a rosier outlook for crude prices 
following oil producers’ decision to cut 
oil supply.
 When it comes to industrial stocks, 
we believe that earnings expectations 
for the sector may have overrun in the 
“honeymoon period” following Trump’s 
election. While his focus on infrastruc-
ture will undoubtedly be positive for 
many industrial companies in the long 
run, we are concerned that profit fore-
casts may already be too optimistic, at 
least in the short term. This, coupled 
with the fact that the recent rally has 
made industrials the most expensive 
sector in our scorecard, has prompted 
us to close our overweight position 
there.
 The big risk for this year is Trump’s 
impact on global trade. While he has 
pledged to impose import tariffs, we 
believe the plans will be both watered 
down and targeted at particular sectors 
and trading partners; the fallout should 
therefore be limited. 

I
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Equity region and sector allocation

European stocks benefit from favourable growth*,  
valuations**

Source: Pictet Asset Management

 2 Based on Pictet Asset 
Management’s leading 
indicators.

 3 The equity risk premi-
um is estimated using a 
discounted cash flow 
model based on consen-
sus (IBES) EPS growth 
forecasts covering the 
next five years and our 
own forecasts for nomi-
nal GDP growth over 
the next decade. The 
model also assumes an 
average dividend pay-
out ratio of 45 per cent. 

* Growth score 
is the average 
of the region's 
leading index, 
change in the 
leading index, 
GD P revision, 
monetary con-
ditions index, 
change in 
12-month EP S , 
and net EP S 
upgrade

** Valuation for 
each regional 
stock market 
is the average 
of the price to 
book ratio, 
12-month P/ E 
ratio, P/ E ratio 
on trend EP S , 
price-to-sales 
ratio, equity 
risk premium 
(developed 
markets only)
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he bond market shakeout since 
Trump’s election victory has opened 

up some value, particularly in US bonds 
and not least in US investment grade 
credit, which we have upgraded one 
notch to overweight. 
 Investors appear to have priced in 
expectations that Trump will be able to 
implement much if not all of his prom-
ised tax and spending proposals. Ulti-
mately, this would feed into stronger  
US growth and thereafter into the global 
economy. This, in turn, would feed into 
inflation, particularly as the US economy 
already appears to be close to full em-
ployment.
 The degree of investors’ economic 
bullishness, however, raises the risk of 
growth undershooting expectations.  
Indeed, political realities could well 
force Trump to wind back some of his 
proposals. At the same time several ex-
ternal factors are lining up against the 
US economy in the near term. In recent 
years, first quarter growth has tended 
to be weak and there are reasons to be-
lieve this will also be true of 2017. Global 
and particularly US liquidity conditions 

are turning negative, which could prove 
detrimental for equities. All of these 
factors suggest the prospect of a sud-
den flight from risk during the coming 
month or so, which could benefit US 
bonds, not least because the asset 
class is the most oversold it has ever 
been according to our indicators. Our 
preference is for the ultra-long end of 
the US bond yield curve; we remain un-
derweight the short end which will con-
tinue to be sensitive to expectations of 
rising Fed funds rates.
 US investment grade credit is likely 
to benefit in particular from expecta-
tions of a friendlier regulatory and tax 
regime under Trump and from an im-
proved outlook for corporate earnings. 
This is why we have upgraded it to the 
same level as US high yield, which 
we’ve kept on a moderate overweight. 
Any moves by the Trump administration 
and Congress to end the tax deductibil-
ity of debt interest would be a further 
boost to the credit market, as it would 
reduce companies’ incentive to issue 
debt, reducing the supply of bonds. 
 At the same time, we have trimmed 
our exposure to local currency emerg-
ing market debt one notch to under-
weight due to a combination of factors. 
First, we don’t see dollar strength re-
versing in the immediate future, which 

is likely to weigh on emerging market 
currencies. Second, any flight from risk 
that ought to support US debt instru-
ments is likely to be negative for emerg-
ing markets, with developing world cen-
tral banks potentially forced to raise 
rates to fight any currency weakness. 
Third, flows out of China, driven in part 
by tighter US policy, has caused a sharp 
tightening of conditions in the Chinese 
debt market. Unless the People’s Bank 
of China eases short-term rates in the 
near future, Chinese bond losses could 
continue for some time yet. And finally, 
even if Trump ignites strong US growth, 
there’s a risk it won’t flow to the rest  
of the world if he also implements an 
anti-trade agenda.
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