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Barometer: After the storm

Emerging market equities and bonds offer the best
prospects for investors after a brutal year for financial
markets.

https://am.pictet/en/globalwebsite/institutional
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New year, same risks?

The global economy continues to face challenges - not least weak growth and
tightening monetary conditions - and for this reason we have chosen to retain
a defensive stance; we remain underweight equities and overweight bonds. 

That said, there are encouraging developments in emerging markets.

China’s unexpectedly rapid exit from its zero-Covid policy is likely to result in
a strong acceleration in growth towards the end of this year. This, coupled with
a weakening US dollar and emerging market assets' attractive valuations,
should help boost the appeal of emerging market stocks and bonds over the
medium term. We have consequently upgraded China and the rest of emerging
markets to overweight. 
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Fig. 1 - Monthly asset allocation grid
January 2023

Source: Pictet Asset Management
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Our business cycle indicators show that the deterioration in global economic
conditions is gathering pace. A recession will be unavoidable this year, but it
should be both shallow and short before the economy begins to recover in the
middle of 2023.

Global inflation is likely to decline this year to 5.2 per cent from 7.7 per cent in
2023, helped by weaker commodity prices and falling wage demands and rental
prices.

In the US, the high level of excess household savings should support
consumption and help the economy avoid a sharp contraction; we expect the
US to register real growth of 0.4 per cent this year. 

We also think the risk of a deep recession in the euro zone has somewhat
receded. Despite weak economic activity and tighter lending standards,
industrial production remains resilient.

Falling energy prices, meanwhile, should lead to a significant decline in price
pressures across the region, with core inflation more than halving to 1.6 per
cent from a 2022 peak.

Japan’s economy, meanwhile, is likely to outperform the rest of the world next
year, supported by improving leading indicators, booming tourism and
resilient capital spending.

That said, weak retail sales and consumer morale and a rapid deterioration in
the current account balance – which is now negative for the first time since
2014 – point to a weak recovery in the coming months. 

China’s recent economic data has been weak across the board, but the recent
reopening of its economy suggests plenty of scope for recovery, especially for
retail sales, which are currently some 22 per cent below their long-term trend
on a real basis.

Beijing is likely to adopt a more pro-growth economic agenda, which should
help lift growth in the world’s second largest economy to 5 per cent in 2023
from last year’s 3 per cent, according to our calculations. 
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Fig. 2 - Deceleration
Pictet Asset Management world leading indicator, quarter/quarter annualised (%)

Source: Refinitiv, data covering period 01.06.1980 - 01.11.2022

Our liquidity indicators support the case for retaining a cautious stance on
risky assets over the near term. But conditions will likely improve after the first
quarter of 2023, especially in emerging economies.

We expect the global economy to experience a net liquidity drain equivalent to
6 per cent of GDP in 2023 as central banks including the US Federal Reserve
and European Central Bank continue to tighten the monetary reins. Investors
should however expect a shift in monetary tightening trends. 

The Fed is, we believe, entering the final phases of its tightening campaign
with the benchmark cost of borrowing set to peak at 4.75-5 per cent in the first
quarter of this year. The ECB's balance sheet contraction, meanwhile, is likely
to be more aggressive than the Fed's, amounting to a reduction of some
EUR1.5 trillion, or 11 per cent of GDP, which should add to downward
pressure on the dollar.

After a hawkish statement in December, investors now expect euro zone
interest rates to rise to 3.25 per cent by September 2023.

The Bank of Japan’s surprise change to its bond yield control policy - it will
now allow the 10-year bond yield to move 50 basis points either side of its zero
rate target - should pave the way for the central bank's eventual exit from its
zero interest rate policy. 
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Bucking the global trend, China is leading a moderate easing cycle with the
People’s Bank of China delivering targeted support measures.

The credit impulse – a leading economic indicator – is positive while China’s
real money supply (M2) is expanding at 12 per cent year on year, the highest in
six years. In contrast, developed economies continue to experience tighter
conditions.

Our valuation model shows bonds and equities are both trading at fair value.

Valuations for global bonds are neutral for the first time since February, with
yields 50 basis points lower than their peak in mid-October.

Global equities, meanwhile, trade at a 12-month price earnings ratio of 15
times, in line with our expectations, but our models point to mid-single digit
re-rating of multiples over the next year provided that US inflation-adjusted
10-year bond yields fall to 1 per cent.

Corporate earnings momentum remains weak across the world and we forecast
2023 global EPS growth to be flat, which is below consensus forecasts of
around 3 per cent growth, with significant downside risks in earnings in case
of weaker than expected economic growth.

Our technical and sentiment indicators remain neutral for equities with
seasonal factors no longer supporting the asset class.

Data shows equity funds experienced outflows of USD17 billion in the past
four weeks. Emerging market hard currency and corporate bonds posted
consecutive weekly inflows for the first time since August.

We start the new year with a tilt towards Asian and emerging market equities.
With recession looming over Europe and the US, the dollar drifting lower and
developed world central banks publicly determined to stay the course in their
fight against inflation, emerging market economies are looking attractive. 

We upgrade Chinese equities to overweight from neutral amid signs that
Beijing is seeking to normalise its pandemic policies. Pent-up consumption
should be a big boost to the domestic economy once it gets past Covid, though
there’s still no indication official support for the ailing real estate sector is
having much effect. A recovery in China should benefit Asian emerging
markets more generally while signs that the dollar’s appreciation has run its
course should benefit other developing nations too. Meanwhile, emerging
economies are well advanced on the tightening cycle, suggesting less bad news
to come on that front. We expect emerging market companies to deliver 6.6 per

02 Equities regions and sectors: tilting to Asia
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cent year on year earnings growth in 2023 against a 0.1 per cent decline for US
stocks and a 7.1 per cent drop in the euro zone. As a result we upgrade
emerging market equities to overweight. 

We downgrade Japanese equities to neutral from overweight as the BoJ makes
a nod towards less accommodative policy by widening the bond yield targets it
has stuck to since 2018 (from an even narrower band set with the introduction
of yield curve control in 2016). Following their strong performance and with
the yen expected to strengthen over the coming year, we downgrade Japanese
equities to neutral from overweight.

Fig. 3 - US tightening, China loosening
Real M2 money supply growth, year-on-year % change

Source: Refinitiv, Pictet Asset Management. Data from 15.12.2012 to 15.11.2022. 

We remain cautious on developed market equities. We don’t think investors
have fully appreciated quite how dim prospects are for corporate earnings and
margins in these markets. Simultaneously falling output and inflation rates
will squeeze nominal GDP, and nominal GDP is a key determinant for
earnings. At the same time, firms will struggle to protect profit margins if
inflation eats further into household incomes, especially as savings accrued
during the pandemic lockdowns are spent. Zero earnings growth over the
coming year should be met with further analyst downgrades. Overall we think
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there’s 15 per cent downside risk for US stocks. In other words, the first half of
the year is likely to prove less than vintage for equity investors.

Finally, as the energy shock that was triggered by the Ukraine war and
sanctions on Russia starting to fade, we take this opportunity to downgrade
the energy sector to neutral from overweight. 

The new year appears to have all the ingredients for a renaissance in fixed
income – positive real yields, a shaky economic backdrop and a likely peak in
monetary tightening. Short-term technical trends are also positive. 

After the recent rally in debt markets, valuations are somewhat less compelling
for many fixed income asset classes, but they are still healthy enough to
support a broadly positive stance on bonds.

Weakness in the dollar – we expect the US currency to fall further in the
coming months – bodes particularly well for emerging market debt. The
monetary backdrop also looks positive. Tightening is at an end in many
developing economies, with South Korea among those leading the transition.
All this supports our overweight on emerging market local currency bonds.
The GBI-EM yield is still high at 6.8 per cent, and likely to decline as the year
progresses.

China should provide an additional boost. The removal of pandemic-related
restrictions is gathering pace, including the end of mass testing and reports of
an imminent lifting of travel restrictions with Hong Kong. 

In developed markets, we believe US bonds remain attractive. The Fed is
arguably further along the tightening cycle than any other major central bank.
The price of core goods should continue to decline, even if the services
components of inflation (such as rents) remain elevated. Overall, we expect
headline US inflation to nearly halve to 4.2 per cent in 2023 from 8 per cent in
2022, while the Fed’s preferred measure of inflation, the core PCE, falls below 3
per cent by year-end. That in turn will pave the way for an end to US interest
rate hikes. Our models suggest the Fed’s tightening is already 90 per cent
complete and that a terminal rate of 5 per cent would inflict severe damage to
the US economy. 

For these reasons, we remain overweight US Treasuries and also see potential
in higher-rated US credit. Investment grade debt is one of the cheapest fixed
income asset classes according to our model and we believe its current yield –
of around 5.3 per cent – offers good compensation for the risk. The same is not

03 Fixed income and currencies: weaker dollar gives
rise to new opportunities

https://am.pictet/en/globalwebsite/global-articles/2022/monthly-markets-views/fixed-income/fi-renaissance
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true for high yield, where we remain underweight. The default cycle has barely
started and high yield spreads are noticeably lower than they have been during
previous recessions.

Fig. 4 - Diverging rates outlook
10-year sovereign bond yield differential, US minus Germany, ppts

Source: Refinitiv, Pictet Asset Management. Data covering period 19.12.2014-21.12.2022.

We are also cautious on European debt, given greater inflationary pressures in
the euro zone and the need for more rate hikes. The yield spread between
Treasuries and Bunds has already started to tighten, reflecting this disconnect
in monetary policy expectations (see Fig. 4).

In currencies, we prefer to position for a further decline in the dollar with
overweight positions in the Swiss franc and the Japanese yen. The yen is about
40 per cent undervalued versus the dollar, and the recent shift in Japan’s
monetary policy could prove a catalyst for a rebound. The yen should also
benefit from an expected repatriation of capital by Japanese investors, who are
likely to be attracted to the market’s higher yields.

Investment flows data suggest other investors also expect a turnaround in the
yen, closing short positions in the Japanese currency, while extending net
shorts on the US dollar.
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World stocks ended sharply lower in December as investors grew concerned at
the prospect of a recession in early  2023. The MSCI World equity index
declined 4 per cent on the month,  underperforming bonds, which ended more
or less flat on the month. US stocks were among the worst-performing markets
while the US dollar also fell. 

The December sell-off marked the end of a brutal year for stock and bond
markets worldwide, the worst 12-month period since the financial crisis of
2008.

Not only did investors have to deal with the legacy of the Covid-19 pandemic,
but they also had to contend with war in Europe, an energy crisis, surging
inflation and rapid increases in interest rates across much of the developed
and developing world.

The MSCI All Country equity index lost more than 20 per cent and its
European counterpart closed the year down by more than 15 per cent. But it
was Chinese and tech stocks that suffered the most in 2022. The tech-heavy US
Nasdaq index ended the year down by more than a third while China’s CSI
Index fell some 28 per cent in dollar terms as the country’s economy was
derailed by strict anti-Covid measures.

 

Havens were in short supply. With both the Fed and the ECB raising interest
rates to curb double-digit inflation, sovereign bonds fell by almost as much as
stocks. The US 10-year Treasury note ended the year down some 17 per cent, a
record annual loss. Emerging market bonds also suffered double-digit
declines. 

In the foreign exchange markets, the dollar gained against almost all major
currencies as investors were attracted to its defensive properties and as
aggressive interest rate hikes from the Fed offered the greenback strong yield
support. The greenback rose by 8 per cent against a basket of the world’s major
currencies over the 12-month period but its appreciation began to falter
towards the end of the year, most notably against the Japanese yen (see Fig. 5). 

04 Global markets overview: a bad end to a bad year
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Figure 5 - Yen gaining ground
JPY/USD exchange rate

Source: Refinitiv, data covering period
31.12.2020-31.12.2022 

BAROMETER JANUARY 2023

Asset allocation
We remain underweight equities and overweight bonds as the world
economy's prospects appear weak over the short term.

Equities and regions
We upgrade Chinese and emerging market equities to overweight on a
positive economic outlook and downgrade Japanese equities to neutral
from overweight. We also downgrade energy to neutral from overweight.

05 In brief
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Important legal information

This marketing material is issued by Pictet Asset Management (Europe) S.A.. It is neither directed to, nor
intended for distribution or use by, any person or entity who is a citizen or resident of, or domiciled or
located in, any locality, state, country or jurisdiction where such distribution, publication, availability or
use would be contrary to law or regulation. The latest version of the fund‘s prospectus, Key Investor
Information Document (KIID), annual and semi-annual reports must be read before investing. They are
available free of charge in English on www.assetmanagement.pictet or in paper copy at the management
company of the fund or at the office of the fund local agent, distributor or centralizing agent if any.

For Luxembourg domiciled funds, the management company is Pictet Asset Management (Europe) S.A., 15
avenue J.F. Kennedy, L-1855 Luxembourg. For Swiss domiciled funds, the management company is Pictet
Asset Management SA, 60 Route des Acacias – 1211 Geneva 73.

The KIID is also available in the local language of each country where the compartment is registered. The
prospectus and the annual and semi-annual reports may also be available in other languages, please refer
to the website for other available languages. Only the latest version of these documents may be relied upon
as the basis for investment decisions.

The summary of investor rights (in English and in the different languages of our website) is available here
and at www.assetmanagement.pictet under the heading "Resources", at the bottom of the page.

The list of countries where the fund is registered can be obtained at all times from the management
company, which may decide to terminate the arrangements made for the marketing of the fund or
compartments of the fund in any given country.

The information and data presented in this document are not to be considered as an offer or solicitation to
buy, sell or subscribe to any securities or financial instruments or services.

Information, opinions and estimates contained in this document reflect a judgment at the original date of
publication and are subject to change without notice. The management company has not taken any steps to
ensure that the securities referred to in this document are suitable for any particular investor and this
document is not to be relied upon in substitution for the exercise of independent judgment. Tax treatment
depends on the individual circumstances of each investor and may be subject to change in the future.

Fixed income and currencies
Emerging market local currency bonds should benefit from a weaker
dollar, while US Treasuries will be supported by an end to Fed tightening.

Written by

Pictet Asset Management Strategy Unit.

https://am.pictet/en/globalwebsite/global-articles/company/pictet-asset-management-summary-of-investor-rights
https://am.pictet/www.assetmanagement.pictet
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Before making any investment decision, investors are recommended to ascertain if this investment is
suitable for them in light of their financial knowledge and experience, investment goals and financial
situation, or to obtain specific advice from an industry professional.

The value and income of any of the securities or financial instruments mentioned in this document may fall
as well as rise and, as a consequence, investors may receive back less than originally invested.

The investment guidelines are internal guidelines which are subject to change at any time and without any
notice within the limits of the fund's prospectus. The mentioned financial instruments are provided for
illustrative purposes only and shall not be considered as a direct offering, investment recommendation or
investment advice. Reference to a specific security is not a recommendation to buy or sell that security.
Effective allocations are subject to change and may have changed since the date of the marketing material.

Past performance is not a guarantee or a reliable indicator of future performance. Performance data does
not include the commissions and fees charged at the time of subscribing for or redeeming shares.

Any index data referenced herein remains the property of the Data Vendor. Data Vendor Disclaimers are
available on assetmanagement.pictet in the “Resources” section of the footer. This document is a marketing
communication issued by Pictet Asset Management and is not in scope for any MiFID II/MiFIR requirements
specifically related to investment research. This material does not contain sufficient information to support
an investment decision and it should not be relied upon by you in evaluating the merits of investing in any
products or services offered or distributed by Pictet Asset Management.

Pictet AM has not acquired any rights or license to reproduce the trademarks, logos or images set out in this
document except that it holds the rights to use any entity of the Pictet group trademarks. For illustrative
purposes only.


