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ECONOMIC INDICATORS & PICTET WEALTH MANAGEMENT ESTIMATES (E) (AT 14 NOVEMBER 2018)*
EQUITIES INDEXES

CURRENT

DECEMBER 2017

S&P 500

2726

2674

2800

Stoxx 600

362

389

368

Euro Stoxx

353
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CAC 40

5059

5313
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DAX 30

11325
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966

1158

950

TOPIX
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1818

1750

SMI

8984
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INTEREST RATES (IN %)

CURRENT

DECEMBER 2017

Switzerland - Deposit rate

-0.75

-0.75

DECEMBER 2018E
-0.75

Switzerland - 10 year

-0.01

-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

0.40

0.43

0.70

France - 10 year

0.78

0.79

1.10

Italy - 10 year

3.44

2.02

3.75

Spain - 10 year

1.60

1.57

2.00

US - Fed rate (mid range)

2.13

1.38

2.38

US - 10 year

3.18

2.41

3.30

UK - Repo rate

0.75

0.50

0.75

UK - 10 year

1.45

1.19

1.50

Japan - Deposit rate

-0.10

-0.10

-0.10

Japan - 10 year

0.12

0.05

0.10

EM sovereign (local currency)*

6.81

5.27

7.15

CURRENT

DECEMBER 2017

European HY

128
405
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279

US IG

123

99
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120

US HY

371

363

360

EM Corporates (USD)**

317

282

310

DECEMBER 2018E

DECEMBER 2019E

3.13

*JP Morgan indices
CREDIT SPREADS (IN BP)*
European IG

DECEMBER 2018E
110

* Bank of America Merill Lynch indices, ** JP Morgan indices
FOREIGN EXCHANGE

CURRENT

DECEMBER 2017

EUR/USD

1.12

1.20

1.15

EUR/CHF

1.13

1.17

1.15

USD/CHF

1.01

0.97

0.99

GBP/USD

1.28

1.35

1.27

USD/JPY

114

113

114

CURRENT

DECEMBER 2017

DECEMBER 2018E

1200

1302

1190

60

63

75

62
2019E

COMMODITIES
Gold
Oil (WTI)
GDP GROWTH RATES

DECEMBER 2019E

CURRENT (YOY)

2017

2018E

US

2.9%

2.3%

3.0%

2.3%

Euro area

1.7%

2.5%

2.0%

1.7%

UK

1.2%

1.8%

1.3%

1.2%

Suisse

3.4%

1.7%

2.9%

1.8%

Japan

1.3%

1.7%

1.1%

1.0%

China

6.8%

6.8%

6.6%

6.1%

World

3.9%

3.7%

3.7%

3.5%

CONSUMER PRICE INFLATION

CURRENT (YOY)

2017

2018E

2019E

US (core PCE)

2.0%

1.5%

1.9%

2.4%

Euro area (headline HICP)

2.0%

1.5%

1.8%

1.6%

UK (headline CPI)

2.5%

2.7%

2.3%

2.1%

Switzerland (headline CPI)

1.2%

0.5%

1.0%

1.3%

Japan (core CPI)

0.9%

0.5%

0.9%

1.1%

China (headline CPI)

1.8%

1.6%

2.2%

2.5%

World (headline HICP)

4.0%

3.7%

3.8%

3.7%

Source: Bloomberg, Factset, Eikon, AA&MR

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

CÉSAR PÉREZ RUIZ
Head of Investments and CIO
Pictet Wealth Management

L

ooking back over 2018, all asset classes have been negative apart from US
equities, which have benefitted from Trump’s “America first” policies.
Indeed, from rising US interest rates to trade tensions, US actions have
sent ripples across global markets. This has left investors with few places
to hide. A closer look beneath the surface reveals a widespread breakdown
in conventional correlations over the year. As a result, markets have been
marked by anomalies that have made them difficult for investors to navigate.
Fears over rising inflation, rather than waning growth, triggered the sell-off in
equity markets we saw in October. As investors have grown more concerned over
future inflation than growth, the correlation between cyclical versus defensive
stocks and the 10-year US treasury yield has diverged. Elsewhere, the correlation
between emerging and developed markets broke down in May and in October,
bonds and equities were both negative, despite growth failing to accelerate.
And the anomalies don’t end there. The relationship between US value versus
growth stocks and the US 10-year yield also broke down this year, with growth
stocks (tech) continuing to gain ground relative to value as the 10-year Treasury
bond yield rose. Meanwhile, despite commodities declining, oil prices were
initially driven higher on elevated geopolitical fears, before dropping back
down in the wake of the Khashoggi case that led investors to conclude that the
Saudis would need to increase production. Finally, emerging market currencies
have deteriorated against the US dollar, but not just those with the weakest
fundamentals (i.e. the largest current account deficits). The Brazilian real
stumbled over political-related concerns ahead of Brazil’s presidential elections
(but recovered strongly when it looked likely Jair Bolsonaro would win) while
the Russian rouble’s fall was related to recent sanctions.

ANOMALIES GALORE

“Markets have been
marked by anomalies that
have made them difficult
for investors to navigate”

Despite all of the perceived market uncertainty, volatility has remained fairly
moderate in developed market assets on the back of solid fundamentals
(especially in the US). In contrast, volatility in emerging market assets has
elevated on the back of a strong US dollar, rising US interest rates, a slowdown in
China’s growth and heightened trade tensions.
What’s to be made of it all? Markets have been contending with differing factors
at play simultaneously. The divergence between emerging and developed
market equities was driven by earnings and slowing growth, especially in
China. While a mix of fundamental and geopolitical drivers impacted the other
anomalies, fingers pointed to trade tensions and geopolitics as the sole culprits.
The reality is more complex than this and we need to take this into account in
our investments.
At the beginning of the year, we called out two themes that we expected for
2018: the return of volatility in markets and the need for a defensive play focused
on low leverage equities and quality fixed income, even at the sacrifice of
liquidity. We reduced our credit exposure, kept our risk on equities and avoided
both emerging market equities and bonds. This has worked as markets have
narrowed in our favour.
Looking ahead to next year, we will be moving into a late-cycle market and our
focus will shift to identifying companies with pricing power. We will continue
to monitor geopolitical developments closely, an area we have taken into account
more than our peers. We believe geopolitics will pose increasing influence on
developed market assets as central banks pull out liquidity next year. Given
reduced valuation levels and exaggerated market concerns presently at play,
we have started to invest in select emerging markets for the first time this year.
Finally, hedge funds and alternatives could offer complementarity to diversified
portfolios, particularly if equities and fixed income correlations remain positive.
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Investment Strategy Highlights
An overview of Pictet Wealth Management’s stance on asset classes.*

ASSET STANCE
› The recent poor performance of risk assets
shows markets are increasingly conscious
of the various fragilities facing the world:
economic fragilities (decelerating world
growth, fading business sentiment in Europe
and China, and trade tensions); a fragile
political environment (the concerns around
Brexit and the Italian budget, the fallout
from the US mid-term elections etc.); and
corporate fragilities (cooling earnings growth
downbeat forward guidance).
› However, there is no recession in view.
Analysis of the correlation between bonds
and equities suggests markets are more
concerned about inflation than growth. And
the authorities still have leeway. The US
Federal Reserve can, we believe, be counted
upon to ease rate tightening should the US
economy run into problems and the Chinese
authorities are already rolling out extensive
fiscal and monetary policy support.
› Markets are in a state of flux, calling for a
degree of caution—but also diversification
and flexibility. For these reasons, we have
been building up protection for portfolios,
maintaining plenty of dry powder to exploit
tactical opportunities while broadening our
investments in alternatives.
COMMODITIES, PRECIOUS METALS
› In spite of the recent fallback in prices, a
further spike in oil prices during the winter
cannot be excluded. However, increasing oil
supply over time could mean prices revert to
their long-term equilibrium price of USD72
per barrel for Brent by end-2019.
› The recent stock market decline revived
interest in gold. A strong dollar and the
rise in real US rates remain a drag on gold
in US dollar terms, but continued volatility
on financial markets could prove a boon,
especially if dollar strength abates.
EQUITIES
› The sell-off in October brought equity
valuations back to levels last seen in
2015-2016. But earnings momentum has
deteriorated, making us cautious and equity
portfolio protections remain in place.
› A classic balanced portfolio consisting of
S&P 500 stocks (60%) and 10-year US
Treasuries (40%) would have incurred losses
of over 5% in October, making it among the
worst months for this kind of allocation since
the 1970s.
› Tech-related stocks suffered more than the
overall market in the recent market sell-off.
Some Q3 earnings reports were disappointing
and a number of high-profile names provided
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OUR TACTICAL ASSET CLASS CONVICTIONS ON 26 OCTOBER 2018
Strong
underweight

Underweight

Neutral

Overweight

Strong
overweight

MONTHLY CHANGE*

LIQUIDITY
FIXED INCOME
Global government
US
Core Euro area
Periphery Euro area
Swiss
UK
Japan
Global IG
USD Investment Grade
EUR Investment Grade
Global High Yield
USD High Yield
EUR High Yield
Emerging Markets
EM Corporates Hard Curr.
EM Sovereign Loc. Ccy.

EQUITIES
Global Developed
US
Euro area
Switzerland
UK
Japan
Global Emerging
Asia Emerging
Global Dev. Small Cap

ALTERNATIVES
Hedge Funds
Private Equity
Private Equity Real Estate
REITs

PRECIOUS METALS
Gold

CURRENCIES (vs. USD)
EUR
CHF
GBP
JPY
* Change compared with previous month. One arrow means a one-place move place
to the left or the right, two arrows means a move of two places, etc.

lacklustre guidance. We do not believe the
tech sector’s fundamentals have changed
much, but its relative attractiveness is
declining.
FIXED INCOME
› We expect continued volatility around Italian
bonds amid tense budget negotiations
between Rome and Brussels. Although
contagion has been subdued, in such an
uncertain environment we are remaining
underweight euro area peripheral debt in
general.
› The October equities sell-off put high-yield
credit spreads under pressure—but US
high yield has proved more resilient than its
European counterpart, explaining why we
are neutral on the former but have turned
underweight on the latter.

Source: Pictet WM, 26 October 2018

ALTERNATIVES
› Some hedge fund strategies have started to
perk up as market volatility has increased.
The previous dichotomy between managers
long in equities and those with a bearish
equity view is being resolved in favour
of the latter. Managers of Arbitrage and
Global Macro strategies continue to position
accordingly.

NOTICE: This asset class stance is provided for
illustrative purposes only. In general, asset allocations will differ among investors according, in particular, to their individual circumstances, risk tolerance, 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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Alternatives’ illiquidity
premium can boost returns
Their relative resilience during the recent sell-off has been
attracting increasing attention to private assets.

CHRISTOPHE DONAY
Chief Strategist, Head of Asset
Allocation & Macro Research
Pictet Wealth Management

R

isk assets have put in a poor performance this year. While the
S&P 500 was still in positive territory at the end of October, other markets made negative total returns over
the first 10 months of 2018, reaching
double digits in the case of emerging markets. At the same time, bond
investors have been hurt by the rise
in yields and fall in prices. Corporate
bonds have also reported negative
returns. The reasons for the disappointing returns of public assets are
to be found in an uncertain political
and geopolitical climate just as investor fears of rising interest rates and
monetary tightening.
The relative resilience of illiquid
private assets stands out in such a context, especially as economic fundamentals remain basically solid (economies continue to grow and inflation is
still contained). Although it is somewhat invidious to compare the performance of liquid and illiquid asset
classes at a given moment in time,
figures from Burgiss Private Equity
Research indicate that in the first six
months of this year US private equity

delivered a return of 14%, while private equity real estate returned over
9% (both in US dollars).
Our own analysis continues to
show that the ‘illiquidity premium’
(in other words, the higher yield that
investors demand for investing in relatively lightly traded instruments)
offered by private equity, private
equity real estate and hedge funds
can boost the long-term risk-adjusted
returns of portfolios. Our expectation that investment returns for a
range of asset classes (see chart) will
be lower than the historical average
recently led us to review and adjust
our strategic asset allocation in order
to broaden alternative investment
opportunities and sources of returns.
Hedge funds, particularly longshot equity funds, had a hard time
in the October sell-off, but an examination of hedge fund strategies in
investment portfolios still shows they
can help smooth out annual performances and limit the peak-to-trough
losses that traditional asset classes
sometimes experience. A number of
strategies, such as market-neutral

10-YEAR HISTORICAL RETURNS VERSUS 10-YEAR EXPECTED RETURNS
(IN LOCAL CURRENCY)
ALTERNATIVE

EQUITIES

BONDS AND CASH

13.2

12.2

11.2

10.5

10.2

7.5

6.9
5.5
3.6

4.7

5.5

6.9

5.7

4.6

3

4.6

3.3

2.8

3.2

2.2

0.3
-0.3

Private
Equity1

Real
Estate1

Hedge
Funds2

EU

US

Asia
ex-Japan

Corp.
HY US

Corp
IG US

Cash US

Govies
US

German
Bund

ones, are coming into their own as volatility picks up. The pick-up in merger
& acquisition activity has likewise
been increasing the opportunity set
for merger arbitrage.
But diversification is not a cure-all
panacea for protecting portfolios. It
takes full market cycles for diversification to bear fruit. And higher investment returns, our analysis finds, can
only be achieved via increased diversification plus higher tolerance of
risk and/or illiquidity premiums.
The analysis into expected returns we
carry out each year backs up this message. We expect the best risk-adjusted
returns of any asset class over the next
10 years to come from private equity
(over 10% per annum in US dollars).
As in their nature, the performance of
private equity real estate is expected
to be lower (5.5% per annum), but
their risk-adjusted returns should
still be better than equity-like assets
such as high yield.
Of course, private assets are not
a free lunch. For all the potential of
higher returns, the underlying assets
of private equity funds are generally illiquid, making them hard to
exit and value on a regular basis. Yet
the emergence over the past decade
of liquid alternative funds offering
daily or weekly liquidity is designed
to palliate the concerns of investors.
The explosive growth of alternative
investments poses the risk of crowding—which is why even the projected returns for alternatives have
been sliding— but is also leading to
an ever wider array of specialty alternative asset classes.

Historical 31.10.2008-31.10.2018
PWM AA&MR’s expected returns, next 10 yrs
1
2

Pooled net time-weighted returns, 2008-2018 supplied by Burgiss Private Equity Research
HFRI Fund of Funds Diversified Index
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Still opportunities aplenty
in alternatives
NICOLAS CAMPICHE
Chief Executive Officer
Pictet Alternative Advisors SA

“With companies coming
to market much later,
there is significantly more
value for private investors
to capture than before”

6
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Low yields on traditional investments mean interest in
alternative assets has grown enormously, as seen in the big
increases in the capital raised for various strategies. Nicolas
Campiche believes the trend will continue, but urges prudence.

Ten-year annual return expectations
for private equity are much higher
than for other asset classes, according
to Pictet Wealth Management’s analysis. Are these hopes justified?
If I were drawing up an asset allocation
today, I would be maximizing the allocation to private equity to the extent a
client’s risk profile allows, especially as
the market cycle turns and the returns
from traditional liquid assets continue
to decline.
That said, it’s clear from the rising price of transactions that we are
near the top of the market. So we are
cautious and we think it’s important
to manage client expectations: even
in private equity, returns are likely to
be lower than in the past as rates rise
and strong capital inflows into private equity intensify competition for
attractive deals. A further word of caution: the leverage used to fund buyout
deals is close to an all-time high.
But Pictet Alternative Advisors
portfolios are achieving an average
multiple on invested capital of 2.5x
on companies exited. And despite the
grounds for caution, data from Preqin
showing a pretty steady rise in the ratio
of capital distributed to capital called
suggests a certain prudence on the part
of private equity managers. There are
still managers out there that can generate superior returns independent of
market effects. For example, we like
‘buy & hold’ managers that have the
operational expertise to really transform companies and add value over
time. We are also focused on managers
with proven expertise in carving out
business units from larger companies,
as well as those with niche expertise—
for example in small companies, where

there is less competition and acquisition multiples are lower.
What is your view of private equity’s
role in tech investment?
One of the factors driving private
equity is the dramatic change in the life
cycle of companies. Most of the massive
value created by the likes of Microsoft
and Amazon has come since they went
public (1997 in the case of Amazon).
But now top innovative companies go
public much later so that their market
capitalisation is often far higher than
Amazon’s or Microsoft’s were when
they were floated. This means there
is significantly more value for private investors to capture than before.
Venture capital funds are one way for
investors to access the vast majority of
software companies that remain private. The performance of venture capital funds has improved measurably,
converging with the returns that can
be earned from buy-outs (Chart 1). But
there is a lot of hype about venture capital, so one has to select carefully.
Many hedge fund strategies have had
a difficult time this year. How do you
see the road ahead?
Yes, a number of strategies have been
having a hard time this year. While
hedge funds have sometimes underperformed equity funds during bull
markets, they have provided significantly better returns in each of the
bear market periods from 1990. So
hedge funds are not broken. They can
even provide superior returns when
markets are flat. In 2002, when markets were basically flat, hedge funds
put in excellent performances. Simply, hedge funds will perform as long

CHART 1: VENTURE CAPITAL, INVESTING IN TECH ®EVOLUTION
multiple
3.50x

Buyout TVPI* Median

Venture TVPI Median

2.47x
2.25x

2.18x

2.17x

2.00x
1.50x

Venture IRR Median

2.96x

3.00x
2.50x

Buyout IRR* Median

1.55x
1.24x

1.44x

2.70x
2.38x 2.40x 2.24x
2.15x
2.01x 2.07x 2.02x
1.98x
1.87x
1.68x 1.80x 1.82x

30.0%

2.28x
2.04x

1.45x

IRR
35.0%

25.0%

2.28x
1.88x
2.04x
1.88x
1.83x
1.56x
1.73x
1.46x
1.33x 1.43x

20.0%
15.0%

1.00x

10.0%

0.50x

5.0%

0.00x

0.0%
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

* TVPI = Total value to paid in multiple. IRR = Internal rate of return

as there is decorrelation between and
within asset classes. And we note that
the correlation in equity performance
has been declining for some time now,
which means the opportunity for
active portfolio managers to generate
alpha has been increasing.
Keep in mind too the tight relationship between hedge fund performance and short-term rates (Chart
2). As short rates have come down, so
have hedge funds’ net performance.
Crucially, however, hedge funds’ have
provided a pretty consistent premium
to the LIBOR rate, and this should continue to be the case as rates go up. In
short, while the absolute returns of
hedge funds might disappoint, they
still outperform in relative terms.
A number of trends in public markets are impacting the outlook for
hedge funds. An equity bull market
that stretches back to March 2009 is
the longest in history. But equities
have become expensive. So have corporate bonds, as tight credit spreads
testify. Default rates are very low,
which has led to super light bond covenants (which should be a reason for
caution). All this was made possible by
low interest rates.
But the severe drawdowns in October show that investors are concerned
we may be at a turning point. Volatility, long suppressed, picked up again.
Our own choices are based on the
premise that rates and inflation are
going up and that as a consequence
asset correlations will come down, and
volatility and default rates are on the
way up, resulting in choppy markets.
The rate context limits the scope
for bond strategies, but equity hedge
funds are a different story. With their

Source: Burgiss Benchmark, data as at 30.06.2018.

ability to short stocks or markets,
even long-short equity funds, which
have suffered a lot of late, can provide a measure of protection in market downturns. The trend towards rising interest rates should also provide
opportunities for distressed funds,
while corporate activity is expected
to remain strong well into 2019,
which bodes well for event-driven and
merger arbitrage strategies. Market
neutral funds can continue to generate consistent performance via alpha
without having beta (even during periods of low volatility).
What can you say about alternative
risk premia?
Alpha represents the risk-adjusted
expected return beyond what one
might expect from market or index
movements. But alpha can be broken
down into the returns genuinely due
to pure management skills and those

due to factors one can qualify as “systemic” and measurable (momentum,
value, carry, style and volatility etc…).
The benefit of alternative risk premia
is that they can help bring down fund
costs (why pay a manager more if algorithms determine that his/her performance is due to systemic factors?).
The idea is that we pay for the right
things when we invest in a hedge fund
manager.
What is the precise opportunity set in
private equity real estate (PERE)?
Expected returns are lower for PERE
than for private equity, because the
idea generally is to generate a rent over
the long term rather than seek capital gains at a fixed date. Here too, we
have to be careful. The price of investable real estate has probably reached
a peak (prices have actually started
to drop in the US). But specific properties and property sectors still have
potential, such as student accommodation (underdeveloped and often
backed by state guarantees), logistical platforms (needed by ecommerce)
and sheltered housing. We’re keen on
managers being able to increase cash
flow by improving occupancy rates
and yields through refurbishments.
In PERE, as in other areas, one can
calibrate risk: prime properties with
low expected risk will produce lower
expected returns than opportunistic strategies, which hold out the
prospect of strong value growth, but
where a high degree of enhancement
may be needed.

CHART 2: HEDGE FUNDS’ PERFORMANCE IS CORRELATED TO SHORT-TERM RATES
20%

36M rolling avg.
of typical hedge fund (in USD)

Ann. Period Return
of typical hedge fund (in USD)

Libor USD 3M Ann. Period Return
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Source. Pictet Alternative Advisors, October 2018.
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Falling returns are set to
become unexceptional
Annual returns from many asset classes are set to fall this year,
part of a longer-term trend.
JACQUES HENRY
Senior Cross-Asset Strategist
Pictet Wealth Management

CHART 1: MUCH LOWER EQUITY RETURNS
%

20

Annualised returns in local currency, 31.12.2012 - 31.12.2017*

2018 returns in local currency (to 31 October)

15
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5
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MSCI AC World Return
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Index
Index

* Annual returns 2013-2017 on page 9
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Japan Topix Total
Return Index

Swiss Performance
Index

MSCI UK

Source: Pictet Wealth Management AA&MR, Global Financial Data, Factset, November 2018.

CHART 2: BIG DECLINE IN GOVERNMENT BOND RETURNS
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Annualised returns in local currency,
31.12.2012 - 31.12.2017*

%

ICE BofAML Global
Government

USA 10-year Government Germany 10-year
Bond Index
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* Annual returns 2013-2017 on page 9.

L

9

Switzerland TR
Government Bond Index

Japan 10-year
UK 10-year Government
Bond Index
Government Bond Index

Source: Pictet Wealth Management AA&MR, Global Financial Data, Factset, November 2018.

et us start with the good news. A
USD100 investment in the S&P
500 in September 2008 (a few months
before the market bottomed during
the financial crisis) tripled in value over
the next 10 years. USD100 invested in
the MSCI All Country World increased
to USD230 over the same period.
While more modest, bonds also delivered positive total returns. USD100
invested in 10-year US Treasuries had
doubled in value 10 years later: not too
bad for a risk-free asset, considering
that inflation has shone by its absence
in the same period.

8

2018 returns in local currency
(to 31 October)

Now for the bad news: returns
across assets are slipping. Annualised returns this year across a series
of bond and equity indexes have been
lower than over the past five years. This
reflects the severe jolts to risk assets
that occurred in January/February
and again in October. As US rates have
risen this year, the latest returns from
bonds are even more disappointing.
Superior earnings growth explains
why US equities continued to outpace
their peers for much of this year. But
trade tensions and the fading effect of
tax cuts mean forecasts for earnings

are much lower next year. And growth
momentum is waning (based on purchasing manager indexes, our own
models show quite a significant slowdown in global growth ahead). While
still positive, an environment of relatively insipid nominal GDP is set to be
a drag on earnings growth globally.
Mainstream government bonds are
under even more pressure. US Treasury bonds have delivered a modest
total return before inflation of just
over 1% (in US dollars) in each of the
past five years, but are reporting a
negative annualised performance this
year.
Falling returns are set to remain
a theme for some time, irrespective of
short-term market sways. Valuations
and the economic and inflation outlook
offer relatively modest support to risk
assets in the longer term, which means
that annual 10-year expected returns
for equities may not reach their historical averages, according to the analysis
contained in the Pictet Wealth Management publication Horizon.
With interest rates remaining low,
yield-starved investors continue to pile
into private equity. Indeed, we expect
private equity to deliver higher average
annual returns over the next 10 years
than equities for a comparable level of
risk (over 10% compared with slightly
below 6% for the MSCI All Country
World, according to Horizon).
The changes in expected returns
explain why we have leaned towards a
greater inclusion of alternative assets
in our strategic asset allocation, with
an increased long-term presence in
illiquid asset classes such as private
equity and private equity real estate.

* ANNUAL TOTAL RETURNS, 2013-2017 (IN LOCAL CURRENCY)
DATE
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BOND INDEX
BOND RETURN BOND TOTAL RETURN
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AC ASIA
EX JP (IN
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INDEX
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2013

-8.6%

-3.8%

-4.3%

1.2%

-7.8%

23.4%

32.4%

23.7%

3.3%

54.4%

24.6%

2014

10.8%

14.6%

9.2%

4.4%

14.5%

4.7%

13.7%

4.1%

5.1%

10.3%

13.0%

0.5%

2015

1.2%

-0.4%

2.8%

0.9%

-0.2%

-1.8%

1.4%

10.3%

-8.9%

12.1%

2.7%

-2.2%

18.5%

2016

0.2%

4.3%

2.1%

2.1%

6.0%

8.5%

12.0%

4.1%

5.8%

0.3%

-1.4%

19.2%

2017

2.8%

-1.7%

-0.4%

0.0%

2.4%

24.6%

21.8%

12.6%

42.1%

22.2%

19.9%

11.8%

POLICY OUTLOOK

The world seeks new
economic policies
CHRISTOPHE DONAY
Chief Strategist, Head of Asset
Allocation & Macro Research,
Pictet Wealth Management

“Pehaps the question of
economic policy is most
pressing in Europe”

W

hether, as in many developed countries,
monetary stimulus is being wound
down, or whether, as in China, it continues to
be employed, it is becoming clear to some that,
having saved banking systems from collapse
during the financial crisis, central banks alone
may not be enough to keep the global economy
on a firm footing in the future. The need for
a fresh approach to economic policy, one that
combines monetary as well as budgetary tools
in a new way, is becoming increasingly evident
as economic momentum shows signs of slowing. China has certainly grasped this, loosening the levers of monetary and fiscal policy alike in a measured fashion to ensure that
GDP growth this year will come in at 6.6%,
according to our forecasts. Somewhat crudely,
perhaps, the Trump administration understood this as well when it pushed through big
tax cuts at the end of 2017. It has been rewarded
with US growth that we believe will reach
3.0% this year.
But the way ahead is unclear. In the
absence of a big push on infrastructure spending (which seems unlikely, since it would

deepen an already huge federal deficit), the
US is left groping for a new growth driver. As
rates rise and the economic cycle becomes long
in the tooth, relying on healthy consumer and
investor spending may not be enough in themselves to sustain growth. Japan’s combination of economic reform and ultra-loose monetary policy has also given a shot in the arm
to a slothful economy, but Japan too is coming up against important structural barriers
to future healthy growth. And with a public
debt-to-GDP ratio of close to 200%, its room
for manoeuvre on the fiscal front is clearly very
limited.
But perhaps the question of future economic policy is most pressing in Europe, where
the impasse over Italy’s budget plans could
pose a significant challenge to the euro area’s
future. Is there room for some sort of compromise—one that matches the coherence of the
euro area’s monetary policy with a similarly
coherent fiscal policy? Of course, politics are in
the way. But one possible cure to restore a European project showing serious signs of fatigue
could be to re-imagine economic policy.

Modest fiscal stimulus in the euro area as monetary
policy ebbs
Nadia Gharbi, Europe Economist, Pictet Wealth Management
Amid evidence of a shift in the policy mix of various developed economies from monetary to fiscal,
the euro area has been a laggard,
although 2019 could turn out to be
a bit different.

Monetary policy normalisation
is underway. The European Central
Bank (ECB) cut back its monthly asset
purchases from EUR30bn to EUR15bn
in October, and plans to terminate
(Continued on next page)
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quantitative easing (QE) entirely at
the end of 2018, conditional on incoming data. Nonetheless, monetary policy will remain accommodative as the
ECB plans to reinvest the principal
payments from the maturing securities purchased under the QE programme “for an extended period of
time”. Regarding interest rates, we
expect a first 15bp hike in the ECB’s
deposit rate in September 2019, followed by a 25bp hike in all policy
rates in December. Nevertheless, the
risks to this scenario are growing.
Recent data weakness (estimates of
Q 3 GDP growth and October business surveys, for example) may mean
that the ECB treads more cautiously
than expected when it comes to policy normalisation.
While monetary policy is ebbing
somewhat, 2019 has a good chance
of being the year when euro area fiscal policy finally becomes a tailwind
for growth, albeit a modest one. Euro
area member states have all submitted their 2019 Draft Budgetary Plans
(DBP) to the European Commission.
These show that, collectively, the euro
area’s fiscal stance will turn supportive
in 2019, although the degree varies significantly from one country to the next
(see chart). Among the biggest economies, the shift mainly reflects significant fiscal loosening in Germany, Italy
and the Netherlands. France and Spain
plan modest fiscal tightening, but less

CHANGE IN THE STRUCTURAL GENERAL GOVERNMENT BALANCE OF SELECT EURO AREA
COUNTRIES (PP OF POTENTIAL GDP)
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than what the European Commission
demanded.
There remain significant uncertainties as to whether these plans
will be implemented and whether
they will have the expected impact
on growth. Germany’s fiscal loosening may turn out to be smaller than
indicated in its DBP, as that country
has tended to under-deliver on fiscal
easing pledges in recent years. Meanwhile, Italy’s budget plan represents
a significant deviation from the EU’s
fiscal rules. The EU lacks strong tools
to enforce these rules but, ultimately,
markets rather than peer pressure
could convince the Italian authorities to change track, as fiscal loosening may turn out to be self-defeating,
being more than counterbalanced by

the increase in interest rates. Meanwhile, the minority government in
Spain may be unable to push its fiscal
plans though parliament intact.
Overall, however, coming at a time
of slowing growth momentum, ebbing monetary support and mounting
external downsides risks, fiscal easing
may provide a (modest) boost to euro
area growth in 2019. But something
more significant is not on the agenda.
Fiscal space remains unevenly distributed and suboptimal, with surplus
countries unlikely to make full use of
their fiscal room of manoeuvre.

Gridlock means less risk that Fed overdoes tightening
Thomas Costerg, Senior US Economist, Pictet Wealth Management
There were some fears that the Federal Reserve (Fed) would try to offset
President Trump’s loose budget policy, including the December 2017 tax
cuts, with even tighter monetary policy than planned. But in fact Chairman Jerome Powell has stuck to its
routine of one rate hike per quarter
since late 2016. Now, potential political gridlock in Congress (see article
page 15), reduces fears that the Fed
might increase monetary tightening to offset overly ambitious fiscal
easing.
This does not mean the Fed’s
job will be any easier in the coming
months. The Fed is already debating
when it should finish its tightening
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cycle, i.e. when it should stop the routine of one hike per quarter, especially as base interest rates will soon
approach the Fed’s estimate of the
so-called nominal ‘neutral rate’
(3%). As short rates rise, the Fed also
remains anxious about yield curve
inversion (when short rates are higher
than long ones).
In a major shift over the summer,
Powell claimed that the Fed would not
necessarily stop its rate hiking cycle
when it reached the neutral rate—in
fact, he suggested, the Fed could keep
hiking as long as US growth stays on
track. Like former Fed chairman Alan
Greenspan, Powell seems prone to
believe US productivity will pick up

significantly due to the ongoing innovation wave, which could prolong the
current economic cycle.
Nonetheless, we believe that the
Fed will not go too much above its
neutral rate estimate. The voice of
the more dovish members of the Fed
could become louder in 2019, especially as we expect a modest loss of
economic momentum in the second
half of 2019.
Another key parameter in Fed
plans is likely to be President Trump’s
interference. Trump has criticised
Powell repeatedly for sapping economic activity, even though interest
rates remain historically low (and we
are still far from the pre-crisis peak

for the Fed funds rate of 5.25%). We
do not think the Fed will take much
notice of Trump’s tweets and comments, since Fed members tend to
have a longer-term view than presidents. Furthermore, having a preset routine of one hike per quarter
acts as a buffer against government
interference.
So Powell could continue to hike
rates mechanically as long as GDP
growth is above potential, which the
Fed estimates at 1.8%, as long financial

markets continue to behave well. The
Fed is unlikely to pause tightening
because of Trump’s strident trade policies unless they lead to major market
frictions. All in all, a monetary policy that remains on autopilot over the
coming months and a lack of ambitious fiscal initiatives could contribute to steadying market sentiment—
but issues of policy will arise as the
US progressively slows next year and
slows further in 2020.

The beginning of the end of the BoJ’s ultra-loose
monetary policy
Dong Chen, Senior Asia Economist, Pictet Wealth Management
After almost six years of ultra-loose
monetary policy, the Bank of Japan
(BoJ) is now the only one among the
major central banks that have resorted
to quantitative easing (QE) to yet lay out
a clear path for policy normalisation.
The BoJ has good reasons to stay
put. Despite the notable improvement
in the economy over the past six years,
inflation has been sluggish. Core Consumer Price Index (CPI) (all items
excluding fresh food) is expected to
have risen by 0.9% in 2018, less than
half of the 2% target set by the BoJ.
If one excludes energy prices, underlying inflation was only 0.4% in September 2018. While wage growth has
finally started to pick up, it likely will
feed into inflation only very gradually.
In July, the BoJ conducted a series
of adjustments to its monetary easing framework. First, it introduced
forward guidance and committed to
extremely low interest rates for “an
extended period of time”. In addition, it allowed more flexibility in its
bond-purchase programme and widened the 10-year JGB yield band to
0.2% around zero from 0.1%. The central bank also reduced financial institutions’ policy-rate balances subject to
the negative interest rate and shifted
the structure of its equity ETF purchases. These measures have made
the BoJ’s monetary easing programme
much more sustainable.
Another reason that may have prevented the BoJ from policy normalisation is the uncertainty related to the
second consumption tax hike from
8% to 10%, scheduled for October 2019.

A 2014 hike in the tax (from 5% to 8%)
pushed the economy into a temporary
recession.
Although there is good cause for
policy to remain stable, the market
seems to be increasingly uncomfortable about the de-sychronisation of
policy between the BoJ and its major
Western peers, especially as the Fed
is expected to hike interest rate well
into 2019. Also, there are concerns
about the side effects of the BoJ’s ultraloose monetary policy. For example,
extremely low interest rates and the
flat yield curve have damaged financial institutions’ profitability.
Against this backdrop, Haruhiko Kuroda, the BoJ governor, has

started to hint about possible tightening of monetary policy, although
without setting out a clear plan. In a
recent speech, he said that Japan was
“no longer in a stage where decisively
implementing a large-scale policy to
overcome deflation was judged as the
most appropriate policy conduct”.
In our view, the BoJ will likely
keep the key parameters of its yield
curve control framework unchanged
throughout 2019, until the fallout of
the consumption tax hike is clearer.
However, this will probably not stop
the market from speculating on the
central bank’s next move, potentially
sparking volatility.
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This deal, no deal or no
Brexit at all
After the British cabinet reluctantly approved a divorce
agreement between the UK and the EU in mid-November,
what are the prospects for sterling and UK equities, bonds and
property under different Brexit scenarios?

JAMES IND
Head of Multi-Asset Flexible &
Single Asset Strategies,
Pictet Wealth Management

GBP

UK equities

Gilts

Property

=

“This Deal”
“No Deal”
“No Brexit at all”

Currency: the kindness of strangers
The British pound has always been
the key thermometer of Brexit risk, a
function of the UK having one of the
world’s biggest trade deficits. Since
the start of the 21st century, the UK
has imported almost a trillion dollars’
worth more in goods and services than
it has exported. That’s equivalent to
every one of the UK’s 25 million households having bought a brand new
BMW 3 series on their credit card.
Why has the British pound not
been much weaker in the face of its
population’s insatiable appetite for
foreign goods? It is because a tide of
money has always flowed back to the
UK in the form of investment. As the
governor of the Bank of England said,
we have been dependent “on the kindness of strangers”.
Up until Brexit, there was kindness aplenty. The UK has been one of
the most popular countries in which
to invest. According to Deloitte, 60%
of the world’s top non-European companies have London as their European
headquarters. That has helped make
the UK an attractive destination for
corporate investment, as well as for
investment in real estate, both commercial and residential.
In the aftermath of the referendum, many companies put their UK
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spending plans on hold. This contributed to the pound’s decline, leaving it
more than 10% undervalued compared
to its long-term fundamental value,
according to Pictet Wealth Management calculations.
In the longer term, perhaps the
UK could reinvent itself as a business
friendly offshore centre like Dubai or
Singapore. Perhaps. But the appetite
among voters for this evolution, seen
to benefit very few, is likely limited.

Equities good news is bad news

THIS DEAL
The current discount to the fundamental value of GBP could
start to close, as corporations
and investors are given the visibility they need to start investing in the UK again, despite
some lingering uncertainties.
The Pound rises.

NO DEAL
The reversal of investment flows,
long-term lack of certainty and
likely political fallout would at
first send the pound lower.

NO BREXIT AT ALL
The pound could potentially
rally strongly, as the UK could
reassert its role as the capital of corporate Europe, and
interest rates would be free to
rise against a solid economic
backdrop.

Equities: good news is bad news
One of the most common misapprehensions about Brexit is the belief it would
be bad news for UK equities. The evidence, counter-intuitively, is to the contrary.The UK is dominated by some of
the worlds largest multi-nationals. Six
companies, HSBC, Royal Dutch Shell,
BP, AstraZeneca, Glaxo and BAT, make
up a third of the main stock market.
Their wide global footprint will leave
them untroubled by local UK issues.
Moreover, while their cost base and
profit reporting is sterling skewed,
their sales are not. Over 75% of revenues
of FTSE 100 companies come from overseas. As such, the worse the Brexit, the
weaker the pound, the stronger their
reported profits.
The chart overleaf divides the
FTSE 100’s performance over last
two years into the weeks when the
pound rose and when it fell. It shows
that the FTSE 100 consistently outperforms the rest of the world when
the pound is weak and vice-versa.

THIS DEAL & NO BREXIT
This deal & No Brexit the
FTSE 100 falls slightly relative to other stock markets.
Improving domestic economic
benefits are offset by the proportionate rise in the pound,
hitting profits.

NO DEAL
FTSE 100 is relatively strong,
benefiting from weakness in
the pound.

STERLING FALLS, UK EQUITIES RISE. UK EQUITIES FALL, STERLING RISES
0.6

FTSE 100 RELATIVE PERFORMANCE WHEN
GBP UP: WEEKLY AVERAGE SINCE 2016

FTSE 100 RELATIVE PERFORMANCE WHEN
GBP DOWN: WEEKLY AVERAGE SINCE 2016
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Source: Pictet Wealth Management AA&MR, Global Financial Data, Factset, November 2018.

Gilts: emergency measures
As sovereign bond markets have
shown in recent years, it is short-term
interest rate expectations that have
driven bond prices, above and beyond
concerns about long-term credit worthiness, their total amount of debt, or
the long-term potential for inflation
and growth. In this sense, the UK is
like any other country. No deal scenarios will keep interest rates pegged low
and in “emergency measures” territory, supporting bonds. “No Brexit”

or “this deal” will likely give the Bank
of England confidence to raise rates
from record low levels, especially given
the UK’s record low unemployment.
It is therefore likely that bond prices
will continue to move inversely to the
pound, as they have done recently .

of retail, and, as the crane-filled skies
over London attest, the rapid growth
in supply of office real estate. As such,
Brexit’s impact will be more idiosyncratic. In the extreme scenario of no
deal, however, it is safe to assume that
the exodus of international companies and employees would put downward pressure on office space and prime
residential property and vice-versa.
Before concluding, it is worth remembering that a potentially far bigger
volatility risk lies ahead. The betting
odds currently place a 47% chance on
the Labour party winning the next election. As this is now a party of the radical left, strongly committed to rolling back the frontiers of capitalism,
the implications for UK assets could be
significantly more far-reaching. The
Brexit hors d’oeuvres may be starting
to be digested, but the political main
course has yet to arrive.

Property: a mixed bag
UK property has faced a number of
headwinds of late unrelated to Brexit,
including the sky-high valuation of residential property, the changing nature
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Latin America, between
hope and disdain
Political and financial developments in the region’s three largest
economies are needed to convince sceptical investors.
CARLOS CADAVID
Advisory Team Leader, Fixed Income
Pictet Wealth Management

P

rimary fiscal deficits have been
declining in Latin America for the
past three years. Reducing the primary deficit or, even better, building
a primary surplus is seen as a guarantee of solvency and is liable to sooth
the minds of investors, particularly
in emerging markets. Today, even
as rising debt levels are starting to
raise concerns, markets are hoping

that deficits in Latin America have
reached an inflection point and that
they will continue to drop.
Brazil, Mexico and Argentina
account for two-thirds of the region’s
GDP. All three now have governments
that are committed to fiscal discipline.
Unfortunately, they also appear to be
using the same old ineffective recipe
to achieve that aim: concentrating all

their efforts on increasing revenues
instead of reducing expenditures.
The reason is, of course, that the former approach pays more political
dividends.
Accounting for one-third of the
region’s GDP, where Brazil goes,
the rest of Latin America follows.
The incoming rightwing government, headed by president-elect Jair
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Bolsonaro, must achieve and maintain a primary fiscal surplus for the
next five years (it currently stands at
-2.4% of GDP, according to the International Monetary Fund (IMF)) just to
stabilise the level of government debt,
which today stands at 88% according
to IMF figures, compared with 60%
only five years ago.
The task has been given to the new
finance minister, Paulo Guedes, one
of the ‘Chicago Boys’ group of Latin
American economists that studied
under Milton Friedman at the University of Chicago and are often considered responsible for the success
of the Chilean economy during the
1980s. Guedes seems to have a clear
position on the problem at hand, saying in a recent Financial Times article
that “Brazil wastes the equivalent of a
Marshall Plan each year in servicing
its huge debt ”. Investors expect that
he will commit to privatisations and
social security reform, just as other
Chicago Boys have done.
But investors want promises to
turn into reality and will watch carefully for moves to kick start pension
reform, one of the main causes for
Brazil’s budget deficit. President-elect
Bolsonaro must assert his authority
on a fractured parliament (30 parties are represented in the Brazilian
Congress) if he is to attain the needed
reduction in spending. And he will
only achieve a measure of consensus
as long as finance minister Guedes
manages to boost the economy sufficiently to overcome opposition to
his plans for pension reform and for
improving government efficiency.
This could be easier said than done.
Unlike Brazil, Mexico is running a primary fiscal surplus (1.3% of
GDP, according to IMF figures). But
recent moves by the new elected president Andres Manuel Lopez Obrador (AMLO) have hurt investor confidence. AMLO’s moves to change
the constitution to allow for greater
recourse to public consultations and
his recent proposal to change banking
laws (although quickly withdrawn)
have hit policy visibility. Mexico has
stood out as a kind of Latin American ‘safe haven’ this year helped by
the signing of a renewed US-Canada-Mexico trade agreement, the stability of government debt (a relatively
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low 54% of GDP) and effective fiscal
policy measures. But markets will
only continue to support Mexico as
long as AMLO tones down his recent
rhetoric.
Argentina’s current administration faces the toughest challenge of
any in the region (second only to the
economic and humanitarian crisis
in Venezuela). With a general election due in October 2019, Argentina’s
president Mauricio Macri recently
managed to obtain a USD57bn rescue package from the IMF, the largest ever granted by that organisation.
Argentina’s economy is currently
in recession and has a severe balance of payments problem. Growth is
expected to contract by nearly 3% this
year and inflation to stay over 40%,
while mounting government debt
(63% of GDP, according to the IMF) is,
once again, starting to shut the country out from capital markets. The
IMF has laid down a key condition
for Argentina to receive the loan disbursements over three years: the government must balance its budget by

the second half of 2019 (today it stands
-2.7% of GDP). Perhaps not surprisingly, investors remain on the sidelines, watching closely to see how the
IMF package is used and how the government implements the conditions
attached. Investors still have bad
memories of Argentina’s 2001 debt
default and the breakdown of its relations with the IMF in 2006. The Macri
administration must prove that it is
serious about reform to regain their
confidence.
Latin America needs commodity prices to stabilise if it is to benefit
from global growth and positive capital flows to steady its economies. But
neither are guaranteed. Now is the
moment for the region to stand on
its own two feet, as external shocks
are beyond its control. Much like any
household, Latin America cannot
maintain chronic deficits on a permanent basis: governments need to
reduce expenditures now. This could
be costly in political terms, but is
essential for the future—and investors know it.

LATAM GENERAL GOVERNMENT PRIMARY BALANCE AS % OF GDP
LATAM Government Primary Balance as % of GDP
1,0

0,8

0,5

0,3

0,1

0,0
- 0,5

- 0,1

- 0,2

- 1,0
- 1,5

- 1,1

- 1,3
- 1,6

- 2,0
- 2,1

- 2,5
- 3,0
2009

2010

2011

2012

2013

2014

- 2,8
2015

- 2,7
2016

2017

2018

2019e

Source: International Monetary Fund, staff estimates and projections, October 2018

REGIONAL FOCUS

THOMAS COSTERG
Senior US Economist
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T

he Democrats won about 30 House
of Representatives seats in the
November midterm elections, enough
to give them a majority, whereas the
Republicans maintained control of
the Senate, leading to a split Congress.
Now what for economic policies? There
are basically three scenarios. The first
is that the Democrats become more
confrontational with Trump. After all,
the House has extensive investigative
powers, and Trump has several skeletons in the locker. Confrontation could
extend to the various budget deadlines
ahead, and by feeding uncertainty
could end up posing risks to the economic outlook.
The second scenario is status quo,
which might not be too bad, since the
December 2017 tax cuts still need to be
digested and the strong economy (see
chart) still has to produce the promised
higher tax revenues. This would also
allow the Federal Reserve to stick to its
gradual rate hikes, therefore avoiding
any surprise from Jerome Powell’s Federal Reserve.
The third post-midterm scenario
is that Trump reaches across the aisle
and starts working with the Democrats. After all, Trump was a registered Democrat for several years before
switching affiliation and running as a
Republican. Some aspects of his 2016
programme (the promise of increased
infrastructure spending, for example)
are closer to the Democrats’ platform
than to the Congressional Republicans’, who have turned a blind eye to
infrastructure in the past two years.
The probable House speaker, the Democrat Nancy Pelosi, has underlined her

After the midterms: How
far will Trump assume the
Democrats’ mantle?
Control of the House of Representatives by the Democrats
sets the stage for legislative gridlock over the next two years.
But cooperation between the Democrats and the Trump
administration on some matters cannot be excluded.

eagerness for a bipartisan approach to
issues like infrastructure and healthcare (to lower drug prices, for example). Trump, as ever a dealmaker,
has hinted that everything is up for
negotiation.
But the devil could be in the detail.
More infrastructure spending could
be derailed by disputes over funding.
Raising taxes on corporations even
slightly, as the Democrats propose
(and Trump hinted he might accept),
could be a no go for Senate Republicans. Younger elements on the left of
the Democratic party could seek to
undermine any outreach to the Trump
administration.
Trump could have tacit support
for his trade policies (largely a presidential prerogative) from Democrats,
especially those from the Rust Belt.
The confrontation with China could
potentially worsen in the near term,
especially as the merchandise trade
deficit has continued to rise this year.
Although we think that bilateral dialogue will continue, any breakdown
in relations could start sapping US

business confidence – particularly
among big multinational firms. The
risk is also that Trump extends his
tough negotiating technique to other
trade partners. Our core scenario does
not see tariffs on major European
imports, but we are watching this risk
closely.
The Democrats could also give
tacit support to Trump on regulating
the tech giants. But Trump also faces
potential obstacles on this front, with
Senate Republicans reluctant to rein
in business. And the Trump administration’s setback in the AT&T antitrust
case this year could curb any enthusiasm for further court cases.
Despite the likely gridlock and
the meagre policy outlook, US businesses are in good health, buoyed by
a solid domestic economy. True, the
Fed is hiking rates, but rates are still
far from asphyxiating the economy,
even though the housing market has
cooled lately. It could take more than
the Fed to kill this cycle—and more
than a Washington gridlock.
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Quants - the four revolutions
Data scientists’ growing role and qualitative leaps in areas
such as factor investing and robo-advisory mean investment
management is undergoing profound change.
ALESSANDRO NILO
Head of Quantitative Strategy
Pictet Wealth Management

hese days, everyone is talking
about artificial intelligence (AI)
and its ability to accelerate human
learning. In fact, computers may be getting smarter—but so too are humans,
who benefit from the efficiency
improvements and reduction in errors
that AI delivers. AI development has
accelerated particularly in recent years,
thanks to an unprecedented access to
masses of data and improved computing power, the two elements required
for AI to scale up. But what exactly is
AI and how could it revolutionise the
future of finance?
In essence, AI consists of machines
that create intelligence resembling that
of humans by ingesting structured or
unstructured data through different
sets of learning techniques. Machine
learning (ML) and its subfields (including deep learning (DL), natural language processing (NLP), supervised (SL)
and unsupervised learning (UL)) are the
primary methods applied to gain useful market insights or automate specific tasks.
There has been a jobs revolution in
finance as quants and quantitative analysts have assumed significant roles
while traditional trading jobs have
disappeared. In particular, data scientists (an important new outlet for quant
analysts) analyse and interpret complex
digital data using statistical and mathematical computation in order to assist
in decision-making, whether in investment (forecasts and asset allocation) or
in task execution (quants can help solve
problems faster than humans). Data
scientists are undoubtedly the most
sought-after candidates on Wall Street,
especially those with experience working in predictive analytics and machine
learning.
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Python, an open source code, is
becoming the preferred language of
many aspiring quant analysts because
of its versatility and extensive reserve of
packages for data analysis. We believe
that Python will quietly replace spreadsheets, and eventually attempt to automate some types of research activities
(e.g., presentations and text reports)
while lowering the cost of “manufacturing” them.

“Data scientists with
experience in predictive
analysis and machine
learning are the most sought
after on Wall Street”
The explosion of new data sources
available represents a second revolution. Two and a half quintillion bytes
of data are now being created every day
so that, according to IBM research, 90%
of the world’s data was created in the last
few years.
Over the past two decades, quantitative analysts have become accustomed to working only with structured
data cleansed, readily accessible, easily

stored in databases and in a standardised format. But the future increasingly
belongs to so-called unstructured (alternative) data that is too big for humans
to process with conventional tools since
they come heavy in text, are not necessarily cleansed and may include audio or
video imagery. Some applications of the
use of unstructured data include tracking the number of cargo ships travelling
the chief sea routes to make real-time
economic predictions or the foot traffic
into department stores via satellites to
predict sales before the earnings season
kicks off.
As traditional techniques are proving insufficient for scrutinising increasingly huge volumes of information, the
quant world is constructing ways to consolidate, analyse and determine whether
data can indeed contribute to generating market-beating returns (alpha).
Here is where machine learning comes
into play—allowing us to comb through
messy data to glean insights not previously thought possible.
A third revolution is underway in the
Fintech (financial technology / robo-advisory) space. Virtual assistants in particular (chatbots) are an inexpensive way

to introduce AI to banking. These virtual assistants can help clients to make
payments, pay down debts and invest,
while also providing predictive and
real-time analytics or updates on their
finances, using a medium of their preference (instant messaging, for example).
Similarly, NLP-powered speech recognition and voice-to-data systems are able
to transcribe and interpret quotes, earnings calls, payments and trades, while
automatically feeding the data they collect into reports or trade tickets. The
next generation virtual assistant (available as early as next year) will respond to
messages and make phone calls according to meeting schedules without ever
alerting the sender that it is a bot. It is
estimated that some 85% of customer
interactions will be managed by AI by
2020. To remain competitive, banks will
have to adapt their traditional services
by incorporating more robotics. Indeed,
we believe that robotics will be critical
to the competitiveness of nearly all businesses beyond finance, allowing them to

leverage the vast data resources to better
target customers via personalised offers
and dynamic pricing.
The fourth and last revolution
underway is the rise of factor investing,
a method that goes beyond traditional
passive strategies by employing a more
systematic, rules-based approach. The
reason for factor investing’s rise is simple: it works. Indeed, numerous empirical studies demonstrate that factor
investing can achieve higher risk-adjusted returns than a passive investment thanks to the existence of various anomalies linked to fundamentals,
market sentiment and price-action
indicators, among others. The range of
possible solutions in factor investing
goes from generic single-factor smartbeta exchange traded funds (ETFs) to
more sophisticated offerings based
on bespoke factor indices or actively
managed multi-factor and multi-asset
portfolios.
In conclusion, the democratisation
of information, with the availability

of new, ever more sophisticated data
sources will ensure quants play a key
role in all financial disciplines. Learning to code will be an essential skill for
anyone who wants to work in financial
services, risk management and research.
This shift may be barely visible now, but
it is on the brink of a momentous acceleration over the next decade, when quants
will completely revolutionise the financial ecosystem.
However, we believe that AI alone
cannot solve all financial challenges due
to a fundamental difference between
humans and machines: human experience is cumulative and contextual,
helping us to better understand how
the world works than any nonhuman.
AI machines, in contrast, are designed
to perform only isolated tasks. Humans
continue to possess a breadth of skills
that go far beyond any machine yet
invented: if no man will ever be better
than a machine, we firmly believe that
no machine will ever be better than a
man with a machine.

INVESTMENT INSIGHT

Investments that do good –
a new norm
CLÉMENCE COHENDET

Responsible investing is a fast-growing trend among investors
today. Two of our investment product managers share their
experiences and observations of the boom.
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ver the last two years, we have
seen a constant, growing interest
in responsible investing from clients
and prospects. Particularly among –
but not limited to – the new generation
of clients, we see an increased desire
to understand how a portion of their
wealth can be allocated to investment
solutions that integrate such considerations into the investment process. Such
criteria can be environmental or social,
depending on personal preferences and
motivations. These investors want to
know what their money is going to do
beyond financial returns.

Today, in part due to the ease of
access to information the internet has
ushered in, people are increasingly
aware and mindful of the various challenges confronting the world around
them. For wealth managers, including
Environmental, Social and Governance (ESG) among the factors for consideration in the investment process is
becoming a minimum requirement.
This has coincided with the rise of several mainstream third-party research
providers that make this information easier to access and compare
than before. We have recently signed
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contracts with four such providers to
facilitate the inclusion of these factors
into our investment process.
One question commonly posed
by investors who have not yet bought
into the responsible investing concept
is why not do good through philanthropy without sacrificing investment
returns? We believe philanthropy is
undoubtedly a great way to allocate
a part of one’s wealth to supporting
causes that are close to the heart. However, the key to effective responsible
investing is to implement it without
sacrificing returns. Indeed, by taking
into consideration ESG criteria, managers can reduce long-term risk in a
portfolio by avoiding companies that
are more likely than others to face regulatory fines, bankruptcies, stranded
assets or rising costs of dwindling
inputs down the line.
At Pictet, operating sustainably is
fundamental to our core values. After
all, you don’t survive over two centuries by a short-term mindset. In October, we hosted a Sustainability Week
for employees, a fantastic group initiative intended to raise internal awareness of sustainability themes and
responsible investing. We were fortunate to have a number of inspiring
guest speakers from a range of industries and organisations. Beyond this,
we have group-level campaigns with
punchy sustainability goals. In June of
this year, we decided to cut single-use
plastic throughout the group by 75%
by year’s end and completely eliminate

it by June 2019. We have also been carbon neutral since 2014—perhaps not
what you expect from a conservative
Swiss bank.
Looking ahead, we see responsible
investing becoming the cornerstone
of investment portfolios. Wealth and
asset managers are increasingly adapting their research and investment processes to include ESG considerations
in how they allocate investments. We
believe this trend will continue and
accelerate in years to come. Investment
opportunities across the spectrum,
including impact investing, microfinance, green bonds and others aligned
with the UN Sustainable Development Goals, will grow as international
institutions and policy makers build
momentum in these areas and industries and businesses adapt to comply.
We believe responsible investing is too
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ICE-BofA Merril Lynch. The index data referenced herein is the property of ICE Data
Indices, LLC, its affiliates (“ICE Data”) and/or its Third Party Suppliers and has been
licensed for use by Pictet. ICE Data and its Third Party Suppliers accept no liability
in connection with its use.
NYSE Euronext. All rights in the NYSE Euronext indices and/or the NYSE Euronext
index trademarks vest in NYSE Euronext and/or its licensors. Neither NYSE Euronext nor its licensors accept any liability for any errors or omissions in the NYSE
Euronext indices or underlying data. No further distribution of NYSE Euronext
data and/ or usage of NYSE Euronext index trademarks for the purpose of creating
and/or operating a financial product is permitted without NYSE Euronext’s express
written consent.”
Bloomberg Index Services Limited.
SIX Swiss Exchange AG (“SIX Swiss Exchange”) is the source of SMI_SPI and the
data comprised therein. SIX Swiss Exchange has not been involved in any way in the
creation of any reported information and does not give any warranty and excludes
any liability whatsoever (whether in negligence or otherwise) – including without
limitation for the accuracy, adequateness, correctness, completeness, timeliness,
and fitness for any purpose – with respect to any reported information or in rela-
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2016

*SRI = socially responsible investing

STOXX Limited (“STOXX”) is the source of Stoxx 600 and of Euro Stoxx and the
data comprised therein. STOXX has not been involved in any way in the creation of
any reported information and does not give any warranty and excludes any liability
whatsoever (whether in negligence or otherwise) – including without limitation for
the accuracy, adequateness, correctness, completeness, timeliness, and fitness for
any purpose – with respect to any reported information or in relation to any errors,
omissions or interruptions in the Stoxx indices mentioned on this document or its
data. Any dissemination or further distribution of any such information pertaining
to STOXX is prohibited.”
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critical to ignore and will ultimately
cease to be a choice. This presents a
great investment opportunity. Investors will be confronted by responsible investment issues in their portfolios whether they are conscious of
them or not, and, eventually, including ESG considerations in investment
decisions will be the norm across
managers.

Source : Global Sustainable Investment Review 2016

tion to any errors, omissions or interruptions in the SMI_SPI or its data. Any dissemination or further distribution of any such information pertaining to SIX Swiss
Exchange is prohibited.
The MSCI information may only be used for your internal use, may not be reproduced
or redisseminated in any form and may not be used as a basis for or a component of
any financial instruments or products or indices. None of the MSCI information is intended to constitute investment advice or a recommendation (o make (or refrain from
making) any kind of investment decision and may not be relied on as such. Historical
data and analysis should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on an
“as is” basis and the user of this information assumes the entire risk of any use made
of this information. MSCI, each of its affiliates and each other person involved in or
related to compiling, computing or creating any MSCI information (collectively, the
”MSCI Parties ”) expressly disclaims all warranties (including, without limitation,
any warranties of originality, accuracy, completeness, timeliness, non-infringement.
merchantability and fitness for a particular purpose) with respect to this information. Without limiting any of the foregoing, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, fast profits) or any other damages. (www.msci.com).
@ 2018, Markit Economics Limited. All rights reserved and all Intellectual property
rights retained by “Markit Economics Limited.” or as may be notified by Markit to
Pictet from time to time.
The TOPIX Index Value and the TOPIX Marks are subject to the proprietary rights
owned by Tokyo Stock Exchange, Inc. and Tokyo Stock Exchange, Inc. owns all rights
and know-how relating to the TOPIX such as calculation, publication and use of the
TOPIX Index Value and relating to the TOPIX Marks. No Product is in any way sponsored, endorsed or promoted by Tokyo Stock Exchange, Inc.
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