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he rise in US corporate leverage
triggered fears that a slowdown
in profit growth and higher inter-
est rates could precipitate the end
of the credit cycle. In Europe, euro
credit spreads renewed their ascent
following the global equites sell-off
late last year, rising in tandem with
US spreads. EM companies score bet-
ter on fundamental metrics, as they
have been reducing leverage faster.
EM spreads were hit particularly hard
throughout most of the year, due to
US dollar appreciation against most
EM currencies and the deceleration in
trade volume growth amid US-China
trade tensions and Chinese economic
softening, all of which pushed spreads
wider. Counterintuitively, the sell-off
in late 2018 has had a limited impact
on EM spreads, proving that between
more robust fundamentals and falter-
ing US dollar strength, EM companies
could be positioned to better weather
a further slowdown in global eco-
nomic activity in 2019.
Special caution is warranted for
BBB-rated issuers (just above high
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Plenty of reasons to focus
on quality and even more to
start looking at EM

2018 proved a difficult year for credits globally, as spreads moved
wider in both the developed market (DM) and emerging-market
(EM) space. However, the reasons behind the decompression

across the two markets differ.

yield), as a turn in the US credit cycle
usually brings about a wave of credit
rating downgrades and defaults. The
rating category now represents a sig-
nificantly larger proportion of both
the investment-grade and the high-
yield indices in EUR and USD than it
did 10 years ago.

That is an effect of companies
adjusting their financial policies
against a backdrop of low interest
rates and readily available credit. At
this point in the cycle and with the
resurgence of volatility, we now need
to distinguish between the core and
the fringe BBB-rated issuers. The core
are substantial businesses that are
financially equipped to release cash
flows in restructuring conditions.
The fringe are typically companies
that were attracted to issuing debt
by the low rate conditions prevailing
at the time. Furthermore, within the
core BBB-rated space, one has to dis-
tinguish between issuers that are still
using the debt markets to enhance
shareholder pay-outs and those that
have started rolling out de-leveraging

programmes. That last category is
our preferred segment of the credit
market.

Selectiveness will also be key in
EM credit. We focus on geographic
areas with limited political risk and
issuers that have strong fundamen-
tals, as measured by their delever-
aging momentum and business pro-
file stability. The diverging stories of
Mexico and Brazil last autumn pro-
vided a flavour of what to expect this
year in terms of political risk impact.
Similarly, we prefer issuers based in
Kazakhstan to their Russian sector
peers, given the running risk of addi-
tional US sanctions on Russia.

Taking stock of the more difficult
environment we expect in 2019 for
credit, we have turned underweight
on DM credit, favouring quality in
the credit space and companies with
deleveraging programmes and solid
earnings capabilities. We remain neu-
tral on EM corporates but pay spe-
cial attention to regional stories and
emphasise the selection of robust com-
panies with a deleveraging tilt. m
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Building robust portfolios
for volatile markets

In 2019, we expect a turn in the economic cycle to drive market
uncertainty higher. Which hedge fund strategies are likely to

work in such an environment?

heunfoldingglobal environmentis
providing the potential for greater
dispersion across underlying asset mar-
kets, while temporary liquidity-driven
dislocations as well as plentiful corpo-
rate actions will drive arbitrage oppor-
tunities. In this context, we believe that
market-neutral equity, relative value,
and discretionary macro strategies will
be the most rewarding in 2o19.
Late-cycle market dynamics have
historically benefitted discretion-
ary macro managers. The dynamics
likely to prevail this time around are,
we believe, likely to be less clear-cut
and transparent than in prior turns in
the economic cycle, given the range of
issues currently unsettling markets. As
aresult, our preference is for managers
focused on tactical trading and those
active in areas likely to see extensive
dislocations, such as emerging markets.
We also remain aware that mar-
kets, particularly in the US, will begin
tolose two pillars of support: stock buy-
backs and the impetus provided by the
December 2017 tax cuts. As a result, we
continue to avoid long-biased strate-
gies, especially those active in the less
liquid credit space (although we stand
ready to increase allocations substan-
tially should opportunities arise).

Equity hedged. Equity long/short,
broadly defined, will facea challenging
2019. The potential top-down hazards
are many. Despite a relatively robust
underlying global economy and ongo-
ing innovation, market volatility will
strain portfolio management. Equity
long/short managers will need to be
able to insulate their portfolios from a
series of macro-geopolitical risks while
remaining true to their investment
processes. By contrast, we are bullish
on the prospects for market-neutral
strategies. We believe that managers
accustomed to running low net expo-
sures and balanced factor risk will be
less side-tracked than other equity
hedge fund managers. Those with
strong shorting skills will find increas-
ing opportunity. Managers with either
short-term (one-to-two months) or
long-term (18 months to three years)
horizons face a lower probability of
being shaken out of positions than
those with intermediate horizons.

We believe that market leadership
will broaden, providing greater oppor-
tunities for value-focused managers
that have long suffered from the effects
of quantitative easing (see chart).

VALUE SUFFERS RELATIVE TO GROWTH UNDER QUANTITATIVE EASING
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Relative value. Relative value man-
agers represent an attractive invest-
ment proposition given expectations
for elevated levels of volatility across
asset classes, as well as divergence
between and greater dispersion within
asset classes. We expect multi-strategy
managers to capture a greater number
of tactical investment opportunities
given their ability to move quickly dur-
ing periods of dislocation.

Within relative value, we see spe-
cific opportunities in fixed-income
and volatility arbitrage. Volatility
arbitrage managers should benefit
from higher volatility and a reduced
participant pool (investment banks
have largely exited this space). The
environment for fixed-income arbi-
trage remains attractive in light of the
US Federal Reserve’s balance-sheet
reduction and the end of the European
Central Bank’s net asset purchases. We
remain cautious about the use of lever-
age within this strategy.

Macro. Macro managers enter 2019
witha tactical mindset. The broad out-
look and positioning of macro manag-
ers has turned markedly bearish (for
credit in particular) and risk averse.
While we are neutral macro overall,
within this area we favour fundamen-
tal and trading strategies. Managers
expect disturbances and discontinu-
ities (and hence opportunities) as the
year progresses. In contrast to cur-
rent positioning, we expect Discre-
tionary Macro managers, particularly
those with opportunistic and tactical
trading teams, to react swiftly to
potential market regime changes.
We also favour those managers with
proven capability in trade implemen-
tation via derivatives. m
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In 2019, the outlook for currencies
will likely be clouded by political
uncertainty. At the same time, global
growth moderation also appears
rather likely, with China’s economy
slowing and the US tax cut effects
fading.

As a result, the global environ-
ment should prove supportive of cur-
rencies such as the Japanese yen and
the Swiss franc. More precisely, the
extreme undervaluation of the yen
and reduced scope of its use as a fund-
ing currency should more than offset
the negative impact of an unfavoura-
ble rate differential.

Similarly, lingering European
political uncertainty should weigh
on capital flows out of Switzerland.
As such, the Swiss structural cur-
rent account surplus should continue
to favour a strong franc, despite an
unsupportive rate differential.

The external environmentin 2019
could remain challenging for emerg-
ing market(EM) currencies, although
toalesser extent than in 2018. On the
one hand, the likely moderation in
global economic growth and the fes-
tering trade dispute between the US
and China could weigh on risk appe-
tite and hence, on capital inflows to
EM countries. On the other hand,
the Fed is likely to end its tightening
cycle, which should weigh on the US
dollar and keep alid on US rates.
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2019 currency outlook

We expect a rebound in oil prices during the
winter season, followed by some weakness due
to an unsupportive oil supply/demand balance
in the second half of 2019. This sequence would
suggest a year of two halves for oil-sensitive
currencies such as the Norwegian krone or the
Canadian dollar.

A resynchronisation of the US economy with the
current global trend and the end of the Federal
Reserve’s tightening cycle suggest that the two
key drivers of US dollar strength in 2018 should
weaken in 2019. With that, we believe that the
US dollar should gradually depreciate in 2019.

Overall, it is difficult to single out EM currencies
as particularly attractive (undervalued and
offering decent real rates, with strong external
buffers and low idiosyncratic risks). In our
opinion, the Brazilian real comes close, but
will be highly dependent on the fate of much-
needed social security reforms.



The euro, which behaves like an anti-US
dollar, should therefore gradually appreciate.
More expansionary fiscal policy and the drop
in energy prices should provide some tailwinds
to growth. The expected abatement of political
uncertainties should also prove supportive

of the euro. This is also backed by euro-area
GDP growth, which should stay above trend,
alongside ongoing monetary normalisation by
the European Central Bank.

Political uncertainties will likely remain a theme
for EM currencies overall in 2019 and particularly
for the Russian rouble and Mexican peso.
Additional US sanctions against Russia are likely,
supporting a cautious stance on the Russian
currency, despite elevated carry and the rouble’s
strong external buffers. In Mexico, some time will
likely be needed for the market to fully discount
uncertainties linked to President Lopez Obrador’s
new administration, which suggests poor peso
performance in the meantime.

Although weighed down by current account
deficits, the Indian rupee and Indonesian
rupiah have some attractive features. Their
relatively closed economies mean the two
countries are less exposed to the global cycle
than other EMs and their statuses as net

oil importers mean that they benefit from

a decline in oil prices. Consequently, these
currencies could prove attractive in the
second half of 2019.

The direction for Antipodean currencies will
likely depend on how the US-China trade
dispute evolves and how it impacts the Chinese
growth outlook. Interest-rate differentials

do not favour outperformance of Antipodean
currencies, as central banks are in no hurry to
raise rates, especially in New Zealand.

Given a challenging external environment, we
maintain a cautious stance on EM currencies
with weak external buffers. In particular, the
outlook for the South African rand looks rather
poor. Indeed, weak GDP growth and renewed
concerns about credit risks could further
undermine the rand’s prospects.
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1,800

Number of signatories to
UN-supported Principles for
Responsible Investment
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PICTET AND THE FUTURE

Responsible Investing is

here to stay

Responsible Investing has come a long way over a relatively short
period of time and its growth rate is accelerating. As awareness of
the topic grows, investors are discovering the superior financial
returns in addition to the social and environmental benefits

associated with this approach.

Responsible Investing for everyone
Responsible Investing comes in a wide
variety of flavours, from Environ-
mental, Social and Governance (ESG)
integration, where these factors are
included in traditional financial anal-
ysis, to impact investing, where meet-
ing a goal with social benefits is pri-
oritised ahead of financial returns,
and everything in between. One thing
these varieties share in common is the
fundamental trend they are follow-
ing, an accelerating growth trend that
is here to stay.

To illustrate this and put it into
context, we show here a timeline of
critical events over the last decade
that have defined this trend, starting
with the 2006 launch of the United
Nations-sponsored  Principles for
Responsible Investment (PRI). These
six principles are presented as a vol-
untary and aspirational set of invest-
ment principles that offers a menu
of possible actions for incorporating
ESG issues into investment practice.

AN ACCELERATION OF ACTIVITY

Since its launch, PRI has acquired
over 1,800 signatories, with over USD
7o trillion in combined assets under
management.

Regulatory implications and the
opportunity they present
Last year, the EU published its action
plan on financing sustainable growth
with three objectives: 1/ to reorient cap-
ital flows towards sustainable invest-
ments; 2/ to manage financial risks
stemming from ESG issues; and 3/ to
foster transparency and long-termism
infinancial and economicactivity. The
institutionalisation of such initiatives
makes them applicable to all players
within the EU ecosystem, given the
implication on legislation to follow.
In 2018 alone, five legislative propos-
als were put forward that will have
an impact on financial service players
serving a European clientele

Now there is an opportunity to
be seized, because there are two sides
to this coin. Failing to act will leave

Al Gore's Oscar winning An
Inconvenient Truth, alerting the
public to an increasing
“planetary emergency” caused
by global warming grosses $50
million worldwide

2006

Lehman Brothers collapses on
back of subprime mortgage
crisis and years of misleading
accounting practices.

2007-8

2015

2005

UN Secretary-General Kofi Anan
invites a group of leading
institutional investors to develop
Principles for Responsible
Investment

2009

The Financial Stability Board
seeks to strengthen financial
systems and increase the
stability of international
financial markets.

UN Sustainable
Development Goals
-governments commit to
ambitious environmental
and sustainability
targets with the private
sector playing a key role



GROWTH IN THE VALUE OF SUSTAINABLE INVESTMENTS

W 2012
W 2016
NORTH AMERICA EUROPE
+102% +136%
$8.7tr $12.04tr
$4.3tr

USD 23 trillion
2016 total SRI
assets under management

us exposed to a variety of risks, from
regulatory-related ones to those asso-
ciated with stranded assets (e.g. oil
reserves in a future when government
policy is targeted at staying below
2°C). However, taking action now can
not only mitigate these risks, but even
present a financial opportunity. This
transition already in motion is the sin-
gle biggest investment opportunity of
the coming decades.

Drilling down to the industry
level, let us take a look at shipping
as an example. In 2005, the Interna-
tional Maritime Organization put
a limit into effect on sulphur in fuel
oil at 4.5%. This was lowered to 3.5%
in 2008. and today the cap is 0.5% by
2020. Some large players within the
shipping industry are setting them-
selves targets to go beyond this, to cut
net carbon emissions to zero. These
forward-looking industry leaders are
seizing the opportunity presented
to ensure they are still in the game
in decades’ time, while those who

$8.8tr
' |

ASIA/ OCEANIA
+500%

$174bn - $1.04tr

Source: Global Sustainable Investment Review 2016

fail to act now could face big surges
in costs down the line or even bank-
ruptcy as certain ships may become
stranded assets. And stranded assets
are not unique to the shipping indus-
try, as each industry is threatened by
its own specific version, defined as an
asset that “loses economic value well
ahead of its anticipated useful life™.
Stranded assets are inherently costly
but in many cases avoidable through
long-term, forward-looking leader-
ship and planning.

In 2015, the UN laid out a set of
17 Sustainable Development Goals
(SDGs) to transform the world we live
in by 2030. What they did not provide
is a roadmap to transition towards
these goals, which will require tril-
lions of dollars in investment, from
climate-friendly technological inno-
vation to financing services that fos-
ter human wellbeing. While not all
of these goals will present an equal
investment opportunity, our role
as wealth managers is to mine and

The Paris climate accords
negotiated by 196 states
with the goal of keeping the
increase in global average
temperature below 2 degrees.

2015

Pictet, in cooperation with Swiss
Sustainable Finance, spearheads
an open letter to index providers.
imploring them to exclude
controversial weapons from
mainstream indices.

2015

The FSB launches Task Force on

Climate-related Financial Disclosures to
develop a set of voluntary, consistent

2017 2018

EU publishes action plan on
financing sustainable growth;
with 3 objectives.

climate-related financial risk disclosures used
by companies for the purpose of investment.
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“Annual growth rates of
ESG-labelled investments
are out-pacing industry
growth rates”

1Saltzman, D (2013) ‘Stranded Carbon

Assets—why and how carbon risks should
be incorporated in investment
analysis’.Generation Foundation.
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identify the best long-term sources
of return for the individual or family,
who may be secking pure financial or
a combination of social and financial
returns.

Sustainable investments — where the
investment flows are

With close to 12% annual growth,
ESG-labelled investments are out-
pacing industry growth rates and
now account for USD23tn in assets,
globally. A continuation of this trend
would imply that such ESG-labelled
investments would account for half of
totalinvestments by 2020. This growth
is in part driven by many institutional
investors, which has driven asset man-
agers to transition their product mix
from mainstream to ESG-integration.
In the future, the term Responsible
Investing may disappear and simply
be referred to as investing.

Indeed, Pictet is at the forefront
of the wave moving in this direction.
On the human rights level, in 2011,
we adopted a controversial weapons
exclusion for all of our actively man-
aged portfolios. However, this did not
address client assets in index-tracking
passive strategies as our duty in those
cases is to replicate the index in full.

Content completed on 15 January 2019
Editors: Isidore Ryan and Melanie Larkin
Design: Stéphane Bob, Forth Studio
Printed on FSC-certified paper.

To take action, Pictet, in cooperation
with Swiss Sustainable Finance, spear-
headed an open letter to index provid-
ers, engaging them to exclude con-
troversial weapons from mainstream
indices. By late 2018, we had secured
the backing of over 80 Swiss and inter-
national asset owners and managers
with combined assets of USD4.2tn.

Many Pictet clients are actively
involved in philanthropy and char-
ity work as a way of giving back and
doing good. In fact, high-net-worth
individuals, from Bill Gates to War-
ren Buffet, were the first to start push-
ing for a transition to a more sustain-
able and inclusive form of capitalism.
It is their energy and quest for a leg-
acy beyond financial returns that ulti-
mately inspired and influenced insti-
tutional investors to start integrating
these factors more broadly.

Our goal is to continue this conver-
sation and accelerate our journey to a
brighter future for people and planet,
by promoting awareness that doing
good can extend into financial port-
folios as well. With the right momen-
tum, it could kick-start a virtuous
circle of asset allocation that delivers
environmental, social and health ben-
efits in addition to financial returns. w
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or short positions in, and buy or sell, or otherwise have interest in, any of the Investments
mentioned herein, and may or may not have relationships with the issuers of or entities
connected with Investments mentioned in this document. BPCAL/Pictet HK branch and
their affiliates (or employees thereof) may act inconsistently with the information and/or
opinions presented in this document.

The information used to prepare this document and/or any part of such information, may
have been provided or circulated to employees and/or one or more clients of BPCAL/Pictet
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