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Many investors draw comfort from the fact that the 
world economy has a habit of defying gravity. 

It has grown in 58 of the past 60 years, having over-
come war, terrorism, political upheaval, energy crises 
and financial busts. And there is no reason to believe it 
can’t build on that record over the rest of this decade. It 
will likely continue to advance year in, year out.

Yet plenty of those same investors will also have no-
ticed that the economy’s ongoing expansion rests on 
ever more fragile foundations. Gone are the days of the 
Great Moderation, when global trade was flourishing, 
and inflation and interest rates were heading inexora-
bly lower. 

That era has given way to a period that is decidedly 
less benign. In our 12th Secular Outlook, we find that 
as globalisation stalls, the world population ages and 
businesses struggle with the rising costs of net zero and 
labour shortages, productivity is unlikely to rise much 
over the remainder of this decade.

As such, we expect only modest GDP growth over 
the next five years. True, our models predict a solid eco-
nomic expansion from some reform-minded emerging 
market giants such as India. But this will be offset by a 
sub-par performance from the US and China. World-
wide, we expect the economy to grow by just 2.6 per 
cent per year in real terms through to 2029, just below 
its long-term average. 

Making matters potentially more complicated for 
investors is the likelihood that moderate growth won’t 
translate into moderate inflationary pressures. We 
think inflation might prove a stubborn foe; although it 
will eventually settle within central bank target ranges 
by the end of this decade, it will be more volatile than 
policymakers would like. Not least because of labour 
shortages and the possibility that the net zero transi-
tion could push energy and commodity prices higher 
over the medium term. 

Overview
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All in all, it’s an economic environment that will al­
ter the dynamics of equity, bond and foreign exchange 
markets in a number of ways. First, equities’ excess re
turns over corporate bonds will be below average. In 
absolute terms, stocks in the MSCI World Index will 
generate a reasonable return of some 7 per cent per year 
in local currency over the next five years. But relative to 
corporate bonds, our calculations show they will deliv-
er an excess return of just 1 per cent per year versus 
around 10 per cent over the past five years – and this for 
roughly two times the risk. 

Less obvious but no less important, the dispersion 
of returns across regional and national equity markets 
will decline. Our forecasts show that almost every equi-
ty market in the developed world will generate an an-
nualised return that is either only marginally above or 
marginally below the 7 per cent mark. 

The final major change will occur in the foreign ex­
change market. Here, the defining feature will be a 
steady but persistent depreciation in the US dollar. On 
a trade-weighted basis, we expect a decline of some 2 
per cent per year through to 2029. 

As these three trends coalesce, they present a slight-
ly different course for investors to follow over the next 
five years. Corporate bonds should account for a larger 
share of portfolios while same can be said of assets that 
are negatively correlated to the dollar. Investors might 
also be better served by allocating capital along sectoral 
rather than regional lines. 

luca paolini
Chief Strategist  
Pictet Asset Management



3

Figure 1
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Global economic growth will be moderate over the 
next five years. 

While a productivity boost from the widespread 
adoption of artificial intelligence (AI) cannot be ruled 
out, we believe that the downtrend in GDP growth seen 
over the past few years will remain largely intact, with 
anaemic productivity growth, an ageing population and 
plateau in globalisation and excessive public debt – the 
legacy of the 2008 global financial crisis and Covid-19 – 
set to weigh on economic activity. 

Amid all this, the US economy will lose some of its ef-
fervescence, while India will emerge as the new source of 
global growth. 

The moderation in growth will also be a necessary – if 
not sufficient – condition for inflation to return to levels 
that are both socially acceptable and broadly in line with 
central banks’ targets. 

The growth/inflation mix will ultimately be deter-
mined by the interaction of monetary and fiscal policy – 
with the latter likely to dominate the former. The domi-
nance of fiscal policy will, in our view, result in more 
frequent boom and bust cycles and trade conflicts. De-
carbonisation and the development of AI will become 
the focus of aggressive industrial policies worldwide, pit-
ting China, the world leader in green technology, against 
the US, the dominant force in AI. 

Global trends

Over the past 20 years, global economic growth has 
been in a steep downtrend. At the beginning of 2000, 
economists’ consensus forecasts pointed to trend global 
GDP growth being above 4 per cent over the long run; 
now, it is running at around 3 per cent (and even lower 
using our own forecasts and weights). 

Some economists blame deglobalisation. 
But we believe the role of deglobalisation in all this 

has probably been exaggerated. While trade in goods has 
plateaued, trade in services (tourism, digital data) is 
booming and is less vulnerable to protectionist meas-
ures. The value of global trade in digitally delivered ser-
vices and goods – those delivered remotely or via com-
puter networks – rose to USD3.82 trillion in 2022, 
accounting for a record 54 per cent share of all services 
trade. With an 8.1 per cent average annual growth rate 
for almost two decades, this category has outpaced all 
others according to IMF calculations. And what is more, 
we think that nearshoring or friendshoring will soon 
lose momentum.
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So if deglobalisation hasn’t been a major brake on 
growth, what has? There have been several forces at play: 
total factor productivity has declined, the labour force 
has been growing at a much lower pace (slower popula-
tion growth but also lower participation rates in some 
countries) and the capital input per employee has stag-
nated. 

Looking ahead, we doubt that efforts at re-industrial-
isation in developed economies will have a material pos-
itive impact on growth and productivity. 

If there has been one lasting side effect of the Covid-19 
pandemic and the implementation of more muscular na-
tional security measures following Russia’s invasion of 
Ukraine, it is the dramatic increase in the use and scope 
of domestic industrial policies. 

This has some positives. One is that greater state in-
tervention is badly needed to facilitate the decarbonisa-
tion of economies and the achievement of net zero tar-
gets. 

On this particular matter, we continue to believe that 
governments will ultimately stick with their carbon re-
duction plans and will not backtrack – even if there are 
signs of policy fatigue and a voter backlash. That is be-
cause the work still needed to be done to hit net zero is 
both staggering and concerning.

Despite committing to decarbonisation, governments 
remain on course to produce more than double the 
amount of fossil fuels in 2030 than what the Paris Agree-
ment's targets allow. Currently 80 per cent of the global 

Figure 2 
Growth in capital, labour,  

total factor productivity, annual, %
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energy supply comes from fossil fuels. Meanwhile, the 
accord requires carbon emissions to be cut by 40 per 
cent by 2030 to keep global temperatures from rising 1.5 
degrees centigrade above pre-industrial levels. That 
equates to a 7 per cent reduction per year and compares 
to a 1 per cent increase in emissions in 2023. 

Yet while the green transition is imperative and 
makes financial sense over the long run, economic bene-
fits are likely to be modest over the medium term. 

Our economists believe that green investments will 
crowd out more productivity-enhancing investments, 
with no tangible impact on productivity. The green tran-
sition is more of a relative than absolute game as far as 
investors are concerned – in other words, there will be 
winners and losers. For more information on this, please 
see "A closer look at the transition risks of net zero". 

So if the green transition will not provide a produc-
tivity boost, at least in the near term, could recent ad-
vances in technology and medicine step into the breach?

For many investors, hopes for a return to robust and 
non-inflationary economic growth appear to rest on the 
widespread adoption of AI and the success of medical 
breakthroughs such as the new “miracle” weight loss 
drugs. 

The belief is that an investment surge in new technol-
ogies can result in a significant increase in productivity 
and, in turn, trend GDP growth. Yet it is still too early to 
discern any positive effects: the evidence is patchy at 
best. 

This explains why we prefer to err on the side of cau-
tion and assume no material shift in trend growth over 
the next five years (even if we are more optimistic over a 
longer time horizon).

While it is clear to us that AI is a hugely transforma-
tive technology that will have a significant impact on our 
personal and working lives, less clear is how AI will im-
pact GDP growth. 

History doesn’t paint a universally positive picture 
when it comes to the diffusion of tech. 

The introduction of smartphones almost two decades 
ago, for example, has had a very limited, if any, impact 
on economic growth but immense social effects. And 
some advertised breakthroughs – think of virtual reality – 
never really took off.

The extent of  “US exceptionalism”  
has been exaggerated.
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The key question is whether AI is a productivity-en-
hancer or rather a labour-displacer and how fast the rate 
of adoption will increase. Most researchers agree that 
more than half of the jobs in developed economies are 
vulnerable to AI – and most of those are well-paid, ser-
vice-related jobs – which is what distinguishes the em-
ployment impact of AI from that of other types of en-
hanced automation that pre-dated it. While generative 
AI appears to be more of a complement to human work, 
the potential emergence of general AI systems could be a 
massive game-changer for the labour market. Labour 
displacement will become an almost inevitable outcome 
once AI is able to outperform humans in all tasks – even 
those involving creativity and empathy. But when will 
artificial general intelligence (AGI) become a reality? 
There is a huge dispersion in experts’ forecasts, but we 
can’t rule out the possibility that this could happen in 
the next decade. 

The rate of adoption of AI ultimately depends on its 
costs and benefits – and these can vary substantially 
across countries and industries. Just as importantly, 
there are several obstacles to the widespread diffusion of 
AI. Among them are: 

	• Energy use and electricity grid 
Some studies forecast that AI-driven global data cen-
tres will use as much as 5 per cent of all global energy 
supply by 2030. This could raise the cost of AI inputs 
but also necessitate substantial investments in the 
electricity grid, which may not materialise in the face 
of significant budget constraints.

	• Data availability 
In a paper published last year, a group of researchers 
predicted the world will run out of high-quality text 
data before 2026 if the current AI training trends 
continue. Data is cheap but not infinite.

	• Legal hurdles (copyrights and privacy) 
The question here is whether and how much AI mod-
els should pay for the data protected by copyrights 
used in their training. The US has been laissez-faire 
on this issue so far but tensions are building. The use 
of AI famously became a lightning rod for strike ac-
tion among screen writers and actors, paralysing TV 
production for several months last year. Unions rep-
resenting both groups ultimately reached a deal with 
the studios on securing protection against the use of 
AI – a cornerstone of the agreement was the required 
performer's permission at each step of the generative 
AI process.
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	• Political and regulation 
Regulation of AI is in its infancy but a political and 
societal backlash against the widespread use of the 
technology is likely, particularly if job losses mount 
or some ethical red-lines are crossed. A notable exam-
ple is the ban on human cloning following the crea-
tion of Dolly the sheep in 1997. However, we expect 
regulation to be slow, based on historical experience 
and the geopolitical reality. The US Congress has 
been extremely slow to introduce new regulation in 
the past – it took years to regulate railroads, tele-
phone services, radio and the Internet - and govern-
ments are likely to refrain from enacting anything 
that would cripple an industry in which they want to 
build geopolitical supremacy. The political backlash 
is more likely to originate from a rising AI-induced 
income inequality and industry concentration – but 
again we don’t see this happening over the next five 
years. 
So what might be AI’s impact on growth within a 
five-year timeframe? Views among economists di-
verge significantly. Our economists believe that the 
impact of AI on actual and trend growth will be im-
material over the next five years. And the data cur-
rently available seems to validate this view: invest-
ment in tech is growing at a far lower pace than in 
the 1990s while US total factor productivity is up a 
mere 0.7 per cent year on year according to official 
data. In its World Economic Outlook 2024, mean-
while, the IMF said that AI could boost global pro-
ductivity by just 0.1 per cent to 0.8 per cent – account-
ing for some 50 per cent of the expected rise in 
productivity it expects over the next six years. Signifi-
cant, perhaps, but not enough to fully offset other 
productivity-reducing factors like ageing popula-
tions, trade sanctions and high public debt burdens.  
That said, if we assume that AI would indeed boost 
productivity by, say, 0.5 per cent, all else being equal, 
the impact on asset returns could prove significant. 
Based on our models, this would translate into a 10 
per cent higher price-to-earnings ratio for global 
stocks and a higher real bond yield of 0.5 per cent, 
which would reduce the equity risk premium (ERP) 
by one percentage point over the long term, a fall 
that is 25 per cent steeper than our base case scenar-
io.
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For the time being though, we believe it is too early to 
revise up our world economic growth forecasts on overly 
optimistic assumptions on AI but we will of course mon-
itor the evolution of AI adoption in the coming years.    

 To what extent can the global economy rely on the 
US for its growth?

There is no doubt that the US economy has emerged 
from Covid in a position of relative strength, rediscover-
ing some of the animal spirits of the 1990s. US net capi-
tal growth is twice that of Europe’s while its “allocative 
efficiency” – or how it efficiently it allocates capital re-
sources – remains unmatched according to a recent IMF 
study. Since 2020, the US has attracted more foreign di-
rect investment than any other country. 

However, the extent of “US exceptionalism” has been 
exaggerated in our view. 

For a start, the recent economic outperformance of 
the US economy is largely dependent on an unsustaina-
ble level of policy stimulus, a legacy of Covid-19. Accord-
ing to our calculations, the US has still a combined “leg-
acy” excess stimulus (monetary and fiscal) of close to 17 
per cent of GDP, compared with just 7 per cent in the 
euro zone and even less in China.

Figure 3 
Expected GDP growth,  

by country and region, %

Average over the next five years
Trend

Global

United States

Eurozone

Japan

Emerging markets

Germany

United Kingdom

Switzerland

China

India

Asia ex-Japan

Latin America

0 1 2 3 4 5 6 7 8

Source: Pictet Asset Management;  
forecast period 31.03.2024-31.03.2029

Below trend growth



12

This excess stimulus has resulted in a gigantic “twin 
deficit” – current account and fiscal deficit – of 8.5 per 
cent of GDP in 2023. Only Turkey has a marginally higher 
twin deficit among the world’s largest economies. 

A 7 per cent fiscal deficit in an economy operating at 
full employment is clearly not sustainable. For the first 
time in the last century, the US government will spend 
more on servicing its debt than on defence (3.1 per cent 
vs 3 per cent of GDP this year, respectively). 

According to economic historian Niall Ferguson, 
when this happens, it is the beginning of the end for em-
pires. He recently wrote it was “true of Hapsburg Spain, 
true of ancien régime France, true of the Ottoman Em-
pire, true of the British Empire”. 

And while government finances have deteriorated 
across the world since the global financial crisis of 2008, 
the US fiscal sustainability metrics have deteriorated 
much faster. US net debt is up nearly 20 per cent of GDP 
over the past decade, Europe’s is roughly at the same lev-
el; and the US has been running on a cyclically-adjusted 
primary deficit that is 3 percentage points worse than 
the euro zone since the 2008 financial crisis.

Just as concerning is the fact that the boom in US 
manufacturing construction has been very narrowly 
based, with the tech-related sector up 400 per cent over 
the past two years. The very latest data suggests the rate 
of growth in manufacturing construction is slowing 
down to 14 per cent year on year, partly due to a short-
age of workers. Worryingly for the country’s economic 
prospects, the US manufacturing sector still accounts for 
just 10 per cent of GDP, less than half the level of major 
industrialised economies (China, South Korea, Japan, 

Figure 4 
Fiscal and monetary stimulus,  

as % of GDP, by country since 2009
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Mexico, Germany). The sector is barely growing at all: 
output volumes are at the same level as 10 years ago, 
manufacturing jobs have plateaued at pre-Covid levels 
and wages in real terms are still below the pre-Covid 
peak.

There are also features of the US growth story that 
are likely to fade from view. First, the shale oil boom that 
turned the US into the world’s largest oil producer – oil 
production is now 13mbd (thousand barrels per day) vs a 
low 4mbd in 2005 – and the US is now for the first time 
since at least 1949 a net exporter of oil – a huge economic 
but also geopolitical gain. Then there are tax cuts and 
reshoring. Former President Donald Trump’s 2017 tax 
cuts have boosted profits and investment, while the 
re-shoring trend evident both pre- and post-Covid has 
resulted in the US becoming the world’s top destination 
for foreign direct investment. 

Elsewhere in the developed world, Europe and Japan 
will grow at 1.1 per cent and 0.8 per cent per year, respec-
tively, over the next five years – and they both look sus-
ceptible to deglobalisation and an ageing of their popu-
lations. 

China’s fading effervescence 

China’s ability to boost world growth is waning – its 
boom years are behind it. We forecast its trend growth 
to be closer to 4.5 per cent per year and the IMF sees it 
dropping to just 3.5 per cent by the end of this decade. 
That compares to about 6 per cent per year over the pre-
vious 10 years.

While that won’t stop China becoming the world’s 
biggest economy by the end of this decade, structural 
problems will remain. 

The country is inhibited by a shrinking labour force, 
an over-leveraged and over-regulated private sector, an 
economic policy driven by socio- and geopolitical con-
siderations, US trade sanctions and a frozen property 
sector. 

The transition from an investment-led to a consum-
er-led economic growth model is taking more time than 
we envisaged. The investment share of GDP is still above 
40 per cent, and the consumption share marginally be-
low that – a gap that has been fairly stable since 2016. 
The result is a chronic overcapacity in manufacturing. 
Note that China accounts for more than 30 per cent of 
global production, but only about 10 per cent of global 
consumption – which in turn makes China an easy tar-
get for trade sanctions. China is also struggling from the 
imposition of crippling restrictions on semiconductor 
trade by the US – an area that is key for China achieving 
its long-term ambitions of technological leadership. 
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That’s not to say the picture is universally bleak.
For one thing, it has been able to counter some of the 

effects of US trade restrictions. It has rapidly and suc-
cessfully developed an alternative China-centric trading 
architecture focused on the “Global South” and free-
trade agreements – the network currently includes 28 
countries and territories that account for close to 40 per 
cent of China’s exports. Since 2023, China has been trad-
ing more with Southeast Asia than the US (China’s trade 
with the BRI countries exceeded that with the US, EU 
and Japan put together).

Its technological expertise is also broadening and 
deepening. In e-commerce, fintech, high-speed trains 
and renewable energy, China is at or near the technolog-
ical frontier. 

The same is strikingly apparent in electric vehicles: 
China last year become the world’s biggest exporter of 
cars.

More broadly, among the 64 “critical” global technol-
ogies identified by the Australian Policy Research Insti-
tute, a think-tank, China leads the world in all but 11, 
based on its share of the most influential research pa-
pers in those fields. The country is also number one in 
5G and 6G communications, as well as in bio-manufac-
turing, nanomanufacturing and additive manufacturing. 
It is also a world leader in drone, radar, robotics and so-
nar technologies, as well as post-quantum cryptography. 
And it is even ramping up on semiconductors. So while 
it may lag behind the US in the race for AI supremacy, it 
is way ahead in green technologies and decarbonisation.

India: the growth leader  
in emerging markets

As China’s growth moderates, India’s will gather pace. 
It is on course to become the world’s third largest econo-
my by the end of the decade. The subcontinent stands to 
reap the benefits of business-friendly policies, a still sig-
nificant demographic dividend, a stable government and 
a massive infrastructure spending plan: India already 
has 149 airports, double the number a decade ago, and is 
adding 10,000km of new roads and 15GW of solar-energy 
capacity a year. 

China’s ability to boost  
world growth is waning –  

its boom years are behind it.
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There are other factors in its favour too. Take services. 
India is already a services exporter power – account-

ing for 4.5 per cent of overall services trade and a higher 
share of “value-added” services such as financial, tech 
and legal services.

It is also reaping the rewards of being in a geopoliti-
cal sweetspot – an ally of the US but close to Russia, a 
leader of the Global South and engaged in well-managed 
competition with China.

Southeast Asia has by far the best economic outlook 
of any region. Superior trend growth and moderate in-
flation – notably all major economies with a trend GDP 
to trend inflation ratio (our favourite metric) above 1X 
are located in Asia – Switzerland being the exception. 
ASEAN countries score even better.

Africa and LATAM are still stuck in a lost decade. Af-
rica’s share of global GDP is still at 3 per cent – the same 
as 10 years ago – and its per capita income is 6 per cent 
of the US level, lower than two decades ago. LATAM has 
done even worse. On a per capita basis, income is still 25 
per cent of the US level and its share of GDP is 7 per cent 
vs 10 per cent in 1990 – two lost decades!

The secular outlook for inflation

We expect inflation rates to moderate over the next 
five years and eventually converge towards the typical 2 
per cent target of central banks. 

But it will be a bumpy road, with the risks for infla-
tionary pressures skewed to the upside.

We see the recent surge in inflation as policy-driven 
and more cyclical than structural. Covid-19 has provided 
a textbook backdrop for an inflation surge: a boost in 
demand courtesy of massive fiscal and monetary stimu-
lus and severe supply constraints caused by pandem-
ic-inspired social mobility and trade restrictions. The 
war in Ukraine added to inflationary pressures. Now, 
thanks to tight monetary policy and the gradual normal-
isation of global trading conditions, inflation is slowly 
reverting to its long-term trend.

However, on balance, the upside risks are evident. 
Structural trends point to higher inflation abound. 
These include the economic disruption of the green 
transition, a shrinking global labour force and a likely 
increase in government spending. 

Technically speaking, inflation is the sum of the 
growth in profit margins, unit labour costs and non-unit 
labour costs. In particular, in the US, unit labour costs 
are four times higher than margins. We expect profit 
margins to stop expanding but remain resilient due to 
high industry concentration and above-average opera-
tional efficiency. It is worth highlighting that flattening 
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profit margins are a powerful disinflationary force. By 
our calculations, margin growth accounted for approxi-
mately 50 per cent of the rise in inflation over the past 
five years in the US so any significant moderation in 
profit growth should result in lower inflation. 

The stability of margins will partly offset some upside 
pressure on wages coming from a structural tightness of 
the labour market. But we do believe that wage pressures 
are somewhat overstated – we think that AI and automa-
tion, as well as outsourcing in the service sector will go a 
long way to limit domestic wage pressures originating 
from a shrinking labour force. US real wages are still 
some 5 per cent below pre-pandemic trends; US real 
wages have just recovered to the levels reached in 1972, 
when trade union power was at its peak. In the euro 
zone, negotiated real wages are rising but remain below 
the levels of a decade ago. 

Contrary to conventional wisdom, the inflation surge 
seen in the wake of the pandemic has lifted corporate 
profits and rental income by more than it has wages. 
While low-income workers enjoyed higher-than-average 
pay rises in recent years, the overall share of GDP going 
to labour has not risen; in fact, the US capital share of 
private GDP is still at a record high of 40 per cent while 
our preferred measure of social inequality – the ratio of 
total employee compensation to US market cap – is fluc-
tuating around its all-time low of 20 per cent. Until the 
mid 1990s, this ratio averaged at around 100 per cent. 

By our calculations, which assume corporate margin 
profit margins will be flat, unit labour costs are set to 
rise by 3 per cent (marginally below the average of the 
last five years) and unit non-labour costs by 2.5 per cent. 
This indicates US inflation will decelerate to around 2.4 
per cent, on average, over the next five years (see FIGURE 
5). 

Unit labour 
cost, %

Unit profit,  
%

Unit  
non-labour 
cost

GDP  
deflator

Weight 57.0 17.0 26.0 100.0

Last 5 years 3.2 8.9 1.5 3.7

Next 5 years 3.0 0.0 2.5 2.4

FIGURE 5
Contributions to inflation

Source: Pictet Asset Management

Profit and wage  
growth show the  
way for inflation
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That said, relative prices will be worth watching as 
they will be key drivers of an individual industry’s prof-
itability. For tech and health, the respective secular 
trends we see having a bearing on earnings are the end 
of tech price disinflation and the start of disinflation in 
drug prices. In the US in 2022, prices across all catego-
ries of drug (brands and generics) were nearly 2.8 times 
as high as prices in comparison countries, so a modera-
tion here is long overdue. For the first time in 40 years, 
trend inflation in drugs is below overall trend inflation 
while the provisions of the Inflation Reduction Act 
(IRA) – those requiring the government to negotiate 
“maximum fair prices” with manufacturers - will likely 
accelerate this shift (the IRA introduces limitations on 
increases in drug list prices to the rate of inflation and 
requires price negotiation for some older medications 
without generic or biosimilar competition). In the tech 
industry, by contrast, inflation is picking up. The US 
tech equipment deflator is in positive territory for the 
first time ever, with prices for semiconductor devices 
surging 5 per cent year on year. 

Figure 6 
Expected inflation rates,  
%, by country and region

Average over the next five years
Trend

Global

United States

Eurozone

Japan

Emerging markets

Germany

United Kingdom

Switzerland

China

India

Asia ex-Japan

Latin America

0 1 2 3 4 5 6

Source: Pictet Asset Management;  
forecast period 31.03.2024-31.03.2029

Inflation to remain above 
the long-term trend
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Impact of shifting fiscal and  
monetary regimes 

The interaction between monetary and fiscal policy 
(or regimes, for long-term horizons) is a key determinant 
of the performance of financial assets.

Over the past four decades, investors have been, for 
the most part, operating in a regime of monetary domi-
nance – in other words, monetary policymakers set the 
inflation targets and then actively strive to achieve them, 
while fiscal policy operates within the framework of debt 
sustainability. However, largely as a consequence of Cov-
id and new political imperatives and priorities, the pen-
dulum in our view may be shifting in favour of fiscal 
dominance, with governments regaining the upper hand 
over technocrats in setting the domestic political agenda. 

In such a world, fiscal policy would actively reflate the 
economy, while monetary policy takes a more passive 
role, de facto aiming to stabilise debt rather than deliv-
ering on inflation targets. That, in turn, will mean lower 
interest rates than required, more volatile inflation and 
more volatility for financial markets. 

While we believe that debt servicing costs are likely 
to remain relatively manageable, reducing government 
borrowing will eventually become the priority for much 
of the developed world. This will be achieved partly 
through higher individual and corporate taxes, although 
a serious debt reckoning is unlikely within the next five 
years. 

“The only viable equilibrium is for  
economic growth to be  

slightly below potential... for interest rates 
to remain above the average...  

and for inflation to be on average slightly 
above 2 per cent.”

luca paolini
Chief Strategist  
Pictet Asset Management
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The US is the prism through which investors can 
most clearly see what a shift to fiscal dominance would 
mean in practice. Under a monetary-dominant regime, 
consistent with 2 per cent trend GDP growth, 2 per cent 
inflation and an interest rate of 2.8 per cent, the US 
should be able to run a cycle-adjusted primary balance 
of only -1 per cent of GDP. This would imply a 3.5 per 
cent to 4 per cent fiscal tightening from current levels – 
or around two-thirds of the cumulative tightening car-
ried out after the 2008 global financial crisis. 

In contrast, under a fully fiscal-dominant regime, the 
Fed would set an interest rate at a level that would help 
stabilise government debt levels. That would be around 
1.25 per cent to 1.5 per cent across the cycle based on our 
calculations, resulting in consistently higher inflation. 
Fiscal policy, meanwhile, would be skewed towards 
more borrowing. 

However, there are limits to governments’ ability to 
spend and raise debt, even in the US. Having the domi-
nant reserve currency and the most liquid risk-free mar-
ket in the world does create a sort of foreign “captive” 
demand for US Treasuries but bond vigilantes and in-
vestors can force any government into fiscal discipline 
through higher interest rates.

The key question here is at what level of debt and, 
more importantly, net interest payments will govern-
ments’ profligacy reach its limit? 

We think that 10 per cent of GDP spent on debt ser-
vicing is a good, conservative estimate. For the US, tak-
ing even local and state governments into the equation, 
this means a doubling of the interest bill – to the point 
where it will be higher than both Medicare/Medicaid 
and social security. Based on our estimates and current 
trends, this could take some 30 years but only if you as-
sume stable trend GDP growth and no deviation of fiscal 
policy from its projected path – both of which are very 
optimistic scenarios. With a less sanguine assumption of 
bond yields rising to 6 per cent and the US primary defi-
cit stabilising above 5 per cent – where it is currently – 
the wall could be hit within the next decade. 

And even without the debt Armageddon, government 
profligacy has a cost. The IMF estimates that, all else be-
ing equal, a 1 percentage point increase in the US prima-

That will mean lower interest rates,  
more volatile inflation and more volatility  

for financial markets.
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ry deficit is associated with a rise in term premiums of 
US treasuries of about 11 basis points in the quarters 
that follow.1

There will be other limits on excessive fiscal domi-
nance too. Central banks will fight hard for their inde-
pendence. And we believe that both the political estab-
lishment and the electorate will ultimately resist a 
return to debt-fuelled inflation. Inflation is unwelcome 

for either party. For the former, inflation is a big liability 
when it comes to elections; for the latter, inflation is a 
regressive tax.  

Taking all this into account, we believe a mild form of 
fiscal dominance is the most likely outcome in the next 
five years, as governments still have some room before 
we hit the limit of fiscal spending. And a mild form of 
fiscal dominance – with an expansionary fiscal policy 
and a still tight but less so monetary policy is historical-
ly a benign environment for financial markets (as we saw 
in the 1980s and, to a lesser extent, in 2018).

However, central banks must follow a very narrow 
path. Faced with a structurally expansionary fiscal policy 
(due to rising ageing-related social spending, the green 
transition, increased military spending and low appetite 
for new taxation), monetary policymakers will find it in-
creasingly difficult to stick to their inflation targets, 
achieve full employment and keep rates low enough to 
preserve the sustainability of public finances.

 

	 1	 IMF Fiscal Monitor April 2024

Figure 7 
US net interest payment as % GDP  

under selected scenarios 
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* 1Q average 5-year forward of US government bond yield 
of tenor closest to average debt maturity.  

Source: Refinitiv, IMF, Pictet Asset Management. As at 1Q2024. 
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So what is the optimal long-term outcome that al-
lows economic growth without financial market insta-
bility?

In our view – looking at the US over the next five 
years – the only viable equilibrium is for economic 
growth to be slightly below potential to reduce underly-
ing inflation pressures, for interest rates to remain 
above the average of the past two decades and for gov-
ernment deficit to be marginally lower. The Fed’s bal-
ance sheet will remain high too – at around 25 per cent 
of GDP (versus 27 per cent now and 35 per cent at its 
peak). 

Inflation rates will decline slowly and in a volatile 
fashion. This will allow a sort of passive fiscal tightening 
through fiscal drag (through the freezing of tax thresh-
olds), but the tightening will fall well short of what is re-
quired to stabilise debt metrics.

To make up for too little tightening in the near term, 
barring a productivity boom, a significant increase in 
taxation seems inevitable in the coming decades. In our 
view, it will be skewed to where the money is – wealth 
(inheritance, capital gains) and corporations (e.g. taxes 
on corporate income, excess profits, buybacks, carbon 
emissions) – and where it is politically less painful (e.g. 
import duties, tourist taxes). Cuts in social benefits 
(higher retirement age, reduced access to free health-
care) or subsidies (e.g. of fossil fuels) will be very prob-
lematic.

For the next five years, though, the debt supercycle 
will continue and in our view will result in low but rea-
sonable returns in financial markets – see section 2.
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This year 60 per cent of the world’s population will be 
heading to the polls, and the overall electoral trend is 
towards market-unfriendly policies – including ever big-
ger governments. At the same time, geopolitical risks are 
on the rise. The conflict between Israel and Hamas could 
escalate into a regional conflagration and Russia’s inva-
sion of Ukraine and general belligerence could yet draw 
other countries into the war, while China and Taiwan 
are a perennial worry.

As a result, investors face a geopolitical "recession" 
that could convulse financial markets. But there are ways 
to hedge against these risks by applying what we know 
about the relationship between market performance and 
the nature of political and economic regimes.

Voting for change?

In our view, election outcomes only truly become sig-
nificant for financial markets when a country’s econom-
ic structure and its institutional foundations – key deter-
minants of domestic asset class returns – are at stake. 

This is why a secular shift towards market-unfriendly 
populism, bigger governments and less economic free-
dom should be a concern for investors – over a longer 
time frame, they will need to hedge against these risks.

Fortunately, there are some solutions. The equity 
markets and currencies of countries with relatively small 
governments and a low and efficient regulatory burden 
tend to outperform over the long run. Combining these 
factors with our own valuation metrics, we find that 
Switzerland, Southeast Asia and Gulf Cooperation 
Council (GCC) countries are best placed to offer inves-
tors better returns over the medium to long term.

While we do not try to predict the outcomes of elec-
tions, we can identify countries at risk of having their 
markets undermined by a populist surge. The key varia-
bles we monitor in developed economies to gauge politi-
cal risks are inequality, the growth/inflation mix, fiscal 
balances and migration trends.

The impact of entrenched political and economic 
models in the performance of financial markets is, we 
believe, significantly underappreciated. Conventional 
wisdom holds that investors prefer to allocate capital to 
a free-market economic system with light regulation, ef-
ficient judiciary, low taxation and low trade tariffs. They 
also like political stability and governments that refrain 
from being too obtrusive – directly or indirectly, by way 
of extensive redistributive economic policies.
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Mapping freedom

To assess the impact of government policy on finan-
cial markets, we first map countries and regions based 
on two simple metrics:
1.	 Economic freedom 

Here we use conservative US think-tank Heritage 
Foundation’s comprehensive framework which incor-
porates trade freedom, business freedom, investment 
freedom and property rights. The higher the score, 
the closer a country is to a free-market economy. In-
terestingly, but not surprisingly, there is large overlap 
between economic and political freedom. With few 
exceptions, autocratic governments tend to resist the 
lack of control that is associated with a vibrant and 
innovation-focused private sector. 

2.	 Government share of GDP 
This is measured as a ratio of government revenue to 
GDP – a proxy of how significant a role the state plays 
in an economy.

In figure 8, we map the nine political/economic re-
gimes based on those two metrics. The four corner 
quadrants – communism, informal economies, free mar-
ket economies and the Nordic model – contain some ob-
vious examples. The informal economies category covers 
some frontier markets, failed states and underperform-
ing developing economies. Free markets are represented 
by the US, by Europe’s most vibrant economies, notably 
Ireland and Switzerland, and by Asia’s most efficient 
countries – Singapore and Taiwan. The Nordic model ap-
plies to Scandinavia but also core euro zone members.

Average

Communism
(-19.1%, -5.0)

Dirigisme
(-1.1%, 4.9%)

Nordic model
(-1.1%, 7.8%)

(-7.1%, 2.6%)

State capitalism
(-9.3%, 5.0%)

Social market economy
(-2.7%, 7.8%)

Mixed economy
(-0.2%, 9.4%)

(-4.1%, 7.4%)

Informal economy
(-8.0%, 4.9%)

Asian Tigers
(-1.1%, 9.7%)

Free market economy
(0.8%, 11.0%)

(-2.7%, 8.5%)

Average (-12.1%, 1.6%) (-12.1%, 1.6%) (-0.1%, 9.4%)

FIGURE 8
Annualised currency and equity market return,  

%, by economic-political regime (in USD)

Source: Pictet Asset Management.  
Data covering period 31.03.2009-31.03.2024
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Free markets, small governments  
spell success

Over the past 15 years, countries that scored better on 
economic freedom and where the state accounts for a 
smaller proportion of the economy have benefited from 
stronger currencies and stronger equity markets. This 
pattern is clear in the corner quadrants of our grid.

Currencies, more than domestic equities and bonds, 
are the most reliable barometer of a country’s institu-
tional and economic strength. Not by chance, the Swiss 
franc has been on an uptrend against the US dollar since 
the demise of Bretton Woods in 1971. Back then it took 4 
CHF to buy 1 USD. Today it’s less than 1 CHF, represent-
ing an average 3 per cent annual appreciation. Curren-
cies need fiscal discipline, a history of political stability 
and low inflation, as well as solid productivity growth. 
Switzerland offers all of these. For instance, in 2003, it 
became the first country to adopt a constitutional debt 
brake.

Singapore, like Switzerland, is a small, open and 
growth-oriented economy, with GDP per capita higher 
than that of the US, stable and low inflation, govern-
ment budget surpluses, zero net debt, massive trade sur-
pluses and a history of political stability. As a result, the 
Singapore dollar has been one of only three major cur-
rencies to appreciate against the US dollar over the past 
20 years, the others being the Taiwan dollar and the 
Swiss franc. And while Singapore’s currency policy is a 
unique managed float system, its stability would not be 
possible without macroeconomic stability. 

However, for equity investors, macroeconomic stabili-
ty doesn’t guarantee outperformance.

The cases of Switzerland and Singapore underline an 
important truth: geopolitics matters more for currencies 
than stocks. That’s because any individual company’s 
performance is to a great extent determined by its spe-
cific characteristics (valuation, profitability, leverage) 
and the nature of the industry it operates in. So a coun-
try’s equities index can do no better than the sum of its 
constituent firms despite the presence of a geopolitical 
premium or discount. 

Singapore’s equities, for example, trade at record low 
multiples in relative terms and have tracked the perfor-
mance of Chinese equities consistently in the past two 
decades. That’s perhaps not surprising, given the prox-
imity to China and the strong cultural and trade links.

Similarly, while the Swiss franc has surged over the 
years, Swiss equities have not – and they now trade at a 
32-year low relative to the MSCI World Index. They also 
trade at a discount to this benchmark on a 12-month 
forward price-to-earnings basis – largely due to the com-
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position of the Swiss index, heavily skewed as it is to-
wards pharmaceuticals and consumer staples, with an 
absence of technology stocks.

Japan has experienced the opposite recently: a col-
lapse in the yen but a secular reversal in the perfor-
mance of domestic equities (see "Mind the gap"). This is 
not due to any geopolitical consideration but rather to a 
shift in monetary policy which has targeted a much 
weaker yen to end structural deflation.

An emerging problem

In the emerging world, geopolitics too has had a 
strong impact on currency moves. 

Emerging market countries that have evolved into 
market-oriented economies within the framework of a 
relatively stable and competitive political system – Uru-
guay, Costa Rica, Botswana and Taiwan, to mention one 
per continent – have been rewarded with an apprecia-
tion of their currencies over the past decades on a real 
effective exchange basis.

In markets heavily dependent on foreign capital in-
flows, the performance of domestic currencies against a 
basket of others has closely mirrored their performance 
against the US dollar over a 10-year period (see figure 9).

Figure 9 
Proportion of equity market’s total returns 

attributable to gain or loss in  
currency over 10, 20 years, selected countries, %

% of total equity market returns 
attributed to FX for US investors 
over past 10 years
% of total equity market returns 
attributed to FX for US investors 
over past 20 years
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Source: Pictet Asset Management, Refinitiv;  
data covering period 31.03.2004-31.03.2024
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However, here, currency strength has had a more di-
rect impact on stock gains than in the developed world: 
foreign exchange movements account for nearly 80 per 
cent of total EM equity return over the past 10 years, 
while for the UK it’s more than 50 per cent and in the 
euro zone and Japan it’s around 30 per cent. 

Politics matter

Our analysis also shows that no autocratic country’s 
equity market or currency managed to outperform over 
the past 15 years. 

The link between political systems and asset returns 
is not surprising, with a considerably large body of aca-
demic literature showing the tangible impact political 
systems have on economic growth – the ultimate driver 
of returns. 

For instance, an IMF paper, Political Institutions and 
Output Collapses2, found that growth is more likely to 
be sustained under democracy than under autocracy, 
output collapses are more persistent under autocracy 
and stagnation under autocracy can give way to outright 
collapse. In other words, democratic countries appear to 
be more resilient.

A second IMF paper, Geopolitics and International 
Trade: The Democracy Advantage3 shows that democracy 
fosters international trade and moderates the potential 
negative impact of geopolitics. It is the structure of gov-
ernment more than geopolitical developments that af-
fect trade flows, and in turn, growth.

Moving in reverse

Unfortunately, as far as financial markets are con-
cerned, politics seems to be going in the wrong direc-
tion. Not only does the state account for an ever larger 
part of the economy globally, but economic freedom is 
also being eroded by increasingly obtrusive regulation, 
tariffs and subsidies in a bid to create national champi-
ons. 

With US turning inward, Europe and the UK facing 
the challenge of rising populism, Latin America domi-
nated by left-wing governments and China backtracking 
on economic reform, the countries with a credible busi-
ness-friendly reform path are limited to India, the GCC 
and, potentially Japan. What’s more, our analysis finds 
that the size of an economy’s initial state footprint mat-
ters more than the degree of change, which suggests 
markets are slow to be convinced about shifts in coun-
tries’ economic and political regimes. 

	 2	 https://www.imf.org/en/Publications/WP/Is-
sues/2023/02/17/Political-Institutions-and-Out-
put-Collapses-525757

	 3	 https://www.imf.org/en/Publications/WP/Is-
sues/2024/02/02/Geopolitics-and-Internation-
al-Trade-The-Democracy-Advantage-544393?
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In fact, economic freedom often follows political free-
dom.

The peak in the number of liberal democracies was 
reached at the cusp of the global financial crisis in 2008. 
This was followed by a peak in the proportion of coun-
tries that are democratic shortly before the Covid out-
break in 2019. A peak in economic freedom followed in 
2020, partly as a consequence of the pandemic.

According to the Economist Intelligence Unit's (EIU) 
measure of democracy, 45 per cent of the world’s popula-
tion live in a democracy of some sort, but less than 8 per 
cent reside in a full democracy, as defined by scores 
above 8.00. At the same time, a shade under 40 per cent 
of the world’s population live under authoritarian rule.

Hedging geopolitical recession

How do investors navigate this geopolitical recession 
and hedge against the risks of political black swan 
events like Russia’s invasion of Ukraine?

Our analysis suggests that long-term investors should 
be happy to pay a significant premium for political and 
economic stability but should also take into considera-
tion the “cruising speed” of the economies – which we 
define as the ratio between trend growth and trend in-

Figure 10 
Stocks' valuations vs political  
and economic stability rating
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flation. High growth tends to lead to higher profits, low 
inflation to a lower cost of capital and higher earnings 
multiples (see Figure 10).

 Combining the three metrics of economic growth, 
valuation and business-friendly policies, the equity mar-
kets and related domestic currencies that offer the best 
returns for long-term investors are Switzerland, South-
east Asia and GCC. 

For GCC, we are aware that the net zero transition 
could prove a big headwind, but the region’s govern-
ments are taking bold and significant steps to reduce 
their dependence on fossil fuels. The World Bank recent-
ly noted that “GCC countries are pursuing ambitious 
targets for achieving electricity generation from renewa-
ble resources. For example, Saudi Arabia aims to have 50 
per cent of its energy mix from renewable energy by 2030, 
while Oman targets 30 per cent of electricity from re-
newables by 2030.”

India and the US are special cases, if only because of 
their size. The former is set to become an ever-larger 
global growth driver in the next five years. Prime Minis-
ter Narendra Modi’s government has announced trans-
formative growth plans and Indian companies are deliv-
ering on earnings. India is also in a geopolitical sweet 
spot – equidistant between the major superpowers al-
lowing it to benefit from economic opportunities that 
arise, such as cheap Russian oil. As for the US, its endur-
ing economic preeminence is looking uncertain and do-
mestic politics could become a big headache for inves-
tors. But it has leadership in technology and innovation, 
including being on the right side of the AI boom, and its 
top companies are sporting unassailable market power 
with high and resilient margins.

In a nutshell, we believe investors should stick with 
countries with a reliable record of political stability and 
free markets .
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Asia’s equity markets are experiencing one of their 
biggest shake-ups in years. 

Japanese stocks, long unloved by foreign investors, 
are staging a furious comeback. The Nikkei and TOPIX 
indices have reached peaks not seen in 30 years, becom-
ing among the best performing equity markets in 2023. 

In contrast, their Chinese counterparts lost more 
than 16 per cent as international investors, disappointed 
by sluggish economic growth, regulatory crackdowns 
and persistent geopolitical tensions, turned their backs 
on the world’s second largest equity market.

On one measure, the valuation gap between Chinese 
and Japanese markets has shrunk to the lowest since 
2015.4 

Such a divergence may in part be explained by the 
contrasting monetary policies of the two economies. The 
Bank of Japan has flooded the market with cash; the 
People’s Bank of China has refrained from large-scale 
money printing to deleverage and avoid weakening the 
renminbi. Investors are becoming more optimistic that 
Japan is emerging from deflation, while worries are 
growing about a property market slump in China.

But we think there are other forces at play too: par-
ticularly the diverging standards of corporate govern-
ance practices.

According to the Asian Corporate Governance Associ-
ation, Japan has just recorded the biggest improvement 
in corporate governance practices anywhere in the world, 
jumping to second place in the 2023 ranking from fifth 
in 2020.5 

In contrast, China’s position was unchanged at tenth 
place, while Hong Kong slipped to sixth from second 
place.

“Japan is a testament to the influence 
of improvements in governance on  

shareholder returns. And we believe it  
is a template China could follow.”

Mind the gap: Japan, China and  
corporate governance overhaul

	 4	 MSCI Indices with IBES consensus 12-month  
forward EPS. Source: Refinitiv, MSCI, IBES.  
Data as at 07.06.2024

	 5	 https://www.acga-asia.org/cgwatch-detail.
php?id=482

James Upton
Senior Corporate  
Governance Specialist
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Japan Inc’s renewal

Japan’s improvement illustrates that the country is fi-
nally starting to reap the rewards of reforms aimed at 
modernising itself and improving its competitiveness. 

Originally launched more than a decade ago as one of 
the three pillars of the “Abenomics” economic policy un-
der then Prime Minister Shinzo Abe, Japan Inc’s over-
haul has seen companies cut red tape, increase produc-
tivity and improve return on equity.

The introduction of the Stewardship Code in 2014 
was transformative in delivering wide-ranging changes, 
such as increasing the diversity and independence of 
company boards. Most significantly, the code has helped 
reduce opaque stock ownership structures, which had 
led to inefficient capital allocation and a persistently low 
return on equity.6 

As business management has improved, shareholder 
activism is also taking hold. Activist shareholders are 
forcing a number of changes to improve corporate gov-
ernance and, ultimately, boost valuations for public 
firms in Japan, where about half of listed companies 
have for many years traded below their book value. The 
total market value of Japanese companies targeted by ac-
tivists more than doubled to USD252 billion in 2023 
from USD117 billion in the prior year.7 

Greater activism has led to a much-needed change in 
the ownership structure of Japanese companies. Institu-
tional investors – pension funds, insurers and sovereign 
funds which typically invest with a long-term horizon – 
now hold 30 per cent of Japanese stocks, compared with 
around 22 per cent before the reforms were introduced. 

That figure is still low compared to advanced equity 
markets such as the UK and the US, yet compares fa-
vourably with China and other emerging markets.

China: taking the first steps

Japan is a testament to the influence of improve-
ments in governance on shareholder returns. And we be-
lieve it is a template China could follow. Indeed, recent 
developments show Beijing is becoming more serious 
about transforming the governance of China Inc, trying 
to follow Japan’s footsteps. 

Among a series of key laws passed in the past six 
months alone, amendments to China’s Company Law 
that come into effect in July perhaps represent the most 
significant change to the legal set-up governing Corpo-
rate China. Crucially, the revised legislation allows more 
flexibility in corporate structures and more specifically 
defines the roles and duties of directors and executives.

	 6	 Cross-shareholdings occur where one publicly- 
traded company holds a significant number of 
shares in another public company

	 7	 Bloomberg
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Also this year, China’s State Council issued a sweep-
ing set of guidelines to strengthen regulatory supervi-
sion and investor protection and plug corporate govern-
ance loopholes.

Notably, Beijing’s efforts to revamp its state-owned 
enterprises (SoEs) appear to be paying off. The govern-
ment wants the SoEs – which represent nearly a third of 
the benchmark CSI 300 index – to become leaner, im-
prove profitability, lift shareholder returns and commu-
nicate better with investors. The government has also 
added “lifting the dividend payout ratio” as one of the 
key performance indicators for SoEs, which should ben-
efit minority shareholders. 

Mainland-listed state firms have gained 19 per cent 
since November 2022 – the time of China’s post-Covid re- 
opening – outperforming the benchmark index by 14 per 
cent.8 

All this represents the first step in the long journey 
China has to travel if it is to emulate Japan’s reform pro-
cess. But if it is successful in delivering a programme of 
changes, this may allow the country to start translating 
its GDP growth into corporate earnings. This may prove 
a welcome surprise for investors who have continued to 
shun the USD9 trillion equity market, unlocking some 
of its persistent discount.

	 8	 Shanghai Stock Exchange State-owned Enterpris-
es 100 Index and benchmark Shanghai Stock  
Exchange Composite Index, Refinitiv, data  
covering period 01.11.2022-07.06.2024
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A global economy hobbled by weak productivity 
should not prevent investors from securing double-digit 
annual returns. 

Our analysis has identified three industries with 
above-average growth potential. Technology, industrials 
and healthcare companies could, we believe, see their 
shares outperform the MSCI world equity index by a cu-
mulative 20 per cent over the next five years.

Not only are these three sectors standouts on innova-
tion, but each is supported by powerful megatrends. 
These industries are pivotal in resolving some of socie-
ty’s greatest long-term challenges, namely climate 
change, fraught geopolitics and growing labour shortag-
es. In other words, in times of increasing uncertainty, it 
may be prudent to invest in the industries we see as 
problem solvers. 

Tech

The tech sector’s share of global corporate revenue 
will continue rising. It has been growing at some 6 per 
cent per year over the past 15 years. And it’s a trend 
that’s set to continue given the growth in global tech 
spending 5.4 per cent this year according to research 
group Forrester. 

There are several forces contributing to that growth.  
For one thing, there’s widespread recognition that semi-
conductors are increasingly the engine of innovation 
across the economy – which then feeds productivity 
growth. They are geopolitically important – they’re one 
of the prime reasons Taiwan’s security has become a top 
concern for governments worldwide– and have thus be-
come a focus of industrial policy through measures such 
as the US's USD39 billion CHIPS Act and the EU's own 
semiconductor support package. 

Then there are advances in AI. Its adoption is still at 
an early stage, but as AI takes off, the capital expendi-
ture cycle will shift into high gear. Google, Meta and Mi-
crosoft have each recently raised their capex targets for 
the year by more than USD10 billion above the previous 
guidance. 

For prospective investors in AI, it is important to un-
derstand how this tech investment cycle differs from its 
predecessors. Critically, it favours incumbent technology 
companies over new entrants. Today, established firms 
are frequently the ones leading in AI. There are several 
reasons why. To begin with, AI requires large amounts of 
data and training AI models is extremely expensive - 
making it easier for large, scaled companies to develop 
than for start-ups. Similarly, almost every firm can inte-
grate with the large language models (LLMs) – there is 
no natural advantage for start-ups here. Finally, AI fa-
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vours companies with large existing user bases, since 
new AI capabilities will be easier to roll out across 
well-established products. For investors, that means 
there are many attractive opportunities to gain exposure 
to the AI theme via larger, established listed technology 
companies.9 

So far, chip maker Nvidia has been the biggest winner 
from the AI boom, but as it develops, gains will spread 
out to other direct enablers of the technology – other 
semiconductor manufacturers, cloud infrastructure pro-
viders, server and networking providers, makers of secu-
rity software – as well as the firms that apply AI to gen-
erate value such as interactive media, professional and 
enterprise software makers, consumer hardware produc-
ers and providers of IT services. 

While Edge AI is still infant technology, hardware 
companies could learn to deploy it to achieve real-time 
insights, such as making it possible for self-driving cars 
to take split-second decisions, or machinery equipment 
to be fully and continuously self-monitoring. Successful 
application would reduce costs and improve privacy 
safeguards.

Privacy and security will be essential. The prolifera-
tion of connected devices and AI are set to make cyber 
attacks more ubiquitous and sophisticated – the World 
Economic Forum’s latest global risk perception survey 
found that AI-generated misinformation is the second 
most severe global risk anticipated over the next two 
years. As a result, spending on security software and ser-
vices continue to grow. 

Finally, the growing footprint of services in global 
trade is bound to favour tech. Value-added services 
trade growth is underpinned by a global labour shortage 
and is less politically contentious than blue-collar out-
sourcing and would serve to boost margins of incum-
bent IT and consultant services.

In a nutshell, AI, digitalisation and geopolitical fac-
tors that make governments favour national champions 
are the key megatrends set to drive the tech sector for 
years to come. Some areas show greater potential for ex-
pansion than others. Companies within the semicon-
ductor supply chain are obvious beneficiaries, but other 
sectors should see strong growth too. 

Investors have many attractive opportunities 
to gain exposure to the AI theme via larger, 
established listed technology companies.

	 9	 https://am.pictet/en/globalwebsite/global-arti-
cles/2023/expertise/thematic-equities/themat-
ic-investing-in-digital-and-ai
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E-commerce currently accounts for less than a fifth of 
the USD26 trillion global retail market. Cloud comput-
ing, meanwhile, accounts for just 10 per cent of total IT 
spend. And only 6 per cent of card transactions are set-
tled through fintech digital payments, such as those 
made on mobile devices. Each of these markets is fore-
cast to grow at a double-digit compound annual growth 
rate (CAGR) over the next five years. In a low growth 
world, this represents a compelling business and invest-
ment opportunity. 

Healthcare

Healthcare is often overlooked as a “growth sector”. 
Shares in such companies tend to trade at a discount to 
the market on a growth-adjusted price-to-earnings 
(PEG) basis. And yet, healthcare equipment and services 
has been the strongest revenue generating sector global-
ly over the past two decades, with growth running at 
more than 9 per cent annually. And it is set to become 
stronger still thanks to two structural trends: changing 
demographics and technological innovation as research 
shifts to biologics and AI.

Take demography first. 
Ageing populations in the developed world and in 

China along with the simultaneous growth of middle 
classes in emerging markets will underpin demand for 
healthcare and diagnostic services. In Europe and the 
US, for instance, the population is growing at a pace of 
2.5 per cent per year. Their healthcare spending per capi-
ta is more than three times that of their younger compa-
triots in advanced economies.

Figure 11 
 Healthcare spending* per capita,  

by age group in US dollars
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At the same time, the global epidemic in obesity – 
which has affected some 40 per cent of the US and 10 per 
cent of the Chinese populations – has triggered a boom 
in demand for GLP-1 anti-obesity drugs as governments 
and insurers see huge cost benefits. 

Elsewhere, mRNA vaccines that target cancers that 
develop mostly among older people are showing prom-
ise.

Another, potentially more powerful source of growth 
for the health industry is AI. Its effects are multifaceted, 
serving to improve the reach of products and services, 
increase productivity and lower costs. Above all, it is set 
to help with innovation and technological break-
throughs in their various applications in diagnostics, 
medical support and training, drug development and 
administrative efficiency.

Biotech is by far the best placed sector to benefit 
from AI, not least because it has been an early adopter – 
there are already some 1,500 vendors in health AI – and 
because of the huge volumes of data and models the in-
dustry has generated on which to train AI systems. AI 
has already made inroads into discovering possible cures 
for chronic diseases and has accelerated drug discovery. 
For instance, in just the past few years, Meta’s AlphaFold 
and rivals have predicted 600 million protein structures 
which are key to drug development. By contrast, just 
some 200,000 were discovered in the 50 years before AI.

AI also represents a solution to the global shortage of 
health workers. The World Health Organization esti-
mates a shortfall of 10 million health staff by 2030 as a 
result of chronic underinvestment. AI-powered solu-
tions could help bridge the gap. For instance, Ada Health 
provides an AI-powered symptom assessment app used 
by 13 million users globally. And Butterfly Network, a 
company in the medical imaging field, is using AI-pow-
ered systems to enable non-experts to provide expert-lev-
el services. They envision their products being used by 
nurses to offer ultrasound services in outpatient settings, 
which could unlock a market potential of over USD10 
billion, against a current doctor-driven market size of 
USD2 billion– there are four times as many nurses in the 
US as doctors.

Demographic challenges and AI  
solutions look set to shape the healthcare  

industry for years to come. 
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Demographic challenges and AI solutions look set to 
shape the healthcare industry for years to come, with 
major winners likely to be makers of healthcare equip-
ment, diagnostics and services providers, and the bio-
tech industry. 

Industrials

Demand for automation and robotics will only grow 
as demographically-driven shortages in skilled labour 
become worse. Their capabilities will, in turn, expand 
thanks to AI. Industrial robot installation has been 
growing by 8 per cent on average over last five years. Giv-
en that just five countries account for 80 per cent of in-
stalled robots, there’s plenty of scope for expansion.

More broadly in the industrial landscape, electricity 
demand is about to ramp up thanks to electric vehicles, 
to the electrification of heating and to the expansion of 
data centres – AI and crypto currencies alone will add 
some 3 per cent of electricity demand by 2026, according 
to the International Energy Agency. Beneficiaries of this 
jump in demand go beyond grid utilities to firms sup-
plying hardware, cables transformers and the like, and 
even software companies. 

Figure 12 
Electrification milestones to achieve net zero 

emissions by 2050, by sector, % 
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The growing popularity of near- and re-shoring of in-
dustries as well as a push for energy independence will 
provide an additional boost. At the same time, adoption 
of net zero necessitates investment in excess of USD100 
trillion in power and industrial sectors by 2050. Contin-
uing investment in carbon intensive sectors will lead to 
orphaned assets – this capital misallocation will create 
opportunities for investors to generate excess returns.

Finally, the green transition is hungry for metals, cre-
ating a demand that existing operations will be unable 
to meet – for instance existing mines and those under 
construction will only satisfy 80 per cent of copper de-
mand and 50 per cent of cobalt needs by 2030. The pres-
sure will be on mining companies to ramp up techno-
logical innovation and investment – such as 
remotely-operated soil sampling robots – to improve 
productivity. 

Industry is being driven by a number of megatrends. 
Decarbonisation, AI, geopolitics, massive government 
investment programmes and labour shortages are all 
shaping the landscape. The winners will be makers of 
robots and robotic systems, of mining equipment, of 
capital goods and those that contribute to the grid infra-
structure. 
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A boost from biotech
The healthcare industry is set to boom over the com-

ing decade. And a substantial part of that will be driven 
by innovations in biotech.

Overall, healthcare spending makes up some 10 to 20 
per cent of GDP across the world. As people grow older 
and richer, demand for newer therapies will only in-
crease – not least to treat diseases of age, like cancer, and 
wealth, like diabetes. At the same time, the advent of ad-
vanced AI and other cutting edge technologies makes it 
increasingly possible to create bespoke therapies and 
those for rare diseases. This could prove a golden age of 
medical innovation, and biotech will be at the forefront.

This will be a godsend for the pharmaceutical indus-
try. Facing a cliff of patent expiries – affecting some 
USD150 billion of revenue over the coming few years – 
mega-pharmaceutical groups have the cash to ensure 
their future by investing heavily in biotech, be that in-
ternally or by buying up smaller, innovative companies 
in the sector. And where at times in the recent past bio-
tech could have been accused of chasing wild geese, the 
period of easy capital that ended two years ago has 
brought an era of capital discipline that has, in turn, put 
the industry on stronger fundamentals.

The AI boom is likely to drive a considerable amount 
of this innovation. It has vastly accelerated the discovery 
of how proteins fold – knowing this is crucial to the cre-
ation of new drugs. It has the potential to make clinical 
trials faster and more effective. And it can make sense of 
vast and complex data sets to, for instance, discover how 
existing drugs might be repurposed.

“This could prove a golden age of  
medical innovation and biotech  

will be at the forefront.”

Shaniel ramjee
Senior Multi Asset
Investment Manager
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Drug discovery is well known for being a time-con-
suming and costly endeavour. On average it takes over 12 
years to develop a drug, costing an average of more than 
USD2 billion in research and development spending – a 
resource-intensive effort given only 1 or 2 of every 10,000 
substances synthesised in labs ever eventually pass all 
stages of development.10 AI has the potential to acceler-
ate advances in drug design, predict target affinity, iden-
tify potential toxicity and mine large datasets to identify 
potential targets leading to faster drug development. In 
2021 more than 100 drug and biologic applications sub-
mitted to the US Food and Drug Administration includ-
ed AI or machine learning components compared to 14 
in 2020 according to Morgan Stanley. Similarly AI could 
also help improve operational efficiency in clinical trials 
such as informing adaptive trial designs, streamlining 
patient enrolment, predicting drug effects and potential-
ly reduce the cost burden involved in running clinical 
trials. 

One fruitful area of investigation is liquid biopsy. 
This is a new technology that allows clinicians to diag-
nose, treat and monitor cancer earlier and more effec-
tively by looking at circulating tumour DNA contained 
in patients’ liquid samples such as blood, urine and cer-
ebral spinal fluid. Liquid biopsies output data is large 
and complex and only the advent of machine learning 
has made it possible to extract relevant patterns out of 
these enormous datasets. 

There are, of course, hurdles. AI is unlikely to lift all 
boats; specialist areas, rare diseases and gene therapy 
will probably benefit most. There will be varying regula-
tory issues to overcome, with geopolitics also coming 
into play as governments worry about biosecurity. But 
with the new tools at scientists’ and researchers’ dispos-
al, this looks to be the start of a golden age for biotech. 

	 10	 Source: European Federation of Pharmaceutical 
Industries and Associations, 2023
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Most investors would agree that transitioning to a 
net zero economy makes financial sense over the long 
run. The most reliable climate models show that the fu-
ture gains of containing global warming far outweigh 
the investment required to reduce carbon emissions to 
safe levels. 

Research conducted by Oxford University for Pictet 
AM in 2020 suggests that the world could lose up to half 
of its potential economic output by the end of this cen-
tury if effective measures to mitigate climate change are 
not put in place. A loss of such magnitude would far ex-
ceed the costs associated with developing a sustainable 
green economy. 

Yet even if these long-run assumptions aren’t in dis-
pute, there is a serpent lurking within the net zero para-
dise. The energy transition could cause considerable – if 
not severe – disruption over the medium term. 

A study undertaken on behalf of Pictet AM by the In-
stitute of International Finance (IIF) identifies three 
specific transition risks that investors will need to at-
tend to over the next five to seven years. 

Chief among them is a surge in government debt. 
Assuming governments continue to fund half of all 

the climate spending required globally, net zero invest-
ment alone could potentially add over USD50 trillion to 
governments’ debt piles by 2030 and over USD215 tril-
lion by 2050. This would account for over one-third of 
the projected increase in government debt through 2050.
Growing debt burdens are likely to have a negative effect 
on the credit profiles of the many countries that are al-
ready financially stretched in the wake of the Covid pan-
demic. 

The second transition risk confronting investors is 
economic disruption. The laws and regulations designed 
to penalise carbon emitters – such as carbon taxes and 
the EU’s border adjustment tax – will inevitably add to 
the cost of doing business. Currently carbon taxes are 
applied to less than 25 per cent of human carbon emis-
sions; extending their reach and raising the amount of 

Net zero investment could potentially  
add over USD215 trillion to governments' 

debt piles by 2050, accounting for  
over one-third of the projected increase.
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tax from the current rate of less than USD10 per tonne 
on average to well above USD150 would likely increase 
input costs for almost every industry. While companies 
may absorb some of that transition expense, much of it 
will inevitably be passed onto households in the form of 
higher prices for goods and services, the IIF study says. 
This could weigh on consumption and, ultimately, GDP 
growth. The IIF’s calculations show that real GDP could 
be lower by some 1 to 4 per cent by 2030 under this sce-
nario – depending on the region – than would otherwise 
be the case.

Economic disruption might also come in the form of 
volatile inflation. According to the IIF, even if lower real 
GDP growth could act as a brake on inflation, supply 
bottlenecks for commodities essential to the energy 
transition could reignite prices pressures.

Estimates from the International Energy Agency 
(IEA) show that switching to renewable energy will re-
quire a dramatic increase in mining activity. By 2040, the 
IEA estimates that the world will need a 41-fold increase 
in nickel production, a 28-fold rise in copper and graph-
ite supply and a 21-fold increase in cobalt availability. Yet 
on current trends, the mining industry will not reach 
these production volumes, implying supply shortages 
and higher prices for transition-critical minerals. 

The IEA warns that copper demand could outstrip 
supply as soon as 2025, and it is a similar picture for 
many other energy transition materials. Further compli-
cating matters is the introduction of new environmental 
and labour regulations designed to improve the mining 
industry’s environmental and worker safety standards. 

Figure 13 
 Climate spending adds to debt pile, 

government debt,  
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These inadvertently extend the timeline for new mines 
to become operational. So if metal shortages become a 
persistent problem, the resulting surge in commodities 
prices could lead to a significant period of greenflation.

A third side-effect of the net zero transition is finan-
cial market instability. Capital projects, particularly 
those directed in part by governments and state institu-
tions, are always vulnerable to mismanagement. And the 
greater the amounts being invested, the greater the po-
tential waste and damage. 

This can make life especially difficult for investors. To 
reduce carbon intensity, they must be prepared to either 
channel capital to nascent technology or direct invest-
ment to companies whose track record on carbon reduc-
tion is poor in the expectation that the situation im-
proves. Or both. 

Yet it is difficult to know in advance which of today’s 
“brown” investments will turn “green” and which envi-
ronmental technologies will prove commercially success-
ful. This becomes more complicated still considering 

Figure 14 
Companies still some distance away from net zero  

Listed companies’* impact on global warming,  
by country, expressed as implied average temperature 

rise attributable to corporate activities
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that many listed companies still need to engage in costly 
and potentially disruptive restructuring if they are to hit 
net zero goals.

All of which means that the potential for capital mis-
allocation – the emergence of asset bubbles, on the one 
hand, and unjustifiably cheap assets, on the other – 
grows considerably. While this could give rise to numer-
ous investment opportunities, it could also lead to even 
more frequent bouts of severe financial market volatility.

None of this is to downplay the importance of the 
world’s commitment to net zero. It is vital to the world’s 
future prosperity. Yet the journey to a net zero economy 
is complex and fraught with risks. Investors face signifi-
cant challenges – particularly in the initial phase of the 
energy transition – that could disrupt economic activity 
and financial markets. Overlooking these threats could 
be costly.
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Asset class return  
projections
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Equities won’t deliver stellar gains over the remainder 
of this decade. But they shouldn’t disappoint investors 
either. 

Stock markets in the developed world in particular 
have had a remarkable run in the past few years – over-
coming heightened geopolitical uncertainty and sharp 
increases in interest rates – yet there are many reasons to 
believe they can build on those gains, even if today’s 
lofty valuation could feasibly act as a brake on future re-
turns. 

Our analysis shows the MSCI World Index delivering 
a return of around 7 per cent annualised in local curren-
cy terms over the next five years. True, that’s a modest 
outcome compared with an over 10 per cent gain in the 
past few years, but it is still above the long-term aver-
age.11 

In surveying the prospects for stocks, several posi-
tives stand out. 

Higher valuation for longer

Global equities are expected to sustain above-average 
valuations while corporate profit margins should also re-
main healthy over the next five years. This should be 
particularly true for US stocks, which are an anchor for 
global equity valuations. We expect them to trade an at 
average price-to-earnings multiple of 19 times in the 
next five years – above the long-term average since 1990 
of 16 times and but slightly below the current multiple 
of above 20.12 Hopes for any AI-related pick up in pro-
ductivity, coupled with ongoing disinflationary trends 
and declining interest rates, will also keep multiples ele-
vated. 

 Mega cap stocks should retain their premium as 
such companies benefit from solid cash flow generation 
and strong business models. What is more, corporate 
balance sheets remain in good shape while profit mar-
gins – which have been trending higher since 1990s 
thanks to a number of factors including cheaper labour 
costs from outsourcing, lower taxes and increased deficit 
spending – are expected to decline but only very gradual-
ly.13 

	 11	 The average five-year return since 1990 is 5.9  
per cent

	 12	 Our fair value estimates are based on US 10-year 
Treasury yields at 3.75 per cent, equity risk premi-
um at 3.75 per cent and US trend growth of 1.8 per 
cent

	 13	 Increased deficit spending tends to boost corpo-
rate profits, as explained most prominently by the 
Kalecki Profit Equation: Profits = Investment - 
Household Saving- Foreign Saving - Government 
Saving + Dividends

Equities:
whither US exceptionalism?



52

Equities are also likely to benefit from favourable 
supply and demand dynamics. Sustained share buyback 
activity, should continue to reduce the supply of equities 
relative to other assets, including bonds. 

FADING US leadership

For all this, the 7 per cent return we expect from glob-
al stocks does mask some important new market devel-
opments that could have serious implications for inves-
tors. 

Perhaps the most significant is fading US exception-
alism. After delivering among the strongest returns on 
record in the past few years, valuations for US stocks 
have limited room to rise compared with their counter-
parts in the developed world. 

Also likely to hold US stocks back is the tailing off of 
share buybacks. While repurchases are becoming more 
popular in other markets, the signs are that US compa-
nies will struggle to maintain the current rate of buy-
backs. 

The 1 per cent excise tax on the value of corporate 
share repurchases, net of issuance, imposed by the IRA, 
is a good example of how authorities in the US are look-
ing to restrict share repurchases. At the same time, high-
er borrowing costs means US companies are no longer 
incentivised to replace equity funding with debt.

The second important development that stands out 
from our forecasts is that European and Japanese equity 
markets are likely to close the performance gap with the 
US.

Figure 15 
S&P 500 12m forward price-to-earnings ratio
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The leadership of US stocks has owed a lot to the ex-
ceptional ability of US corporations to translate domes-
tic and global growth into corporate revenue; US sales 
growth has outpaced our model forecast by 1.5 percent-
age points on average over the last decade based while 
piers have disappointed.14 But we see evidence that com-
panies in Europe and Japan are beginning to catch up. In 
part this is thanks to an improvement in the economic 
environment outside the US – Europe is recovering from 
twin supply shocks (Covid and the Ukraine war), while 
Japan is emerging from a deflationary spiral. 

But this is also a function of changing sector compo-
sition. In Europe, for example, dynamic sectors that can 
generate sales more efficiently – such as technology and 
industrials – now represent over 30 per cent of the 
benchmark index, higher than financials and resources 
and double the 2010 level.15 

Low regional dispersion

The relative decline of the US stock market compared 
with Europe and the US brings with it another change 
in the dynamics of global equities – a sharp decline in 
the dispersion of returns across regional and domestic 
markets. 

Figure 16 
Forecast decomposition of equity returns,  

by region, 5-year annualised, % in USD
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	 14	 Our current model forecast for sales growth is  
5.6 per cent for the US, versus 3.5 per cent for DM 
ex-US and 6.4 per cent for EM

	 15	 MSCI EMU index
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We expect returns of all major equity regions (except 
Switzerland) to be within 1 percentage point of US equi-
ties in USD terms. The US will deliver 7.5 per cent, com-
pared with Japan at just over 8 per cent and Europe and 
the UK just short of 7 per cent.

 The decline in regional dispersion leaves active in-
vestors with two possible options to secure superior re-
turns. 

The first is to become ever more active, frequently ro-
tating regional allocations in a bid to capture outper-
formance. 

The other, and possibly more rewarding path, is to 
use a sector-based approach to asset allocation. Our 
analysis shows there are a number of sectors with the 
potential to deliver superior returns. These three indus-
tries – tech, health and industrials – are leaders in inno-
vation, are supported by strong megatrends and should 
gain a larger share of global corporate revenues. We ex-
pect this group of secular winners to outperform the 
broader market by as much as 20 per cent in our forecast 
horizon (see section 2).

Emerging markets – be selective

Another conclusion equity investors should draw 
from our analysis is that they should become more se-
lective when allocating capital to emerging markets. 
Emerging market companies have largely failed to trans-
late attractive GDP growth into higher profits in recent 
years. Low corporate governance standards – including 
the treatment of minority shareholder interests and di-
lution of passive shareholders – have partly explained 
the persistent underperformance of emerging makret 
stocks. 

But we see signs of improvement in some areas, par-
ticularly Asia. China is pulling out all the stops in its ef-
fort to enhance shareholder rights and improve the gov-
ernance of its companies (see "Mind the gap: Japan, 
China and corporate governance overhaul"). South Ko-
rea has also unveiled a “Corporate Value-Up” programme 
aimed at improving shareholder value and tackling the 
comparatively low valuations seen in the domestic stock 
market. If these programmes are successful, they would 
deliver a positive surprise to our earnings and return 
forecasts.

For now, we prefer to be selective. We prefer India for 
its secular growth, progress on reform agenda and good 
momentum in near-term earnings growth. We also like 
South Korea and Taiwan for their leadership on technol-
ogy, which allows their markets to benefit from secular 
growth in digitalisation and AI. We also like Gulf mar-
kets for their favourable growth and inflation outlook as 
well as for diversification.
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The conflagration that swept through the bond mar-
kets starting in 2020 was the most brutal in living mem-
ory. But like a forest fire, it cleared the ground for new 
growth, leaving fixed income in a healthy position to 
generate solid returns over the coming years.

From their highs at the start of this decade, US 10-
year Treasury bonds have lost 20 per cent of their value – 
35 per cent after inflation. 

For 30-year Treasury bonds, that cumulative loss has 
been close to 55 per cent after inflation, which compares 
to the worst equity bear markets since the mid-1960s. 
German government bonds suffered even more – a func-
tion of the fact that yields on the 10-year Bund started at 
a historic low of -0.85 per cent.

Those extremely low initial yields coupled with a rap-
id pace of monetary tightening – 525 basis points in 16 
months by the US Federal Reserve, for instance – in re-
sponse to a post-Covid inflationary surge were toxic to 
the market.

But that means bond markets are now a much more 
attractive long-term proposition for investors. 

After a decade of being pinned to near zero by central 
banks, interest rates and bond yields have now returned 
to historically normal levels that are consistent with eco-
nomic theory. Yields on 10-year bonds are roughly in 
line with trend economic growth rates and real interest 
rates (policy rates above core inflation) are at 2.5 per cent 
in the US and 1.6 per cent in the euro zone. 

In the past, real yields at current levels have marked 
the end of monetary tightening. Interestingly, almost all 
major government bond markets are exhibiting a similar 
convergence to trend, even though economic growth tra-
jectories have diverged. Yield curves are also unusually 
convergent.

This matters because the initial yield explains nearly 
80 per cent of the variance of a US Treasury bond’s total 
return over a five-year period in the US, and about 60 
per cent for euro zone instruments. On our calculations 
based on an initial yield of 4.4 per cent, there’s an 80 per 
cent probability that US 10-year Treasury bonds will de-
liver positive returns over our forecast horizon – that as-
suming inflation averages 2.4 per cent, which is the mar-
ket consensus expectation. By contrast, back in March 
2020 the US 10-year bond only had around a 30 per cent 
probability of delivering positive returns over five years. 

Fixed income:
credit in the ascendancy
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Since trend economic growth generally remains 
broadly stable over a given five-year period, it’s the di-
rection of inflation – which tends to be more volatile – 
that sets the tone for the bond market. The good news 
here is that the recent inflationary episode has passed 
and the path is back towards the inflation target of cen-
tral banks – though we expect this to be a slow and 
bumpy journey. It’s also relevant that US unemployment 
has stopped falling; increasing bond exposure at these 
inflection points has always been a reliable and winning 
strategy.

The bullish case for bonds over the next five years 
rests on two further factors. The first is the level of offi-
cial rates. 

In the past 10 monetary policy cycles, which is to say 
since 1954, the Fed funds rate has on average been half of 
the level of the previous cyclical peak. An extrapolation 
of this would imply an average Fed funds rate of 2.75 per 
cent over the next five years, with a potential low of 1 per 
cent in the event of a recession – assuming that the cur-
rent 5.5 per cent rate is indeed the cycle peak.

 Another positive for bonds is latent investor demand. 
Private investors have been eager to buy Treasury bonds 
(see figure 17). As the US government floods the mar-
ket with an unprecedented amount of debt to finance its 
spending, private buyers have been stepping up, easing 
concerns of a buyer’s strike. In part, US investors are 
starting to make up for the fact that bonds only account 
for 14 per cent of household assets, according to US flow 
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of funds data – a very low share for a rapidly ageing pop-
ulation. Also, for the first time on record, non-official 
private investors overseas have overtaken foreign central 
banks as the second-largest holders of US government 
debt. 

That should mitigate the fact that the Fed is cutting 
its holdings of Treasury bonds as part of its quantitative 
tightening programme, while foreign central banks are 
also doing so to diversify away from the US dollar. Data 
from February showed holdings of long-term US Treas-
uries by non-official foreign investors jumped about 52 
per cent over the past three years to around USD4 tril-
lion, equivalent to 12 per cent of the total market for US 
government bonds.

The danger, of course, is that this time it’s different, 
that risks facing the market trump these positive factors.

Firstly, while talk of a significant rise in the natural 
rate of interest (or R*) seems overblown to us, the bal-
ance of evidence points to at least an end of the down-
trend in the R* that we have seen starting in the 1980s. 
That matters because, broadly speaking, the natural rate 
acts as an anchor for bond yields.

The two key determinants of R* – trend productivity 
growth and the gross savings ratio – have stabilised after 
trending lower over recent years, but are at levels con-
sistent with an R* at well below the historical norm.

As a consequence, we have revised up our forecast of 
R* in the US to 0.75 per cent, and have also revised our 
forecasts for the “equilibrium” Fed rate and US 10-year 
Treasury yield to 2.75 per cent and 3.75 per cent, respec-
tively. We assume that the US 3-month to 10-year yield 
curve will steepen but will remain marginally flatter 
than the historical average. The Fed has revised up its 
own estimate of R* from 0.5 per cent to 0.8 per cent this 
year, while the implied market estimate is between 1 per 
cent and 1.5 per cent. In the euro zone, we believe the R* 
is still very close to zero, which is also the market’s 
thinking. 

The biggest risk facing bond investors is the emer-
gence of a phase of unconstrained “fiscal dominance”, 
where central banks are directly or indirectly forced to 
accommodate an expansionary fiscal policy. This would 
lead to a structural rise in inflation and a significant loss 
of central bank inflation-fighting credibility, which, in 
turn, would drive bond yields significantly higher and 
cause the yield curve to steepen. 

But a sustained rise in inflation is unlikely in an age-
ing society. Just as unlikely is a rise in central banks’ in-
flation targets, an idea that was mooted in the aftermath 
of the global financial crisis but looks far less likely now. 
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Moving goalposts like this is hazardous to central bank 
credibility while the benefits are questionable. True, cen-
tral banks could introduce relatively broad target ranges, 
but we think the most likely outcome will be a re-run of 
the “opportunistic disinflation” strategy of the 1980s-90s, 
whereby central banks patiently wait for a cyclical loss in 
demand (i.e. recession) to bring inflation back to trend.

Taking all this into account, we expect developed 
market government bonds to deliver returns of some 4 
to 5.5 per cent per year over the next five years in US dol-
lar terms. The aggregate return for developed market 
government debt is forecast to come in just under 5.5 per 
cent per year. 

Elsewhere in sovereign markets, emerging market 
dollar and local currency bonds are expected to deliver 
returns of over 8 per cent per year over the same period. 
In emerging market local currency debt, we particularly 
like Mexico – an economy that stands to benefit from 
nearshoring and fiscal discipline. We also like Turkey, 
which our fixed income colleagues see as a huge turna-
round story as the country moves away from Erdoga-
nomics. 

The case for emerging market debt is based on the as-
sumptions that the dollar will decline, the Fed will cut 
rates and emerging market economies will perform bet-
ter than the developed market counterparts. Further 

Figure 18 
Forecast decomposition of return, government and 
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support comes from the fact that real interest rates are 
still very high and emerging market central banks have 
already started their easing cycle.

Credit: the asset of choice  
over THE NEXT FIVE years

From US high-yield bonds to European private debt, 
we believe that credit markets offer among the best pros-
pects for risk-adjusted returns over the next half a dec-
ade.

Our analysis shows that bonds’ initial yield and rela-
tive yield are historically reliable pointers to future re-
turns. At 5.9 per cent,16 the starting yield for BAA-rated 
US corporate bonds (the average rating of US credit) is 
close to the highs reached immediately after the 2008-09 
credit crisis, both in absolute terms and relative to equi-
ties. Spreads, meanwhile, are the tightest they have been 
in this monetary cycle and are unlikely to widen much. 
This creates a very attractive entry point into the credit 
market.

The fundamentals are positive too. Corporate bor-
rowers have more solid balance sheets than in recent 
years. Consequently, the average ratings of US and Euro-
pean high-yield indices have improved over last two  
decades, heading in the opposite direction to those of 

Figure 19 
US high-yield companies, trailing 4-quarter net 
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government bonds which have continued to decline (the 
percentage of AAA bonds in Bloomberg’s global treasury 
bond index has dropped to 10 per cent from 70 per cent 
20 years ago). 

While governments have indulged in debt-funded 
spending sprees (rising pressure on term premium), cor-
porations are showing greater financial discipline, with 
corporate leverage near historic lows and abundant cash 
on balance sheets. Interest rate coverage has deteriorated 
somewhat from historical peaks, but remains at a 
healthy level despite the aggressive central bank tighten-
ing of recent years. 

 We expect both leverage and interest rate coverage to 
remain largely stable over the next half a decade as solid 
corporate earnings growth offsets modestly higher fund-
ing costs and as executive boards remain relatively con-
servative when it comes to share buybacks and M&A. We 
also expect inflation to be slightly higher than average, 
helping corporations to sustain high margins. 

The default outlook is relatively benign. The dis-
tressed ratio – the percentage of all speculative grade se-
curities spread above 1,000 basis points – implies a rela-
tively shallow default cycle ahead. This is consistent with 
our forecast for a 2.7 per cent average default rate over 
the next five years. Most of the debt maturing over the 
next two years was issued by BB or B rated companies 
that tend to have good access to funding in public mar-
kets. Major central banks in essence provide a floor to 
credit markets, thanks to proven backstop mechanisms 
to preserve market access and dampen the depth of de-
faults. The “Fed put” is thus a “credit put”. 

With interest rates in major economies having 
peaked, market access for borrowers should continue to 
improve, creating opportunities for early refinancing. 
That, in turn, could lead to the prices of high-yield 
bonds rising towards par value – something that usually 
happens as maturity approaches, but could now occur 
sooner, especially at the short end of the market (known 
as the pull to par return). 

While governments have indulged 
in debt-funded spending sprees,  

corporations are showing greater financial 
discipline, with corporate leverage  

near historic lows and abundant cash on  
balance sheets. 
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Another positive is that the macroeconomic back-
drop should remain fairly stable. While modest econom-
ic growth limits earnings prospect for equities, it could 
prove good news for credit, as it should cap the rise  
of liquidity premiums and support carry-driven excess 
return. 

The valuations are supported by strong demand 
among income-oriented investors. Annuity sales hit re-
cord highs in both the US and the UK in 2o23 due to 
more baby boomers retiring – a trend we expect to con-
tinue. High interest rates are driving additional demand 
for credit from pension funds, especially for long-term 
investment-grade bonds. There is also huge amounts of 
dry powder in money markets (including USD6 trillion 
in the US), and some of this will likely move up the risk 
spectrum and the maturity curve into credit as the Fed 
embarks on an easing cycle.

Underappreciated benefits for  
portfolio construction

Credit offers significant value within a diversified 
portfolio. Historically, it has better risk-adjusted returns 
compared to government bonds, and smaller peak-to-
trough falls than equities. Adding credit to a traditional 
portfolio of equities and government bonds would thus 
result in a higher efficient frontier.17 

Looking at typical risk profiles of global balanced 
portfolios in US dollar terms, our analysis shows that 
adding global high yield to the risk allocation (equity) 
and global investment grade to risk-free allocation 
(bonds) notably enhances portfolio return, while keep-
ing both the notional risk allocation and portfolio vola-
tility the same (see figure 20). 

 These characteristics are likely to become all the 
more valuable as the negative correlation between gov-
ernment bonds and equities – to which investors have 
become accustomed in recent years – becomes more  
unpredictable in the face of greater inflation volatility 
and higher term premiums. Combine that with higher 
realised volatility, and it may undermine the ability of 
sovereign debt to act as a shock absorber in a portfolio, 
instead making it more of a tactical recession hedge.

In such an environment, instead of seeking diversifi-
cation from negatively correlated assets, investors 
should look for high and stable income to better damp-
en equity risk over the medium term. We believe credit 
offers precisely that, with the added benefit of being 
more diverse than the equity market. The top five com-
panies now account for 25 per cent of the US equity  
universe, but only 2 per cent of high-yield credit and less 

	 17	 Maximum return for a given level risk.
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than 1 per cent for investment-grade. The credit universe 
is also more evenly spread between different sectors,  
giving better exposure to the whole economy than major 
stock markets (such as, for example, the tech-dominated 
S&P 500).

Figure 20 
Annualised USD return, volatility, %,  
for global equity/sovereign bonds,  

portfolio vs enhanced portfolio with global 
 investment-grade and high-yield credit
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Credit gives better balance
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At first glance, the US dollar appears to be on solid 
ground. It draws support from higher domestic interest 
rates and a resilient US economy while its status as a ha-
ven has exerted a gravitational pull on non-US investors 
in recent years. 

But on closer inspection, the greenback rests on shak-
ier foundations. Not only do we think its valuation on a 
trade-weighted basis has peaked, but the US’s weaken-
ing fundamentals point to a period of protracted weak-
ness. Our calculations show the dollar should lose 
around 2 per cent per annum against major currencies 
over the next five years.

There are several reasons why. First, there’s growth. 
The US economy will lose some of its exceptionalism 
over the remainder of the decade. Its real GDP over the 
next five years will drift lower relative to other nations, 
leading to weaker capital inflows. 

Our analysis shows the US economy’s growth/infla-
tion mix is set to deteriorate relative to the rest of the 
world, which tends to weaken the dollar (see figure 21).

Figure 21 
US dollar real effective exchange rate  

vs US economic performance
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Another negative for the greenback is that the US’s 
twin deficit – the combination of its fiscal and current 
account deficits – is deteriorating. The US scores at the 
bottom among major and emerging economies when it 
comes to the twin deficit, which represents a key source 
of economic stability. Our historical analysis suggests 
these twin deficits typically lead to a significant depreci-
ation of the dollar in the coming years.

Add to this a longer term trend of de-dollarisation 
within the global economy. While diversification away 

from the dollar is gradual, the erosion of the currency’s 
status in international financial markets is becoming 
more obvious. The US currency’s share of allocated for-
eign exchange reserves fell to 58 per cent in 2024 from 
around 72 per cent at the start of the century as central 
banks diversified their reserves away from G5 currencies 
to add gold, the Chinese renminbi and the, Australian 
and Canadian dollars. 

Our analysis shows the dollar’s decline will be more 
pronounced against a certain group of developed curren-
cies, particularly the Japanese yen and the Swiss franc.

Japan is likely to emerge as the most attractive desti-
nation for foreign capital flows as it emerges from defla-
tion. An improvement in corporate earnings growth 
from Japanese companies, supported by positive corpo-
rate governance reform and a benign inflation backdrop, 
should continue to make Japanese stocks a magnet for 
foreign investors. And Japanese investors will also feel 
confident enough to repatriate some of their significant 
foreign assets.

The yen is trading at nearly 20 per cent below what 
our model considers to be a fair value. On a purchasing 
power parity basis, it is some 40 per cent below its fair 
value. This valuation gap is likely to begin to close, espe-
cially as the Bank of Japan starts raising interest rates for 
the first time in 20 years.

All of which should end up offering strong support to 
the yen, which we think will rise the most against the 
dollar in the next five years, delivering annual gains of 
4.8 per cent every year between now and 2029.

The dollar’s decline will be  
more pronouced against  

the Japanese yen and Swiss franc. 



66

 We expect the Swiss franc to appreciate by 4 per cent 
per annum in the coming half decade. Other European 
currencies, such as the euro and sterling, will see more 
modest gains against the dollar.

Elsewhere, emerging currencies are likely to rise mod-
erately against the dollar, with Asian units outperform-
ing most Latin American and eastern European counter-
parts.

The Chinese renminbi has experienced protracted 
weakness in recent months as outflows from the coun-
try’s capital market gathered pace and the People’s Bank 
of China allowed the currency to weaken to gain export 
competitiveness. But this should change as the economy 
stabilises, and there are tentative signs that capital is 
flowing back into the world’s second largest economy. 
We expect the Chinese currency to rise 2.8 per cent per 
annum in the next five years against the dollar.

Another winner against the dollar will be the Chilean 
peso. The currency’s strong fundamentals are a reflec-
tion of the country’s position as an exporter of key com-
modities, including copper, which is crucial to the ener-
gy transition. The Korean won, meanwhile, should 
benefit from increasing demand for semiconductors. 
Elsewhere, efforts by European countries to nearshore 
their production should boost the manufacturing-heavy 
Turkish economy and help the lira, which is also sup-
ported by a more orthodox monetary policy and attrac-
tive interest rates.
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Alternatives deserve a sizeable allocation in investor 
portfolios as they will continue to provide diversification 
benefits and exposure to secular trends that may not be 
so easily accessible via public investments. 

Private debt

Private credit is an attractive investment on several 
fronts. The floating rates on offer in private debt funds 
help boost income and shorten portfolio duration. With 
high short-term policy rates and wider spreads than 
public credit, private credit offers yield that’s now com-
petitive with historical average equity return. 

The illiquidity of private debt offers not only an addi­
tional premium, but better downside protection as well. 
That’s because private credit is largely funded with long-
term capital invested in closed-end funds, which miti
gates maturity transformation risk and prevents inves
tors from selling at the bottom of the market. 

Tailored covenants and the scope for active engage
ment with the investee companies offer lenders a level of 
direct control and the ability to proactively address 
amendments throughout life of the loan and in, case of 
defaults, to achieve more favourable outcomes. The re
covery rate for the private senior syndicated loan is 
around 70 per cent, significantly higher than the 40 per 
cent for US high yield bonds. 

The market is also supported by the growing private 
capital eco-system. The growing dry powder in private 
equity presents a strong source of potential demand for 
private debt while the majority of private credit borrow
ers are sponsored by private equity capital, providing a 
potential source of additional capital in times of tran
sient stress and thus reducing the risk of defaults. 

Overall, we believe the rise in private credit doesn’t 
diminish need for public credit, but instead serves to di
versify the sources of liquidity, hence reducing systemic 
risk and the risk premia for the wider credit universe.

 We forecast a five-year return of close to 10 per cent 
per annum for both US and European private debt. De-
faults will remain low and the asset class will also bene-
fit from a general decline in interest rates. Having said 
that, the returns will be capped by increasing competi-
tion among lenders thanks to surging investor inflows.

	

	 18	 Our models use a supply proxy variable (capex to 
depreciation for energy and materials companies 
over the past five years) that has predicting power 
over the level of future production

Alternatives:
private debt and industrial  
commodities to shine



68

Commodities 

The combination of stronger demand, constrained 
production,18 a weaker dollar and positive (if modest) 
economic growth should support commodities, helping 
them deliver returns of around 7 per cent per annum – 
only slightly below global equities on a dollar basis. 

Industrial metals, particularly those needed for the 
shift to net zero, have the biggest upside. The green 
transition has barely started, geopolitical considerations 
are leading to a duplication of commodity-heavy supply 
chains and supply constraints are intensifying. We ex-
pect double-digit returns here. 

Gains for gold are likely to be more modest, having 
been the best performing asset class over the past five 
years (12 per cent annualised), even outperforming glob-
al equities. While the fundamentals remain supportive, 
valuation looks very stretched to us. Our analysis shows 
the current gold price implies a 20 per cent depreciation 
of the US dollar and 100 basis point decline in US 10-
year TIPS yield – well ahead of our own forecasts. How-
ever, we do believe that the unprecedented rise in public 
debt across the globe – and the associated risk of fiscal 
dominance (see "A more productive economy?") – as well 
as the risk of an escalation of geopolitical hostilities will 
underpin demand for gold as a hedging tool. Gold is and 
will continue to be the only true hedge against extreme 
political and economic risks. Overall, we forecast an av-
erage return of 4.3 per cent annualised, good enough to 
keep the asset class to remain in a global multi asset 
portfolio.

Figure 22 
Commodity prices, global industrial production  

and USD
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The outlook for oil is much less optimistic than for 
any other commodity. We forecast an oil price of USD65-
70 a barrel in five years’ time – in line with the futures 
market. Oil demand growth is more closely linked to de-
veloped rather than emerging economies. Based on our 
forecasts for developed markets growth (1.5 per cent an-
nualised), global oil demand should be stable, while in-
creasing supply could push balances into significant sur-
plus. Low official US reserves and moderate investment 
in new supply cannot, in our view, fully offset the secular 
headwinds for the sector – critically including a still very 
high spare capacity among OPEC members (5.8 million 
barrels per day out of global oil demand of roughly 
100mbd).

Hedge funds

For hedge funds, we expect returns of 5.3 per cent per 
year on average. This may not look exciting at face value, 
but in risk-adjusted terms, hedge funds should deliver 
some of the best performance in our analysis.

We expect current conditions to be particularly fa-
vourable for market neutral strategies to generate alpha.

Real estate

We forecast property will deliver returns of some 5 to 
7 per cent per year across all major economies over the 
next five years. Investment in real estate needs to be very 
selective and based on local factors, however. 

One sector that is doing particularly well is industrial 
real estate, capitalising on secular growth trends such as 
demand for data centres and for last mile logistics.

The situation in residential real estate is more mixed. 
House prices have declined much less than expected fol-
lowing tightening by central banks – partly because the 
share of cash buyers has increased but also because 
homeowners have locked in very favourable rates follow-
ing the global financial crisis and Covid.

However, house prices in the OECD area are on sim-
ple valuation measures (price to rent and income), still 
15 to 20 per cent overvalued. This will limit the benefit 
from interest rate cuts.

Private equity

In private equity, we think that manager selection 
will be key for maximising returns. As managers can no 
longer rely on low borrowing costs and multiple expan-
sion, they will instead have to rely on generating tangi-
ble profitability and efficiency gains. The dispersion of 
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returns across private equity funds has always been 
much higher than in the public equity sector, by a factor 
of around three times, and we think the structural head-
winds will result in an even bigger dispersion. 

Two areas where private equity could thrive are AI 
and the green transition. In the example of AI, it’s a two 
pronged impact: private equity funds can benefit from 
AI advances in processes such as due diligence and oper-
ations and secondly, AI opens up a new world of invest-
ment opportunities. 

Overall, we forecast private equity returns to exceed 
those of public equities by a marginal amount over the 
next five years – at 2.6 percentage points per annum, the 
excess return will be less than half its historical trend. 
But the greater dispersion will mean that some funds 
can deliver considerable outperformance, particularly if 
they use limited leverage and focus on nurturing their 
investee businesses.

BITCOIN

Last but not least, a word on bitcoin. The scandals 
surrounding FTX and Binance, coupled with unprec
edented monetary tightening by the Fed were expected 
to mark the beginning of the end of bitcoin. But the 
cryptocurrency has shown remarkable staying power 
and received an additional boost with the introduction 
of spot bitcoin ETFs by the SEC – a move which has 
made it a de facto mainstream asset class. We continue 
to be very sceptical on the long-term sustainability of 
bitcoin but we note that if its correlation with gold, Nas
daq and trade-weighted US dollar remains unchanged 
(the three variables explain circa 85 per cent of the bit­
coin variance over the past five years), there is still some 
upside as the dollar weakens, while tech stocks and gold 
gain. 
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Modelling an allocation for  
the next five years
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Portfolio illustration

Below we present our model portfolio, which illus-
trates how diversifying away from a traditional portfo-
lio split evenly between global equities and developed 
market government bonds could potentially improve 
inflation-adjusted returns. 

Asset class forecasts

Our Secular Return forecasts (5-year) are based on 
models combining our expected evolution of key  
macroeconomic variables (growth, inflation), our assump-
tions on interest rates and our assessment of initial  
valuation, adjusted for factors related to fiscal policy,  
trend factors and index composition.

Our forecast for developed market government bond 
returns is derived from our forecast of the annual roll 
yield and the terminal bond yield in every major market, 
which is, in turn, determined by our estimated trend 
growth of nominal GDP, to which we apply a discount 
dependent on the prevailing monetary policy stance and 
the historical norm (0.9X for the US and UK, 0.8X in the 
euro zone). For EM and corporate bonds, the return fore-
casts are based on fair value models of the corresponding 
spreads and expected recovery rates in the 40 per cent to 
50 per cent range depending on the index.

Currency forecasts assume that currencies will revert 
to their fair value over the next 10 years, where the  
fair value is an estimate by our Economics team based 
on relative productivity, inflation and the evolution  
of current account balances.

Figure 23 
Diversified portfolios: estimated real return, 

%, annualised, over 5 years

4.1%

0.1%

0.3%

0.0%

0.1%

0.0%

0.3%

-0.1%

0.3%

50% equity, 50% govt bonds

With 20% of equity allocation 
to thematic stocks

With 20% of equity allocation
 to EM Asia stocks

With 20% of bond allocation 
to EM USD bonds

With 10% of total portfolio 
allocated to credit

With 5% of total portfolio allocated 
to private debt

With 5% of total portfolio allocated
to commodities

With 5% of total portfolio allocated 
to market neutral strategies

Tactical allocation

0 1 2 3 4 5%

Source: Pictet Asset Management

Portfolio returns:
investors will need to
move away from
traditional balanced
portfolios
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The following benchmarks are used: J.P. Morgan in-
dices for developed/emerging government bonds and 
emerging corporate bonds; SBI Index for Swiss bonds; 
BofA indices for euro zone/US corporate and high-yield 
bonds, US 10-year TIPS.

Equity returns are calculated by adding the average 
dividend yield, expected sales growth (derived from 
nominal GDP considering regional sales exposure) and 
margin change (adjusted for anticipated changes in  
taxation), a dilution effect and the expected change in 
P/E multiples. We use MSCI indices for all markets and 
IBES consensus on 12-month forward earnings for P/E. 

We first estimate the 12-month P/E of the US market 
in five years’ time with a model based on trend growth, 
inflation and bond yields. 

Then we forecast the P/E for the remaining markets 
assuming a return to trend relative multiple versus the 
US, adjusted for a change in trend driven by our rela-
tive growth forecast.

For alternatives, the forecasts are based on models 
using the expected returns from traditional asset  
classes, initial relative valuation and some specific fac-
tors as inputs.

Economic and currency forecasts

Our GDP forecasts are based on estimating the cur-
rent potential growth of countries and adjusting that 
by current production factors – which determine how  
effectively economic inputs are being translated into 
outputs.

Potential output is defined as the highest real GDP 
level that can be sustained over the long run. First, we 
decompose raw GDP data into cyclical and trend com-
ponents. Then we apply the Phillips curve approach to 
determine the natural level of output, which is consist-
ent with stable inflation (NAILO) and/or with a stable 
unemployment rate (NAIRU).

To forecast inflation, we combine three approaches. 
The first is based on the current inflation trends, using 
the Hodrick-Prescott filtering method. The second cal­
culates the optimal inflation rate based on the assump-
tion that the neutrality of money prevails over the long 
run. The third considers the variations in the transmis-
sion dynamics between money supply and inflation de-
pending on the state of the economy (expansion, finan-
cial crisis). Our final inflation forecast is an average of 
the three calculations.
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Pictet Asset Management’s  
Strategy Unit (PSU)

The PSU is composed of Pictet Asset Management’s 
most experienced multi-asset and fixed income portfolio 
managers, economists, and strategists and research ana-
lysts located in various offices. This investment group is 
responsible for providing asset allocation guidance over 
the short-term and long-term horizons across stocks, 
bonds, commodities and alternatives.

Every year, the PSU produces the Secular Outlook: a 
publication providing asset class return forecasts for the 
next five years. The research embeds, and is a reflection 
of, the PSU’s investment philosophy.

“We believe understanding  
how the economic landscape

changes over time is both 
a fundamental component of

strategic asset allocation 
and crucial for investment 
success over the long run.”

olivier ginguené
Chairman of Strategy Unit, CIO,  
Multi Asset & Quantitative Investment
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 We believe…

Macroeconomic forces have
a bigger influence on asset class
returns over the medium
and long term than any other
factor; understanding how the economic 
landscape changes over time is both a fundamental 
component of strategic asset allocation and 
crucial for investment success over the long run. 

Over the short run, markets
are more volatile than is
warranted by underlying
economic conditions. Moreover,
the relationship between asset classes is not
stable through time. This leads to a mispricing
of assets, which presents opportunities for
tactical asset allocation.

Every asset class carries a
risk premium, which rises and
falls as the business cycle
progresses from one phase to
another. The focus of our research is 
to identify how the macroeconomic environment 
is changing and how this is likely to affect 
the risk premium attached to each asset class.

The skilled deployment of both
strategic and tactical asset
allocation can deliver superior
investment returns over
the long term.
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Equity forecast

12M P/E RATIO 12M P/E RATIO TOTAL RETURN P.A.

YIELD,  
P.A. %

SALES 
GROWTH,  

P.A. *

MARGIN 
CHANGE,  
P.A. % **

Net  
buy-

backs

EPS 
GROWTH,  
P.A. % ***

CURRENT  
P/E

FORECAST  
IN 5YRS 

****

% PE 
CHANGE  

P.A.

total  
LOCAL 

CURRENCY  
%

LOCAL 
CURRENCY  

%

IN USD  
%

United States 1.5 5.6 0.1 1.5 7.3 20.2 19.0 (1.2) 7.5 0.0 7.5

Eurozone 3.3 3.6 (3.1) 1.1 1.5 13.2 13.6 0.5 5.3 1.4 6.8

Switzerland 3.2 2.8 (0.9) 1.2 3.0 17.3 18.0 0.8 7.0 4.0 11.3

UK 4.0 2.3 (2.0) 1.2 1.4 11.3 11.6 0.4 5.9 0.8 6.7

Japan 2.1 3.6 (1.3) 0.8 3.0 15.0 13.7 (1.9) 3.2 4.8 8.1

Developed markets 1.8 4.9 (0.8) 1.4 5.6 18.7 17.8 (1.0) 6.9 0.6 7.5

China 2.9 3.4 (1.1) (2.0) 1.7 9.3 10.6 2.6 7.3 0.1 7.4

Emerging Asia 2.5 6.7 (0.9) (2.0) 3.7 12.7 12.5 (0.3) 5.8 2.4 8.4

Latin America 5.6 4.6 (2.9) (1.0) 0.6 8.9 9.6 1.6 7.8 0.6 8.5

EMEA 4.2 5.6 (1.4) (1.0) 3.0 10.5 10.8 0.7 7.9 0.2 8.1

Emerging markets 3.0 6.4 (1.1) (1.8) 3.4 11.9 11.8 (0.2) 6.3 2.0 8.3

Frontier markets 4.0 5.2 (2.0) (2.0) 1.0 8.3 9.4 2.5 7.5 0.0 7.5

Global (MSCI ACWI) 2.0 5.1 (0.8) 1.0 5.3 17.9 17.1 (0.9) 6.8 1.2 7.6

Global small CAP 2.2 4.3 (0.8) 0.5 4.0 22.5 23.8 1.1 7.3 1.2 8.6

		  Source: Refinitiv Datastream, MSCI, IBES,  
Pictet Asset Management (forecast horizon 
30.04.2022-30.04.2028)

	 *	 Proxied by our forecast for nominal GDP growth 
(average 2024 to 2028), adjusted for regional reve-
nue exposure. Reflecting historical trend, struc-
tural tech leadership and regulatory environment 
we adjust for a market's ability to translate nomi-
nal GDP growth into revenue growth.

	 **	 IBES net profit margin, based on reversion to cur-
rent trend level in 5 years (margin trend to turn 
flat from here), a global convergence adjustment 
and FX impact.

	 ***	 Expected buybacks net of dilution from secondary 
issuance (forecast net buyback yield moderates to 
25% below 20 year average in DM, -2% in China, 
EM Asia and frontier markets and -1% for rest of 
EM).

	****	 US PE based on our forecasts of 10Y bond yield, 
inflation, trend growth. DM regional PE forecast a 
combination of return to trend multiple relative to 
US (66% weight) and return to 10 year average 
absolute PE levels. EM regions to return to aver-
age of current, mean and trend relative multiple 
to MSCI EM.
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Fixed income forecast:  
government, corporate and EM bonds

DURATION 
(YRS)

CURRENT 
YIELD (%)

FORECAST 
YIELD IN 

5YRS TIME*

ANNUALISED  
ROLL**

OUR  
RETURN 

FORECAST %

CURRENCY 
GAIN  

P.A. (%)

USD  
RETURN  
P.A. (%)

10-year US Treasuries 8.1 4.7 3.75 0.3 5.6 0.0 5.6

10-year German Bunds 8.2 2.6 2.5 0.5 3.0 1.4 4.5

Eurozone govt bonds 7.2 3.2 3.2 0.5 3.7 1.4 5.1

10-year Swiss govt bonds 7.9 0.8 1.5 0.4 0.3 4.0 4.3

10-year Japanese govt bonds 9.3 0.8 1.5 0.5 0.5 4.8 5.3

10-year UK gilts 7.9 4.4 3.25 0.4 5.8 0.8 6.6

10-year Chinese govt bonds 8.9 2.2 3.5 0.1 1.0 2.8 3.8

US inflation-linked bonds 4.4 2.3 1.5 0.3 5.1 0.0 5.1

US investment-grade bonds 6.6 5.8 5.2 0.3 6.3 0.0 6.3

US high-yield bonds 3.9 8.3 7.4 0.0 7.2 0.0 7.2

Eurozone investment-grade bonds 4.5 4.0 3.4 0.3 4.2 1.4 5.7

Eurozone high yield 3.1 6.8 6.2 0.0 5.8 1.4 7.3

Emerging market dollar bonds 6.4 8.5 7.7 0.0 8.3 0.0 8.3

Emerging market local currency bonds 4.9 6.6 5.6 0.0 6.9 1.9 8.9

Emerging market corporate bonds 4.2 7.3 6.8 0.0 7.1 0.0 7.1

Global govt bonds 7.0 3.7 3.4 0.4 4.1 1.2 5.4

US dollar cash 0.0 5.6 2.8 0.0 3.7 0.0 3.7

		  Source: Refinitiv, J.P. Morgan, BoFA Merrill Lynch, 
Pictet Asset Management. Data as at 31.03.2024

	 *	 Policy rate assumption: US and UK at 2.5%, euro-
zone 1.5%, Switzerland at 1.25% and Japan at 1%. 
Terminal bond yield assumes yield to trend nomi-
nal GDP ratio normalise to long-term average of 
0.9x in US & UK and 0.8x in Germany (vs eurozone 
GDP). Assume Swiss govt bond 50bps spread be-
low Germany, JPM EMU govt 75bps spread above 
JPM Germany (assuming 165bps BTP spread, 
110bps ODE spread). YCC lifted in Japan and BoJ 
target 0% real rate. WGBI weighted average used 
on roll, yield change and return calculation for 
global bonds.

		
		  Credit spreads and EM bond yield based on our 

respective fair value models and default esti-
mates. Recovery rate assumed to be 40% for DM 
HY and EMD HC, 50% for EMD LC. 

	 **	 Adjust roll yield according to pace of central bank 
normalisation and our expectation of curve steep-
ness in year 5. IG corp roll assumes curve steep-
ens proportionally with government bond.

		
		  Benchmarks: J.P. Morgan indices for government 

bonds and EM USD bonds, FTSE WGBI for  
global bonds, ICE BoFA indices for DM corporate 
bonds, US 10Y TIPS for US inflation-linked bonds. 
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Disclaimer
This material is for distribution to professional 

investors only. However it is not intended for  
distribution to any person or entity who is a citizen or 
resident of any locality, state, country or other  
jurisdiction where such distribution, publication,  
or use would be contrary to law or regulation. 

This material is not intended for distribution  
to any person or entity who is a citizen or resident of 
any locality, state, country or other jurisdiction 
where such distribution, publication, or use would be 
contrary to law or regulation. 

Information used in the preparation of this docu-
ment is based upon sources believed to be reliable, 
but no representation or warranty is given as to the 
accuracy or completeness of those sources. Any  
opinion, estimate or forecast may be changed at any 
time without prior warning. This document is for  
informational purposes only and does not constitute 
investment research or financial analysis relating  
to transactions in financial instruments as per MiFID, 
nor does it constitute on the part of Pictet Asset 
Management an offer to buy or sell any investments, 
or to provide financial services, neither an invest-
ment recommendation. 

This document has been issued in Switzerland by 
Pictet Asset Management SA and in the rest of  
the world by Pictet Asset Management (Europe) SA 
and may not be reproduced or distributed, either  
in part or in full, without their prior authorisation.

Simulated data and projected forecast figures 
presented in in the Appendix are figures that are  
hypothetical, unaudited and prepared by Pictet Asset 
Management (Europe) SA. The results are intended 
for illustrative purposes only. Past performance is not 
indicative of future results, which may vary. Projected 
future performance is not indicative of actual  
returns and there is a risk of substantial loss. Hypo
thetical performance results have many inherent 
limitations, some of which, but not all, are described 
herein. No representation is being made that any  
account will or is likely to achieve profits or losses 
similar to those shown herein. One of the limitations 
of hypothetical performance results is that they  
are generally prepared with the benefit of hindsight. 
The hypothetical performance results contained 
herein represent the application of the quantitative 
models as currently in effect on the date first written 
above, and there can be no assurance that the  
models will remain the same in the future or that an 
application of the current models in the future will 
produce similar results because the relevant market 
and economic conditions that prevailed during the  
hypothetical performance period will not necessarily 
recur. There are numerous other factors related to  
the markets which cannot be fully accounted for in the 
preparation of hypothetical performance results,  
all of which can adversely affect actual performance 
results. Hypothetical performance results are  
presented for illustrative purposes only. Indexes are 
unmanaged, do not reflect management or trading 
fees, and it is not possible to invest directly in an  
index. There is no guarantee, express or implied, that 
long-term return and/or volatility targets will be 
achieved. Realised returns and/or volatility may come 
in higher or lower than expected. A full list of  
the assumptions made can be provided on request.
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