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SUMMARY

The correction in equity markets over the last couple of weeks is not particularly
unusual, although events feel more dramatic given the prior period of low
volatility. Equity corrections can start for a variety of reasons, but they rarely end
until a ‘growth scare’ comes with some degree of investor capitulation (not seen
yet).

Our economists do not expect the current growth scare to be followed by a
recession, the most likely catalyst for turning a tactical correction in stocks into a
longer-term decline. However, while the longer-term outlook for equities appears
benign, we expect the current period of elevated uncertainty and volatility to
persist for a while longer and see a better entry point later this summer.

While the S&P 500 is down 8% from its high on 16 July, our performance and
valuation framework suggests that risk-reward remains skewed to the downside.
We would feel more comfortable adding exposure when the index is back close to
its 12-month average level (4900) and valuation is closer to its 10-year average of
17.9x based on forward 12-month earnings rather than the 19.4x level we see
today.

Post a 23% fall from its peak, the risk-reward profile for Japanese equities has
improved significantly, with valuations falling to their lowest post-covid level at
Monday’s close (with the index’s forward 12-month price-earnings ratio at 11.8x).
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TOUGHER TIMES

After a period of exceptionally low volatility, performance trends have shifted sig-
nificantly over the last few weeks, raising broader macro concerns and producing
one of the biggest trend reversals in recent years, as illustrated by a sharp downturn
in the momentum factor (chart 2).

Chart 1: Volatility has jumped sharply from its prior ~ Chart 2: Significant unwinding of performance of
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From our perspective, the outlook for risk assets had been deteriorating for the last
couple of months. This contributed to the GIC’s decision to reduce equity exposure
at the end of June based on a number of factors, including:

1) Weaker macro news flow. Bloomberg’s economic surprise indices turned negative
during 2Q. Yet headline equity indices held up until early July, possibly reflecting
stable credit markets and hopes for lower interest rates through 2H. However, a re-
newed dip in leading indicators in late July, coupled with signs of a deterioration in
the US labour market, has raised recession fears.

2) Rising earnings uncertainty. The 2Q reporting season provided the usual level of
earnings “beats” in both the US and Europe, but this is predominantly a backward-
looking indicator and hence of limited comfort to markets. Looking forward, con-
sensus forecasts for a healthy increase in earnings in 2H24 now appears to be chal-
lenged by weaker macro sentiment and a number of high-profile profit warnings
(particularly relating to the consumer), which could signal weaker profit margins
ahead. We expect earnings downgrades to accelerate from here (which would be
consistent with the normal seasonal pattern for August-September).

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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3) Geopolitical risk. The August-October period is often the most volatile (and least
rewarding) for risk markets. This year has the added complication of the US election
in early November and the risk of further escalation in the Middle East. Given the
maxim that risk markets dislike uncertainty more than anything else, the current
seasonal plus geopolitical backdrop constitute a considerable hurdle for investors
looking to re-engage.

4) The yen. Although the yen only really started to appreciate strongly a week or so
ago, it actually troughed versus the USD on 3 July, two weeks before the MSCI
World peaked. The lack of visibility around carry trades in general is an incremental
source of unease for investors trying to model upside/downside risk profiles.

EQUITY CORRECTION -» GROWTH SCARE -» CAPITULATION

Experience tells us that it is hard both to time market peaks and identify the exact
trigger that prompts equities to start falling. However, once the correction starts it
often unfolds in three stages. First, a correction is initially viewed as a “market
event”. Second, this narrative then changes into concerns of a broader macro
“growth scare”. Third, this is followed by some degree of market capitulation as in-
vestors de-risk. At this time, we are most likely in stage two, as suggested by the
sharp drop in interest rate expectations (chart 3) and commodity prices that are ap-
proaching three-year lows (chart 4).

Chart 3: Rare drop of over 100 bps in two-year US Chart 4: S&P GSCl Commodity Index close to three-
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While the fall in Japanese stocks and the rise in the VIX may tempt one to assume
that we have already seen some capitulation-like behaviour, we are sceptical of this
point and note that the S&P 500 Equal-Weight Index is down less than 6% from its
peak so far. It is also worth noting that investor inflows into equities were very
healthy in July (despite the deteriorating backdrop described above) and CFTC data
suggests that asset manager positioning in S&P futures was very elevated going into
last week.

AWAITING BETTER RISK-REWARD PROFILES FOR STOCKS

We view the current turbulence in risk assets as more of a near-term tactical event
than something that will derail the longer-term outlook for stocks. The most likely
reason to change that assessment would be a larger-than-expected economic slow-
down in the US (for example, if labour market weakness tips the economy into re-
cession), which would open the door to lower equity valuations and earnings. As
our economists discuss here, while a slowdown to below-trend US growth in 2H is
on the cards, a recession is not.

Absent a recession, the longer-term outlook for stocks still looks good to us, alt-
hough we believe the recent weakness in equity markets is likely to persist for a
while longer and hence are in no rush to increase exposure at this time. While we
think it is still too early to position strongly today, below are three catalysts that
could stabilise equity markets:

i) An improvement in economic growth sentiment. In particular, this could involve
an uptick in economic leading indicators or signs that the US labour market is not
deteriorating significantly.

ii) Market capitulation. As discussed above, we don’t believe this has happened yet
and think it would only be triggered by considerably lower index levels than we cur-
rently see.

iii) Lower valuations. While non-US equity valuations are already reasonable, global
stocks will continue to take their lead from the US where valuations remain more
elevated (see below). Hence, our third catalyst is also only likely to kick in at index
levels lower than at present.

BENCHMARKING THE CORRECTION

Periods such as this are always difficult for investors. This may sound obvious given
the potential for capital loss, but markets are usually volatile on the upside as well
as the downside. This two-way volatility challenges investors to keep a level head
and avoid getting whipsawed by very short-term market behaviour. In this context,
we believe it is important to maintain an appropriate performance and valuation
framework to help balance the overall risk-reward outlook and to assess potential
entry points ahead.

With this in mind, you can find some of our preferred charts for the main equity
indices below.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
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S&P 500 - Valuation still elevated, risk-reward looks better at 4900

Chart 7 plots the price performance of the S&P 500 alongside Bollinger bands that
express the spot level in terms of standard deviations (SD) away from the 12-month
average (also known as z-scores). For much of the last year we have been following a
typical bull market pattern whereby performance regularly hugged the +1 to +2 SD
thresholds. Given the headwinds discussed above we think this is unlikely to per-
sist, but we do not see a bear market pattern emerging where the S&P 500 trends
down towards the -2 SD level as in 2022 when very high inflation derailed all asset
markets.

We believe the risk-reward profile becomes compelling if the S&P 500 falls back to-
wards its 12-month average level of just below 4900 (representing neither a bull nor
bear market regime). For investors wanting to frame bigger downside risks (which
could range from recession to a geopolitical event or a bigger unwind of the carry
trade) we would reference the -1 SD threshold just below 4500.

The S&P currently trades on a a forward 12-month price-earnings ratio (N12M PE) of
19.8 which is high in an historical context, as per chart 8. For investors assessing
downside risks we think a move back to the 10-year average of 17.9 is a good refer-
ence point and would represent a further 10% fall in the S&P 500 from its current
level to c.4700.

Chart 7: S&P 500 remains vulnerable at +1SD above  Chart 8: S&P 500 valuations still high in historical
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Japanese equities - oversold + attractive valuations

There has been a much larger correction in Japanese stocks in recent days than in
the S&P 500, with the TOPIX index trading -1.5 SD below its 12-month average at
Monday’s close. While it is not uncommon for equity indices to overshoot the -2 SD
threshold that we classify as ‘oversold’, any such moves tend to be very short and
hard to time.

The 24% fall in the TOPIX from its peak in early July has, unsurprisingly, also had a
big impact on Japanese equity valuations, with the TOPIX’s N12M PE falling to 11.8x
at Monday’s close. This is below longer-run averages and its lowest level since the
height of covid in Q1 20. Valuation is rarely a good tactical indicator but it is useful
for indicating longer-term opportunities, and while a return to the 10-year average
price-earnings ratio implies 10% downside for the S&P 500, the same analysis for
Japan suggests 22% upside from here.

It is worth noting that marking-to-market Tuesday’s 9% rebound in the TOPIX
would produce a -0.6 SD reading for Chart 9 and a N12M PE back up to 12.9, with
the latter still 10% below its 10-year average.

Chart 9: Monday'’s 12% drop was sufficient to push Chart 10: Topix trading at its lowest level since Q1
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Europe looks neutral on our framework

Our framework is not giving us such a strong view on European equities right now,
with MSCI Europe back to its 12-month average in price terms (ie., the index seems
neither overbought nor oversold). On a N12M E of 12.8x, valuations are close to their
20-year average but below their 10-year average of 14.3x.

Chart 11: MSCI Europe is back to its 12-month aver-  Chart 12: MSCI Europe 12-month forward P/E
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tioned in this document. Ac-
cordingly, investors must be
willing and able to assume all
risks and may receive back
less than originally invested.

Past performance should not
be taken as an indication or
guarantee of future perfor-
mance and no representation
or warranty, expressed or im-
plied, is made by BPCAL/Pic-
tet HK Branch regarding future
performance.

This document does not con-
stitute the investment policy
of BPCAL/Pictet HK Branch,
or an investment recommen-
dation, and merely contains
the different assumptions,
views and analytical methods
of the analysts who prepared
them. Furthermore, the infor-
mation, opinions and esti-
mates expressed herein reflect
a judgment at its original date
of publication and are subject
to change without notice and
without any obligation on
BPCAL/Pictet HK Branch to
update any of them.
BPCAL/Pictet HK Branch may
have issued or distributed
other reports or documents
that are inconsistent with, and
reach different conclusions
from, the information pre-
sented in this document.

While the information and
opinions presented herein are
from sources believed to be
reliable, BPCAL/Pictet HK
Branch is not able to, and do
not make any representation
or warranty as to its accuracy
or completeness. Accordingly,
BPCAL/Pictet HK Branch ac-
cepts no liability for loss aris-
ing from the use of or reliance
on this document presented
for information purposes only.
BPCAL/Pictet HK Branch re-
serves the right to act upon or
use any of the information in
this document at any time, in-
cluding before its publication
herein.

BPCAL/Pictet HK Branch and
its affiliates (or employees

thereof) may or may not have
long or short positions in, and
buy or sell, or otherwise have
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interest in, any of the Invest-
ments mentioned herein, and
may or may not have relation-
ships with the issuers of or en-
tities connected with Invest-
ments mentioned in this docu-
ment. BPCAL/Pictet HK
Branch and their affiliates (or
employees thereof) may act
inconsistently with the infor-
mation and/or opinions pre-
sented in this document.

The information used to pre-
pare this document and/or
any part of such information,
may have been provided or
circulated to employees
and/or one or more clients of
BPCAL/Pictet HK Branch be-
fore this document was re-
ceived by you and such infor-
mation may have been acted
upon by such recipients or by
BPCAL/Pictet HK Branch.

This document is provided
solely for the information of
the intended recipient only
and should not be repro-
duced, published, circulated
or disclosed in whole or in
part to any other person with-
out the prior written consent
of BPCAL/Pictet HK Branch.

Singapore

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not accred-
ited investors, expert investors
or institutional investors as
defined in section 4A of the
Securities and Futures Act
2001 (“SFA") or any person or
entity who is a citizen or resi-
dent of or located in any local-
ity, state, country or other ju-
risdiction where such distribu-
tion, publication, availability
or use would be contrary to
law or regulation or would
subject BPCAL and any of its
affiliates or related corpora-
tions to any prospectus or reg-
istration requirements.

BPCAL is a wholesale bank
regulated by the Monetary
Authority of Singapore
(“MAS”) under the Banking
Act 1970 of Singapore, an ex-
empt financial adviser under
the Financial Advisers Act
2001 of Singapore (“FAA") and
an exempt capital markets li-
cence holder under the SFA.
Please contact BPCAL in Sin-
gapore in respect of any mat-
ters arising from, or in connec-
tion with this document.
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Hong Kong

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not “profes-
sional investors” within the
meaning of the Securities and
Futures Ordinance (Chapter
571 of the Laws of Hong
Kong) and any rules made
thereunder (the “SFO”) or any
person or entity who is a citi-
zen or resident of or located in
any locality, state, country or
other jurisdiction where such
distribution, publication,
availability or use would be
contrary to law or regulation
or would subject Pictet HK
Branch and any of its affiliates
or related corporations to any
prospectus or registration re-
quirements. If you do not want
Pictet HK Branch to use your
personal information for mar-
keting purposes, you can re-
quest Pictet HK Branch to
stop doing so without incur-
ring any charge to you.

In distributing an investment
product as agent for a third
party service provider, Pictet
HK Branch distributes the
product for the third party ser-
vice provider and the product
is a product of the third party
service provider but not Pictet
HK Branch. In respect of an el-
igible dispute (as defined in
the Terms of Reference for the
Financial Dispute Resolution
Centre in relation to the Fi-
nancial Dispute Resolution
Scheme) arising between Pic-
tet HK Branch and you out of
the selling process or pro-
cessing of the related transac-
tion, Pictet HK Branch is re-
quired to enter into a Finan-
cial Dispute Resolution
Scheme process with you;
however any dispute over the
contractual terms of the prod-
uct should be resolved directly
between the third party ser-
vice provider and you.

Banque Pictet & Cie SAis a
limited liability company in-
corporated in Switzerland. It is
an authorized institution
within the meaning of the
Banking Ordinance and a reg-
istered institution (CE No.:
BMG891) under the SFO car-
rying on Type 1 (dealing in se-
curities), Type 4 (advising on
securities) and Type 9 (asset

management) regulated activi-
ties. The registered address of
Pictet HK Branch is 9/F.,
Chater House, 8 Connaught
Road Central, Hong Kong.

Warning: The contents of this
document have not been re-
viewed by any regulatory au-
thority in Hong Kong. You are
advised to exercise caution in
relation to the offer. If you are
in any doubt about any of the
contents of this document,
you should obtain independ-
ent professional advice.
Please contact Pictet HK
Branch in Hong Kong in re-
spect of any matters arising
from, or in connection with
this document.
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