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HOUSE VIEW

The Aviva Investors House View document is a comprehensive 

compilation of views and analysis from the major investment teams. 

The document is produced quarterly by Aviva Investors investment 

professionals and is overseen by the Investment Strategy team. Each 

quarter we hold a House View Forum at which the main issues and 

arguments are introduced, discussed and debated. The process by 

which the House View is constructed is a collaborative one – everyone 

will be aware of the main themes and key aspects of the outlook. 

Everyone has the right to challenge and all are encouraged to do 

so. The aim is to ensure that all contributors are fully aware of the 

thoughts of everyone else and that a broad consensus can be reached 

across the teams on the main aspects of the report.

The House View document serves two main purposes. First, its 

preparation provides a comprehensive and forward-looking framework 

for discussion among the investment teams. Secondly, it allows us to 

share our thinking and explain the reasons for our economic views and 

investment decisions to those whom they affect.

Not everyone will agree with all assumptions made and all of the 

conclusions reached. No-one can predict the future perfectly. But the 

contents of this report represent the best collective judgement of Aviva 

Investors on the current and future investment environment over the 

next two to three years.
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Trump's victory reverberates around the world

The defining political and market event of 2016 arguably came in the early hours of 
November .  At around 2.30am local time, Hillary Clinton called Donald Trump to concede 
the US Presidential race. The immediate market reaction was as we, and others, had 
expected. Uncertainty gripped markets, global equity futures fell precipitously – the US 
S&P 500 future rapidly fell by over 5% – the Japanese yen and euro rose on safe-haven 
flows and emerging market currencies and US Treasury yields fell sharply. Trump’s victory 
rapidly reverberated around global markets. But just a few hours later, that initial reaction 
was largely reversed. Trump’s victory speech was conciliatory in tone and as the reality 
of his win sunk in, market participants were quick to switch their focus to the potential 
stimulatory fiscal policy measures he proposed on the campaign trail. Following the initial 
reaction, global equity markets have rallied strongly, interest rates have risen and yield 
curves steepened, the US dollar has rallied to new highs and commodity prices have also 
risen. President-elect Trump has effectively banished the global deflationary mind-set that 
has dominated global markets for much of the post-financial crisis period.

Global growth and inflation set to rise

While the change in market sentiment was rapid and considerable, it came on the back 
of a steady move towards a more reflationary environment. Indeed we argued for much 
of 2016 that the market was under-appreciating the likelihood that reflation would 
ultimately triumph over deflation, as spare capacity was eroded, loose monetary policy 
continued to support growth, commodity prices stabilized and more supportive fiscal 
policy was pursued. During October the market began shifting to price out deflationary 
risks, particularly in the US, with market-based compensation for inflation rising steadily 
alongside US Treasury yields. In October the IMF updated their global economic growth 
projections. Figure 1 shows that global growth has persistently disappointed over the past 
five years. The latest IMF projection, while still expecting some recovery in growth, is the 
most modest forecast since the 2010 rebound. We think that the balance of risks is to the 
upside for that growth outlook, particularly if the US and other countries boost growth 
through more expansionary fiscal policy. As such in 2017 and 2018, we expect the global 
economy to expand at its fastest pace since 2011.

The steady move higher in CPI inflation through 2016 reflected the waning impact of 
lower energy prices (Figure 2). Core inflation was broadly stable over 2016 across major 
economies, albeit notably higher in the US compared to the euro area, UK and Japan. 

Trump's victory boosts  
market sentiment

Global growth to rise in 2017

Inflation set to rise further

EXECUTIVE SUMMARY

Sources: Aviva Investors, MacrobondSources: Aviva Investors, IMF

Figure 1: IMF global growth projections
Growth disappointments may finally be behind us

Figure 2: CPI inflation
Set to rise further in 2017
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Looking ahead, our expectation of rising inflation – led by the US – has been bolstered 
by the stronger global growth outlook. Chinese producer price inflation, an important 
indicator of global manufacturing inflation, moved into positive territory in late 2016 and 
currently sits at a five-year high. With global excess capacity being eliminated at a more 
rapid rate, and commodity prices expected to be stable, we expect a move to a more 
“normal” inflation environment. That is, we do not expect inflation to become a problem, 
but rather for the global deflationary fears of recent years to subside into the background. 
That transition should continue to be aided by loose monetary policy. Real rates in the US, 
euro area and the UK remain deeply negative (Figure 3) despite the recent move higher 
in policy expectations (albeit that move has been largely contained to the US). While 
we think that the scope for further expansionary monetary policy is limited at this point, 
even more unconventional policies such as those pursued by the Bank of Japan give the 
authorities the scope to ease policy further if necessary. However, we continue to see Japan 
as a special case, where decades of mild deflation have become ingrained in expectations. 
While the euro area may risk heading down that path, we do not have that as our central 
expectation.

Growth risks broadly balanced, inflation risks to the upside

Of course we also recognize that there are a range of downside risks to our central 
view on global growth and inflation. While our central case is for China to continue to 
prioritize growth and currency stability over structural reforms and deleveraging, we 
remain concerned that the authorities may not be able to sustain that approach without 
generating increased debt and capital outflows. That could result in a more rapid 
deceleration in growth and/or a sharp depreciation of the Chinese yuan. We believe, either 
of those outcomes would be disinflationary for the rest of the world. Similarly, following 
the US election and outcomes of polls in Europe, a further escalation in nationalist agendas 
that resulted in increased protectionism and reduced global trade would be negative for 
growth in the medium term, although could be inflationary in the short term.

Another downside risk to our view is that the expected boost to global growth from 
looser fiscal policy may either be insufficient or ineffective. In the US, Trump campaigned 
on lower taxes and more spending on infrastructure, but those policies are likely to be 
watered down somewhat as they go through Congress. Elsewhere, the appetite for looser 
fiscal policy is mixed, particularly in Europe, where Germany is in surplus, but not expected 
to ease policy in 2017. A disappointment on the fiscal side could revive concerns around 
secular stagnation, essentially a shortfall in investment spending that could keep neutral 
real interest rates depressed.

However, there are also risks to the upside. In our central case we have assumed a relatively 
modest fiscal boost in the US, and only limited second-round fiscal multiplier effects. Both 

Reflation to remain  
supported by policy

Protectionist policies and other 
nationalistic agendas a key risk

Sources: Aviva Investors, Bloomberg, MacrobondSources: Aviva Investors, Macrobond

Figure 3: Real interest rates
Global monetary policy still very accommodative

Figure 4: Global equity market performance (local currency)
Global reflation should support equity markets in 2017
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may be materially larger, and the spill-overs to the rest of the world more significant.  A 
further upside risk to inflation could come from a further rise in commodity prices. Non-oil 
commodity prices rose significantly in 2016 and oil prices currently sit around the top of 
the range they have traded over the past year. A combination of faster than expected 
global growth, and limited short-term supply response could see a more material move 
higher.

Inflection point in global markets

Looking back over 2016, global asset market performance was markedly different 
before and after the US election. Developed market equities rallied sharply post-election, 
reversing earlier declines in many instances, or boosting annual returns in the case of the 
US and UK (Figure 4). We expect that the potential for significant tax reform in the US 
will support the market in 2017, in addition to industrials and materials benefiting from 
increased infrastructure spending. The move higher in global yields, which we also expect 
to continue, should also support financials in the US and Europe. In emerging markets, the 
story for 2016 is somewhat reversed, with earlier gains partially offset by modest post-
election losses. We think that corporate earnings should continue to recover in emerging 
markets and with valuations still attractive, there are good opportunities. However, the risk 
of increased global protectionism could hit emerging markets equities harder than others.

Generally speaking, yields on government bonds ended 2016 below where they started 
the year (with the exception of a few challenged emerging market economies). However, 
it was once again a very different story before and after the US election (Figure 5). Yields 
across all major markets rose post-election, led by the expectation of increased fiscal 
spending, faster growth, higher inflation and tighter monetary policy in the US. We expect 
that US yields will head higher in 2017, creating an increasingly differentiated outlook 
with the euro area and Japan, where central bank policies continue to suppress yields. 
Indeed central bank purchases should continue to support corporate bond markets as 
well in 2017, where spreads remain attractive relative to valuations in other asset classes. 
In emerging market debt, improving fundamentals have been challenged by the risk 
of increased protectionism and investor outflows. Such an environment increases the 
importance of focusing on risk-adjusted returns and taking a longer-term perspective.

The performance of the US dollar since the election has also been stark. All major 
currencies have fallen against the dollar, with particularly large declines in the Japanese 
yen and a range of emerging market currencies (Figure 6). However, in the case of most 
emerging market currencies, those declines were only a fraction of the gains made earlier 
in 2016 (with the notable exception of Mexico and Turkey). We expect the dollar to 
remain supported through 2017, with increasing interest rate differentials with developed 
markets and pressure on the currencies of the more vulnerable emerging market 
economies.

Equities to be supported by 
improved growth, fiscal policy and 
steeper yield curve

Scope for yields to rise further

US dollar to remain  
supported in 2017

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 5: Global sovereign bond market yields
Re-assessing deflation risk has seen global rates move higher

Figure 6: Global currency performance vs US dollar
US dollar to be supported in 2017 by relative rates
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INVESTMENT THEMES

The Aviva Investors House View Forum brings together senior investment professionals 
from across all markets and geographies on a quarterly basis to discuss the key themes 
that we think will drive financial markets over the next two or three years. In so doing, 
we aim to identify the key themes, how we would expect them to play out in our central 
scenario, and the balance of risks. We believe that this provides a valuable framework for 
investment decisions over that horizon. In the December 2016 Forum we identified the 
following key themes:

1 Re�ation to triumph over de�ation

2 Shift from austerity to �scal stimulus

3 Monetary policy – less for longer as limits being reached

4 Geopolitics: prioritisation of national over collective interests

5 China growth prioritisation 

6 Debt de-leveraging vulnerabilities

7 Continued regulatory headwinds

Reflation to triumph over deflation

Deflationary fears have retreated further in recent months as inflation has risen and 
GDP growth has continued at a reasonably robust pace. It must not be forgotten that 
“reflation” has a growth aspect as well as an inflation one. The triumph of reflation over 
deflation relates to both. Headline inflation has risen significantly over the past year and 
should continue to drift higher in 2017. Although the US has raised interest rates twice 
and is expected to do more over the next two years, this pace of tightening is modest by 
historical standards. 

Meanwhile, other Central Banks remain in accommodative mode, which will help ensure 
that reflation continues. We expect core rates of inflation to edge up further in 2017 
and for headline rates to converge on them. Inflation is rising in emerging markets such 
as China too (Figure 7). Wage inflation is still subdued in most countries, suggesting 
that spare capacity will help keep a lid on inflationary pressure. But in the US, where the 
recovery is most advanced, wages are picking up (Figure 8). The combination of loose 
policy and nascent inflation pressures in some places means we continue to think the 
balance of risks is to the upside. Breakeven inflation rates have moved higher as markets 
have begun to price in a more reflationary environment, but they may well have further to 

1

KEY INVESTMENT THEMES AND RISKS

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 7: Global inflation trends higher
Consumer and producer price inflation move up

Figure 8: Wage inflation ticking higher
Labor market still tightening in the US
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rise in 2017. Japan stands out as a country where deflation is still a threat – further policy 
action is needed.

Shift from austerity to fiscal stimulus

During the Global Financial Crisis fiscal policy was loosened significantly around the world. 
As economic recovery became established, Governments began to address the huge fiscal 
imbalances that had built up. There was considerable debate over the balance between 
restoring fiscal discipline through austerity and choking off fragile recoveries. Fiscal metrics 
have improved significantly since then, but the tide is now changing again. With monetary 
policy approaching its limits, the onus is switching towards fiscal stimulus. A fiscal boost is 
arguably least needed but most likely in the US as the new Trump Government embarks 
on a program of tax cuts and higher defense and infrastructure spending. Exact details are 
unknown at this stage. 

Japan has more or less admitted that monetary policy has gone as far as it can, so if the 
economic malaise continues there, a renewed fiscal package becomes more likely. In the 
Eurozone austerity has already been relaxed in several countries and although there is no 
official abandonment of 3% public deficit targets, the 0% fines for “excessive deficits” in 
Portugal and Spain show the reality. A slightly more relaxed fiscal approach looks likely 
in the UK too as the new Chancellor makes room for greater public expenditure. If more 
fiscal policy is perceived to be working in the US, pressures may grow for it to be pursued 
more actively elsewhere.

Monetary policy – less for longer as limits being reached

Monetary policy is expected to remain accommodative across the world over the next 
few years, but the end of the extended period of extreme (and unconventional) policy is 
slowly coming to an end. The Fed has raised interest rates twice and is expected to pick 
up the pace of tightening in 2017 and 2018 (Figure 10). But if inflation rises as we expect 
the implied rise in real rates will be minimal. If expansionary fiscal policy adds stimulus to 
an already robust US economy, or indeed if inflation rises more quickly, then pressure will 
grow for the Fed to do more.

Elsewhere the Bank of Japan (BoJ) (explicitly) and the European Central Bank (ECB) 
(implicitly) have acknowledged that the limits of monetary policy may have been reached. 
The BoJ will maintain but not extend its current policy stance. The ECB, like the BoJ, is 
apprehensive about negative interest rates having adverse consequences for banks, but is 
also worried about unwarranted monetary tightening. They have announced a reduction 
in the pace of asset purchases from April next year, but an extension in the length of 
time the program will be in force. Governor Draghi wants to avoid a “taper tantrum”, 
while at the same time recognizing that an exit strategy from extreme policy stimulus will 
eventually be required. In the UK Brexit concerns have provided a justification for the Bank 
of England to restart asset purchases and reduce rates to just 25 basis points.

2

3

Sources: Aviva Investors, Bloomberg, MacrobondSources: Bloomberg, Aviva Investors

Figure 9: Mentions of "fiscal stimulus" in news articles, 
3m avg

Figure 10: Great(er) expectations
Policy rates are expected to rise over next two years
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Geo-politics: prioritization of national over collective interests

The election of Donald Trump continues the recent trend of voters supporting a narrative 
of domestic and national priorities over collective and international ones. The agenda 
which the incoming Trump administration follows may not be as radical as the initiatives 
highlighted during the campaign. But they are likely to have a populist focus and are 
almost certain to contain elements of trade protectionism, tariffs and migration controls. 
The possibility of reprisals and, in the limit, currency and trade wars are clearly heightened 
risks, especially if Trump carries out his stated intention of labeling China as a “currency 
manipulator”.

In the Eurozone, the initial reaction to the UK’s Brexit vote has been composed. But official 
negotiations have yet to start. There are a number of important elections in the region next 
year. Although these should pass without major incident, there is the chance of increased 
representation of nationalist and populist parties and a resulting threat to Eurozone 
harmony. The most alarming outcomes – Le Pen in France or Merkel losing power - are 
not likely, but as recent experience has shown, it would be complacent to ignore their 
possibility (Figure 11).

Progress towards closer Eurozone integration is proceeding, but at a glacial pace. An 
unwelcome election result, fraught Brexit negotiations, renewed banking crisis or external 
shock could all provide a catalyst.

China growth prioritization

China has been successful in moderating the decline in growth in 2016 with a range of 
credit and fiscal policy measures. It has therefore ensured that they will meet the stated 
target of 6½-7% growth. By supporting credit growth and taking only limited steps to 
address over-capacity in manufacturing and banks’ non-performing loans, the authorities 
have had to compromise on their reform agenda. The boost to credit growth has been 
less aggressive than in previous episodes of large stimulus, so the near-term downside risk 
has been contained without dramatically increasing the longer-term imbalances (Figure 
12). We expect China to avoid a hard landing so long as they retain control over capital 
outflows, something they have managed to stabilize in recent months. Looking ahead, it 
will be important to watch for any signs of a switch in rhetoric back to prioritization reform. 
This should become clearer in the lead-up to or after the 13th National People’s Congress 
in 2017/18. The election of Trump clearly increases the risk of a sudden deterioration of the 
delicate relationship between China and the US, with potential ramifications for trade and 
international relations more generally. Absent any major upset in this arena, a continuing 
steady, managed depreciation of the Chinese yuan remains the most likely scenario.

Debt de-leveraging vulnerabilities

4
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6

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond 

Figure 11: A step to the right?
Nationalist support is strong in France and growing  
in Germany

Figure 12: China credit growth
Short, sharp stimulus in 2016
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After almost a decade of exceptionally low policy interest rates around the world, 
financial markets are now adapting to the notion that rates will go up in the future – as 
they already have in the US. This change has led to a renewed focus on who will be most 
vulnerable to higher rates even if, as we expect, they go up very slowly and to peaks 
materially below those of the past.  

Many private sector balance sheets have already improved as households have repaid 
debt (Figure 13), but public debt has ballooned in several countries. Those that have the 
benefit of control of their own currency and which markets deem a reasonable credit risk 
have a clear advantage. But even here the low level of yields cannot be ignored in any 
sensible risk assessment. The last few years have seen numerous examples of the “search 
for yield” suggesting that even traditional safe havens have their price for return-focussed 
investors. In the Euro area, the vexed question of debt mutualisation – inevitable in the 
long run in our view – remains unanswered. In EM countries, fundamentals may matter 
more, implying that they have to maintain lower debt ratios than developed nations.

Default risk is more difficult to judge for public than private debts, but remains important. 
For example, countries that are heavily dependent on commodity prices are especially 
vulnerable to moves in prices which are frequently volatile and latently unpredictable. The 
opaque nature of the build up of public debts in China makes precise judgments difficult, 
but that is no justification for ignoring possible consequences of such debts.

Continued regulatory headwinds

The authorities have introduced a raft of new regulatory requirements since the global 
financial crisis. The indirect (and unintended) impact of some of these measures is now 
becoming more apparent. New capital rules have seen a number of banks retreat from 
certain risk-taking activities. That has resulted in sharply reduced levels of liquidity in 
some markets, particularly in certain areas of fixed income, such as high-yield debt. This, 
potentially, makes it appreciably riskier to invest in these asset classes. More recently we 
have just started to see a reaction to this, with some regulators hinting that they could 
slow or even reverse some of their more exacting requirements. However, we do not 
expect any change in direction from the authorities or politicians. Markets probably hope 
that a Trump presidency will prove more obliging on this front.

Moreover, the tighter regulatory conditions are a headwind to credit intermediation, 
as banks have become incentivized to shrink their balance sheets. The Basel III banking 
regulations are being phased in over several years, with full implementation by 2019. 
However, generally-speaking the largest banks have moved to meet these standards early. 

7

Sources: Aviva Investors, Macrobond

Figure 13: Private sector credit “gap”
DM countries have deleveraged, EM have gone the other way
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INVESTMENT RISKS

Acceleration in nationalist agenda

The election of Donald Trump has escalated the risks of greater trade protection and 
isolationist measures, but the trend towards more introspective nationalism was already 
there – Brexit, Italian referendum. The most immediate risks would seem to be in Europe, 
where there are key elections in 2017 - moves towards a more nationalist agenda in 
France, the Netherlands and even Germany are all plausible, although in many ways Italy 
looks the most vulnerable. In the extreme, greater nationalism could lead to another 
existential crisis for the Eurozone. We believe a retreat from globalization – in terms of 
both trade and capital flows – poses a material medium-term downside risk to global 
growth and would be especially damaging for small open economies, including several 
in the emerging market universe.

Secular stagnation - low growth, low returns

The decline in real rates may reflect a steady move towards secular stagnation, a 
move that may have been accelerated by the financial crisis of 2008, although new 
technologies and demographic trends have also been a key element. Estimates of the 
current equilibrium real interest rate are around zero in economies such as the US, euro 
area and Japan, reflecting the excess supply of savings over investment globally (Figure 
14). That implies that current policy rates may be far less stimulative than conventional 
analysis would suggest. If the potential for upside growth surprises is limited, risk asset 
pricing may struggle. And if the equilibrium rate is negative, nervousness about nominal 
rates below zero can prevent it being reached.

China growth - hard landing

Growth has slowed in China in recent years, as the economy has matured and the 
process of transforming itself from one based on manufacturing, investment and 
exports towards one driven by services and consumption began. Authorities have tried 
to manage the pace of slowing by supporting growth through increased credit growth, 
fiscal stimulus and monetary expansion. There is a risk that the authorities either become 
unable or unwilling to support growth further. While in the near-term we see those risks 
as relatively low, we think medium-term risks have increased given the recent further 
increase in private sector debt. One consequence may be a sharper devaluation in the 
currency, weighing on global inflationary pressures. In addition, we would expect to see 
further declines in sovereign bond yields and weaker commodity prices. 

Sources: Aviva Investors, JP Morgan, MacrobondSources: Aviva Investors, Macrobond 

Figure 14: Estimate of US neutral real rate close to zero
And other countries are further behind in the cycle

Figure 15: Inflation contained for now…
…but a repeat of the "taper tantrum" would hurt
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Inflation acceleration - bond market rout

Although inflation has picked up steadily over the last year, and financial markets have 
adjusted to that trend, the higher pace has not caused any great panic. Were that to 
change, the correction could swiftly become more alarming, raising the risk of a repeat of 
2013’s “taper tantrum” in terms of sovereign bond yields (Figure 15). Any perception of 
sustained inflation overshoots and a growing perception that central banks are “behind 
the curve” would lead to a sharp sell-off in real rates and a spike in breakeven inflation 
rates. Significantly higher bond yields and a reassessment of the pace of central bank 
tightening would probably hit risk assets in general, boost the dollar and undermine 
emerging markets in particular.

Commodity price spike

Geo-political uncertainty and/or more unified actions from OPEC cause supply shocks 
and a sharp spike in energy and commodity prices. The bond market could struggle to 
balance the short-term implications of higher inflation with the likely adverse longer-
term impact on growth, but if central banks respond by “accommodating” the short-
term inflation spike, longer-term yields may rise materially. Higher inflation would, as 
in 2010/11, hurt real income growth and lead to lower spending and weaker growth 
overall. Equity markets may also struggle: weaker demand as a result of higher prices may 
result in a squeeze on margins.

Trade war: cycle of retaliatory trade protectionist actions

The most likely catalyst for a damaging cycle of protectionism and trade reprisals would 
be a series of bold initiatives from the incoming Trump administration as he at least pays 
lips service to what was promised during the campaign. US tax policy could be changed 
to materially favor domestic producers, while withdrawal from existing free trade 
agreements and increased use of tariffs and other trade barriers would reduce already-
weak global trade growth. Retaliation against the US could follow, setting off a cycle of 
measures and counter-measures. World growth would suffer, with the adjustment falling 
more on export-orientated economies and companies. Inflation would probably rise too, 
at least initially, although the longer-term effect could be deflationary.

Sources: WTO. (Final data point 12 months to October 2016)Sources: Aviva Investors, Macrobond

Figure 16: Going up?
Commodity prices may be on the rise again

Figure 17: Globalisation going into reverse
Restrictive trade measures on the rise
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The UK economy has been remarkably resilient in the six 
months since the Brexit vote. But this does not mean that 
there will be no adverse consequences as a result of that 
decision. We believe growth is set to slow significantly in 2017 
as investment responds to increased uncertainty, while higher 
inflation will hit real household incomes. Monetary policy 
is set to stay loose, while a modest fiscal loosening should 
provide some limited additional support.

Growth in the Eurozone should continue at or close to the 
recent above-trend pace (1.5% to 1.75%), but headwinds 
remain in the form of political hurdles, stagnant world trade 
and sluggish domestic demand. Inflation will continue to 
head slowly higher but is unlikely to reach the ECB’s target 
until 2019. The ECB’s stimulus package will be maintained 
throughout 2017, but the exit route is being planned.

With growth recovering in H2 2016 and inflation ticking 
steadily higher, the reflation theme was already a dominant 
one in the US before Trump. His election has only added to 
that force, although the extent is as yet unknown since details 
of future policy are sparse at this stage. Tighter labor markets 
are leading to gently rising wage inflation pressures and the 
Fed is likely to pick up the pace of policy tightening in 2017.

MACRO FORECAST CHARTS AND COMMENTARY

Sources: Bloomberg, Aviva Investors

Sources: Bloomberg, Aviva Investors

Sources: Bloomberg, Aviva Investors

Figure 18: US 

Figure 19: Eurozone

Figure 20: UK
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Canada’s economy has continued to rebound after the 
extended period of weakness in 2015. Both net exports and 
the resource economy contributed positively, while domestic 
demand continues to hold up well. Additional macro-
prudential initiatives should help slow the bubbly housing 
sector, but a soft landing is expected for now. Canada should 
benefit from stronger growth in its US neighbor, but with 
inflation subdued, policy rates should rise more slowly.

Any additional policy stimulus in Japan is likely to come more 
from the fiscal authorities than the Bank of Japan, although 
the political cycle could still determine the timing of any new 
initiatives next year. The BoJ will continue to help, but further 
policy measures are unlikely. Growth remains subdued and 
inflationary pressures minimal, although the weakening of the 
yen over the last six weeks should help on both fronts.

Sources: Bloomberg, Aviva Investors

Sources: Bloomberg, Aviva Investors

Figure 21: Canada 

Figure 22: Japan

China should comfortably achieve its growth target in 2016 
and it is to be hoped that the start of 2017 will not see a 
repeat of the growth concerns of a year ago. Although the 
frothy property sector should slow, expansionary fiscal policy 
will provide an offset. For the moment, growth prospects look 
fine. The threat of trade wars in the light of the new Trump 
administration hangs heavy in the air for 2017.

Sources: Bloomberg, Aviva Investors

Figure 23: China
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Equities
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Underweight Overweight

The third quarter saw the re-emergence of populist politics, with the US Trump election, 
Austrian election, and Italian referendum being viewed as the barometers of nationalist 
opinions.  While the results of the latter two went broadly as expected by the polls, the 
Trump victory was certainly a surprise, an eye-opener and the most significant.

While there have been some significant moves in global bond yields and emerging markets 
FX, debt and equity,  most financial markets seem to have taken the results in their stride, 
showing positive returns since the US elections.  From a policy perspective much has been 
promised: some growth positive, some growth negative, but the exact details are still 
uncertain.  The details will matter, as will the order of the policy changes.

It is fair to say that the deflation scenario has been priced out of the market, in keeping with 
our “reflation to triumph over deflation” theme, and while there seem to be more upside 
scenarios, downside risks have also increased.  On balance, from a multi-asset allocation 
perspective, we are comfortable to remain overweight growth/equity assets relative to 
defensive/bond assets.     

Within equities, we favor a diverse exposure to North America, Europe and emerging 
markets.  North America should continue to benefit from the US growth story together with 
the potential cut in corporation tax and other tax reforms, and in particular the domestically-
focused companies and financials would be beneficiaries of Trump’s policies.  There are 
certainly risks to our emerging markets exposures (both debt and equity), as has been seen 
in the recent re-pricing, and as a combined exposure we remain overweight.

Within fixed income, we continue to see credit spreads tighten and, given the potential risk 
from duration in a rising yield environment, we reduce our investment grade exposure with 
a preference for high yield.

Asset allocation

From a policy perspective much 
has been promised; but the exact 

details are still uncertain.

ASSET ALLOCATION: FROM POPULISM TO REFLATION IN ONE “EASY” STEP

Source:  Aviva Investors
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Integrating climate risks into capital markets

In December 2016 the Financial Stability Board’s Task Force on Climate-Related Financial 
Disclosures (TCFD)1  published recommendations for a standardized framework for 
companies to disclose the financial impacts of climate change. The TCFD, initiated by 
Financial Stability Board Chair Mark Carney, was charged with developing climate-
related disclosures that could promote more informed investment, lending, and 
underwriting decisions, and enable stakeholders to better understand concentrations of 
carbon-related assets in the financial sector, and price the associated risk.

The recent ratification of the COP21 Paris agreement in November 2016 reasserted the 
commitment by world leaders to maintain global average temperatures below 2 degrees 
above pre-industrial levels. The realization of this goal will require robust and ambitious 
national policies which may include carbon pricing, an overhaul of fiscal policies, and 
innovative private and public incentive arrangements to catalyze the transition to a low-
carbon economy.   

To support this transition it is essential that financial actors take an informed and long-
term view towards the integration of climate-related physical, regulatory and transition 
risks when allocating capital across markets, sectors and companies. However, the lack 
of meaningful and consistent corporate disclosures have given rise to a climate-related 
market failure, resulting in the inefficient allocation of capital and the carrying of 
substantial unrecognized portfolio risks by investors and lenders. 

While the full rectification of this market failure will require a coordinated and 
comprehensive suite of solutions, the successful uptake of the voluntary TCFD 
recommendations within G20 markets will be an important step forward for investors 
when allocating capital and undertaking long-term fundamental valuations of assets 
and companies. Nevertheless, the mainstreaming of the TCFD voluntary standards will 
likely require regulatory support over time. 

A central component of the TCFD’s recommendations is for companies to begin 
disclosing the results of ‘stress tests’ of strategies, budgets and assets against future 
policy scenarios, including a 2 degree policy environment (Figure 24). 

Financial Stability Board launches 
framework for climate-related 
financial disclosures

Addressing climate-related  
market failures

Stress testing business models for 
a 2 degree world 

ESG INSIGHT

1. A representative of Aviva Investors was selected to serve as a member of the FSB TCFD

Source: Carbon Disclosure Project (CDP). CDP grades companies on an A-E scale of climate policy readiness.

Figure 24: CDP In the Pipeline Report - Which Oil and Gas Companies are Preparing for a Carbon Constrained Future (Nov 16)

League  
Table Rank Company Country

2015 Production 
(million boe/d)

2015 Emissions 
(million tonnes)

Fossil Fuel  
Asset Mix

Capital  
Flexibility

Climate Govern-
ance & Strategy

Emissions & 
Resource  

Management
Water  

Resilience

1 Statoil Norway 1.8 16.6 B B A A D

2 Eni Italy 1.7 38.8 B A B B D

3 Total France 2.3 41.8 B C C B E

4 Shell Netherlands 3.7 81.2 B D B C D

5 BP UK 2.3 55.8 A C C D E

6 Occidental USA 0.67 14.1 D A E E C

7 Petrobras Brazil 2.6 77.7 D E D D B

8 ConocoPhillips USA 1.6 25.8 D C E C A

9 Chevron USA 2.5 61 D C E D D

10 ExxonMobil USA 4.1 126 C B E E C

11 Suncor Canada 0.58 20.5 E E C C B
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While this requirement will apply across sectors, the most immediate impact is likely to 
be upon oil & gas companies that typically publish long-term energy forecasts including 
supply and demand assumptions over a 20-to 30-year period. These ‘base case’ scenarios 
form the foundation of capital expenditure plans and long-term asset and reserve 
valuations. The introduction of stress tests of ‘business as usual’ strategies against 2 
degree scenarios will allow investors to incorporate measures of ‘carbon intensity’ to 
more accurately discount future cash flows. This may in turn have a material effect on the 
appetite of the market to provide financial support for carbon-intense asset acquisitions 
and capital expenditure plans, as traditional models of matching long-term oil price 
projections against break even points are modified to take account of the price of 
carbon. 

This approach is already gathering momentum as shareholders at five of the largest 
UK-listed extractives companies successfully filed proposals requiring management 
to disclose information on the ‘portfolio resilience’ of their respective assets under a 2 
degree policy scenario. 

Deciphering policy changes under a Trump Administration – an ESG Lens

President-elect Donald Trump’s successful election campaign has created considerable 
uncertainty in a number of key policy areas. Notably, Mr Trump’s comments referring 
to climate change as a Chinese hoax, coupled with strong support for the US coal 
industry has created speculation that a Trump administration would attempt to roll-back 
commitments made under the Paris Climate Agreement. These concerns were tempered 
to some extent when Mr Trump acknowledged ‘some connectivity’ between humans and 
climate change, and indicated that the Climate Accord will be reviewed with an open 
mind. Surprisingly, this position is actually more consistent with a letter Mr Trump co-
signed in the lead up to the Copenhagen conference in 2009, which called for President 
Obama to enact aggressive climate change legislation.

However, in what appears to be yet another policy U-turn, Mr Trump nominated Scott 
Pruitt, a prominent climate skeptic, as the new head of the Environmental Protection 
Agency (EPA). Mr Pruitt has spoken previously of the lack of evidence supporting 
anthropological impacts on climate, and the dangers of pursuing renewable energy 
strategies that will drive up the cost of electricity. 

At this stage it appears unlikely that the US will have the appetite and ability to 
derail global climate agreements. However, funding pledges made under the Obama 
administration such as the $3bn commitment to the Green Climate Fund will likely come 

Climate sceptic charged with 
overseeing environmental 

regulation

Source: Bank of EnglandSource: Reuters

Figure 25: Total fines by banks for misconduct
(2008 to May 2015)

Figure 26: Bank of England - UK banks estimated 
misconduct costs
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under threat. Domestically, the EPA will not have public backing to weaken regulations 
governing clean air or water. Though, we are likely to see greater support for US shale 
and the potential softening of policy support for low-carbon transition technologies. 

Another area of policy focus is the possible repealing of financial regulations introduced 
since the 2008 financial crisis. Mr Trump has been a staunch critic of the Dodd-Frank Act, 
and the selection of three former Goldman Sachs veterans, including Steven Mnuchin as 
nominee for Treasury Secretary, has raised the prospect of an easing of regulation and 
capital requirements for the banking sector. While the exact nature of these reforms 
is uncertain, with the White House and both Chambers of Congress coming under 
Republican control, the direction of travel towards lighter-touch regulation appears 
inevitable. 

Since the collapse of Lehman Brothers there has been a concerted effort to coordinate 
regulatory approaches and standards across major economies, primarily through bodies 
such as the Financial Stability Board. There is now a risk that a retracting US regulatory 
environment may have a contagion effect on other markets, particularly in regions which 
have suffered prolonged periods of low growth. This philosophical shift can already 
been seen in the package of banking reforms presented by the European Commission 
in November 2016, which lowered capital requirements for some trading and market 
activities while reducing the cost of issuing certain securitization instruments.2  

The softening of banking regulations will likely be earnings accretive for the sector and 
should stimulate lending and ultimately growth. However, this will invariably reintroduce 
a greater level of risk into the financial system. One particular area of concern is the 
impact this may have on the culture and conduct within the industry. MSCI estimates that 
between 2009-2015, the top 36 banks paid out USD 235 billion to regulators, customers 
and investors due to conduct failings, including mis-selling, market manipulation and 
money laundering (Figure 25 & Figure 26). This has also resulted in a substantial increase 
in budgets allocated to compliance staff and monitoring systems. More significantly, 
there has been a concerted effort to change the culture and ethical standards within the 
industry, by attempting to move away from a perceived excessive and irresponsible focus 
on short-term profits.  

Nevertheless, despite the additional scrutiny on corporate and employee behavior, the 
industry has continued to experience high profile scandals, including the recent case at a 
US Bank involving over 5,000 employees. It is clear that the issues around poor corporate 
culture have not been resolved and there is risk that any softening of the regulatory 
environment at this stage may inadvertently signal a return to past behaviors. Therefore, 
while the scaling back of disproportionate regulation will unlock value and stimulate 
economic activity in the short-term, investors need to be wary of the potential long-term 
impact on conduct risk within the sector. 

A return to lighter-touch 
regulation

Misconduct by firms  
and employees within the 
banking  sector represents a multi- 
billion dollar risk to the industry

2. EU Bank Reforms:http://europa.eu/rapid/press-release_IP-16-3731_en.htm?locale=en
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MARKET RISK

Le Roi est mort, vive le Roi (The King is dead, long live the King)

Looking back on 2016, it is difficult to think of a year with greater political turbulence 
since the fall of the Berlin wall in 1989. Terms which entered the popular lexicon such as 
Brexiter, Remoaners, alt-right-post-truth politics have a tone which is indicative of the 
strength of passion with which many of these elections were fought. Passion and rational 
thinking have not always been traditional bedfellows and so only time will tell whether 
2016 will go down as the year of political blustery gusts or whether it was merely the 
calm before the storm.

Politics is the art of the possible, the attainable — the art of the next best.

While we try to make a virtue from the humility of acknowledging that perfect foresight 
is rare, we have discussed extensively the likelihood of the non-consensus result.  2016 
saw several of these non-consensus outcomes ranging from the Brexit referendum result, 
the election of Donald Trump and the rejection of constitutional reform in Italy.

In the time since, many serious people have expended much time and effort trying to 
explain the dynamics which led to those outcomes and have tried to discern where that 
might shed a light on the politics of 2017 and beyond.  Lines can be drawn linking all 
three events and onwards to the upcoming French and German elections. However that 
is likely to be too simple an analogy. Our base case remains that a victory of populists 
(or nationalists) is less likely in these elections, partly for cultural and systemic reasons 
but also perhaps as some of the likely fallout of 2016’s events unfolds support for less 
mainstream candidates may weaken. Voters chose to spurn the political establishment 
in 2016, but if the consequences of political inexperience prove painful, voters have also 
shown that they are not beyond changing their minds, quickly.

Therefore investors should be at pains to remember that the effects of these events 
have yet to be felt in any meaningful manner. After all, the actual process of ‘Brexit’ is 
not scheduled to begin until the end of March and even the procedure for triggering 
the official process is not clear at this point in time. Likewise in the US, while embracing 
technology such as Twitter to fill in some of the quiet holiday period, Donald Trump has 
yet to be sworn in (at the time of publication) and being President Trump might well be 
considerably different from being Candidate or even President-elect Trump. 

“But the thought of being a lunatic 
did not greatly trouble him; the 

horror was that he might also  
be wrong.” 

~ George Orwell, 1984

“Otherwise you're like the French 
radical, watching the crowd run by 
and saying, "There go my people. I 
must find out where they're going 

so I can lead them."
~ Aaron Sorkin 

“No one pretends that democracy 
is perfect or all-wise. Indeed, it has 

been said that democracy is the 
worst form of Government except 

all those other forms that have 
been tried from time to time."

~ Sir Winston Churchill 

Sources: Aviva Investors, Bloomberg, Macrobond

Figure 27: Measure of systemic market risk
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There may be trouble ahead…

As we examine the behavior of markets in the period since the three main political 
upheavals in 2016 we observe an interesting phenomenon which we explore using the 
charts below. Figure 27 shows the absorption ratio of broad markets from 2007 onwards. 
The absorption ratio is a way to measure implied systemic risk and is one metric which 
can help demonstrate the interconnectedness of global financial markets.  The higher the 
absorption ratio the greater the level of systemic risk inherent in markets is perceived  
to be. 

While we can see there have been periods of considerable strain in the markets over the 
last decade, Brexit has had a smaller and more transitory effect to date than might have 
been expected. Perhaps even more bizarrely, despite the vast unknown that are President 
Trump’s likely policies, there has actually been a marked reduction in the perception of 
systemic risk. 

While a simplistic interpretation might suggest that all is well in the world and that 
risks are well understood, controlled, managed and priced in, that could be drawing 
false comfort. A more likely explanation is that in the absence of any meaningful 
information the markets have simply chosen to ignore some of the potential long-term 
consequences. 

This situation is unlikely to last forever. The first quarter is underway and by the end of 
it the formal start of the process of Britain leaving the EU is scheduled to have begun. 
Across the Atlantic President Trump will be learning on the job and Twitter might have 
greater impact than at any point in the past. If there are surprises ahead in the French 
and German elections then when taken collectively it seems optimistic to assume that 
there may not be considerable periods of market fragility to come. 

If and when these periods of fragility do arise, then it is important that investors 
understand the impacts that this may have on asset correlations. Figures 28 and 29 show 
the correlation of currencies, equity, commodity and bond markets to each other at the 
end of June and December last year. As we can see in the immediate aftermath of the 
Brexit vote on June 23 assets correlations became materially more polarised than they 
are now. This of course makes the search for true diversification more important as it is 
this which can help portfolios perform in both stressed and normal market conditions.

Sources: Bloomberg, Aviva Investors

Figure 28: Correlation heatmap (June 2016)
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1.0

0.8

0.6

0.4

0.2

0.0

-0.2

-0.4

-0.6

-0.8

-1.0

Sources: Bloomberg, Aviva Investors

Figure 29: Correlation heatmap (December 2016)
Lower correlation environment
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SUMMARY

US economic activity strengthened in 2016 H2, following a disappointing first half. 
GDP growth was estimated to have risen to 3.5% in Q3, the fastest pace of increase in 
over two years and more than three times the H1 average. The improvement in growth 
reflected continued robust household consumption growth (which has averaged 2.8% 
over the past 12 months), alongside a turnaround in net trade and inventories (Figure 
30). Business investment growth remains sluggish, although the drag from mining 
investment has largely come to an end. The latest “nowcast” estimates , or estimates 
of current economic outcomes before the official data is published, for Q4 are around 
23/4%, above potential growth of around 13/4-2%. 

The acceleration in growth mainly reflected the waning impact of the previous 
tightening in financial conditions, and the decline in oil prices. Tighter financial 
conditions weighed on net trade, while the boost to household consumption from lower 
oil prices was largely offset by the decline in investment in the energy extraction industry. 
The labor market has given a more consistently positive signal over the course of 2016. 
Employment growth rose to 2% on a year earlier, with inactive people being drawn back 
into the labor market. While the unemployment rate declined only modestly over the 
year, it is now below the Federal Reserve’s estimate of the NAIRU. Other labor market 
measures, such as the number of unemployed per job opening and quit rates remain 
indicative of a strong labor market.

As labor market conditions have tightened, wage growth has responded, with hourly 
wages rising at the fastest pace in seven years, and alternative measures, such as the 
Atlanta Fed wage tracker running at close to 4% on a year earlier. The faster pace of 
wage growth has been reflected in rising unit labor costs and core inflation. While core 
PCE inflation has picked up only modestly this year, alternative measures of core inflation 
have risen more quickly.

Growth strengthened in 2016 H2

Underlying growth drivers  
remain strong

Tighter labour market and higher 
wage growth

ECONOMIC OUTLOOK

US: TRUMP TURBO-CHARGES REFLATION
 – Activity strengthens in H2 2016 as those factors subtracting from growth abate

 – Wage growth picking up, inflation to follow

 – Trump to turbo-charge reflation, bringing faster pace of Fed hikes

Sources: Bloomberg, Aviva InvestorsSources: Aviva Investors, Macrobond

Figure 30: Contributions to annualized quarterly GDP growth
Back above trend

Figure 31: US economic projections
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With this economic backdrop of a return to above-trend growth, robust labor market, 
rising wage growth and inflation, the election of Donald Trump as the next President 
has the potential to “turbo-charge” the reflationary environment. We expect he will 
deliver a fiscal stimulus of around 0.5% of GDP over the next couple of years, reflecting 
a combination of tax cuts (individual and corporate) and infrastructure spending. At the 
same time, there is the potential for protectionist measures against Mexico, China and/
or others. At this point we think those are less likely to be material for US growth or 
inflation.

Following just the one rate hike in 2016, we expect that the FOMC will raise rates three 
more times in 2017, followed by another two or three hikes in 2018, a faster pace than 
we had previously expected (Figure 31).

Trump expected to accelerate reflation, but risks remain

We did not expect Donald Trump to be elected President of the United States. Instead, 
we had expected a Clinton victory, which would have been broadly supportive of 
the growing reflationary environment in the US, although not greatly changing the 
economic outlook. Our main concern in the case of a Trump victory was the potentially 
negative economic consequences of increased uncertainty. In the event, Trump won 
and the market reaction was to give him the benefit of the doubt. In effect, the central 
expectation quickly shifted to one of material fiscal stimulus, and little in the way of 
restrictive trade and immigration policies. Indeed since the election, the Conference 
Board measure of consumer confidence has risen to its highest level since 2007 (Figure 
32) and business confidence has continued to rebound from the lows seen earlier in 
2016.

We expect that Trump will prioritize individual and corporate tax cuts, alongside 
increased expenditure on defense. While his infrastructure plans have gained much 
attention, we expect that it will take a little longer to deliver, and will be modest in terms 
of commitment of public funds. Overall, we expect a boost to GDP growth of around 
0.5% in 2017 and 2018. That reflects a somewhat watered-down set of measures from 
those Trump announced during his campaign. However, we see upside risks given 
respected independent analysis of those policies showed the boost could be as large as 
1% a year.

Given the US economy is already close to full employment, with minimal spare capacity, 
we expect the fiscal stimulus will further boost already rising wage growth and inflation. 
A more growth-friendly and inflationary environment should see the Fed respond with 
higher rates. (Figure 33).

Trump to deliver fiscal boost

Fed to deliver more rate hikes

Consumer and business react 
positively to Trump

Tax cuts and spending increases to 
boost growth and inflation

Sources: Aviva Investors, BloombergSources: Aviva Investors, Macrobond

Figure 32: Consumer confidence and spending
Confidence at post-crisis high in Q4

Figure 33: Median FOMC rate expectations vs market pricing
Market catching up, but some way to go
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While our central case sees faster growth and inflation, there remain significant 
risks to the outlook. We are more uncertain than usual about the political and policy 
environment under President Trump. The expectation of his administration taking a 
more pragmatic position on trade policy and immigration than the ones he espoused 
during the campaign may be wrong. If he were to impose punitive, unilateral, across-
the-board tariffs on Chinese and Mexican goods, then the knock-on consequences 
for the US and the rest of the world would be damaging. In the past, trade wars have 
been to the detriment of everyone and we see no reason why that would be different 
should it happen again. It would also add to inflation pressures. On immigration, Trump 
has said he would be far more aggressive in deporting illegal immigrants. If he were to 
follow through on claims to rapidly deport several million, the resulting shrinkage in the 
labor force should be negative for growth and inflationary. In other words, if he were to 
pursue these policies aggressively, there is a risk that rather than the US moving more 
rapidly towards reflation (faster nominal GDP growth), it could instead move towards 
stagflation. We currently put a low probability on this outcome, but will be watching 
political developments closely following Trump’s inauguration in late January.

A less damaging, but important factor that may mitigate the pace of reflation in our 
central scenario is if the US dollar was to rise rapidly. While a modestly stronger dollar 
is expected given the change in fiscal stance and expected divergence in monetary 
policy with other major economies, a rapid and sustained increase in the dollar will put 
downward pressure on import prices, tighten domestic financial conditions and put 
pressure on emerging market economies, including China, which could cause global 
growth to once again stall.

Cost pressures mount

With the unemployment rate now below the current FOMC median estimate of the 
NAIRU, underlying inflationary pressures are expected to build.  An important measure 
of cost pressures on firms is the unit cost of labor. Unit labor cost growth has shown a 
steady rise over 2016, as wage growth has picked up and productivity growth has slowed 
(Figure 34). Looking ahead, productivity growth should recover somewhat, but that is 
likely to be more than offset by faster wage growth, putting further upward pressure 
on inflation. Core measures rose only modestly in 2016 (Figure 35), but are expected to 
move higher in 2017 and 2018, as underlying pressures are boosted by expansionary 
fiscal policy and somewhat higher commodity prices.

Protectionist measures a key risk

Cost pressures rising, putting 
upward pressure on core inflation

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 34: Unit labour cost growth accelerates
Core inflation to follow higher

Figure 35: Measures of core inflation
PCE to rise further in 2017
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From a macro-economic point of view, the Eurozone seems to have finished 2016 on a 
stronger note. Having weathered the storms of Brexit, Trump and the Italian referendum, 
sentiment has remained elevated and a number of indicators have even picked up 
towards the end of the year. Q4 growth should be at an annualized pace of 2% and 
1.7% for the year overall looks likely, slightly down on 2015, but an above-trend rate 
nonetheless. The more optimistic pundits have suggested that Eurozone growth could 
finally reach or exceed 2% next year. But despite the recent upturn, we are not yet 
convinced – not all indicators are as strong as the much-watched PMI surveys, consumer 
spending is still weak, world trade is stagnating, the population is aging rapidly and the 
Eurozone faces a number of important political hurdles in 2017. The last time growth 
exceeded 2% was in 2007 – the region has been a serial under-achiever on growth (and 
inflation) since then, so it is difficult to avoid some scepticism.

However, with trend growth generally believed to be 1% or even lower, an expansion 
of 1.5% or so next year would be well above potential and should allow the declines 
in unemployment that we have seen this year to be maintained in 2017. With inflation 
expected to rise slowly from the present 1.1% to around 1.5% by the end of 2017 and 
towards the target of 2% in 2018, these are reasonably satisfactory macro-economic 
outcomes. The ECB remains cautious (Figure 36) as well as accommodative and has 
extended its asset purchase program to the end of this year (it was originally to have 
finished at the end of March). It also plans to reduce the size of monthly purchases to 
€60bn in April, from €80bn today, although Draghi went to great lengths to assure 
people that this was “not tapering”, another example of word games at the ECB and a 
clear reflection of their ongoing concern about the durability of the Eurozone recovery. 
Since inflation has been below target for four years now, it makes good sense to take 
out the policy “insurance” of additional stimulus. The ECB has indicated that the earliest 
time that a rate rise (or even just a move back to zero) could come would be 2018 and 
only then if inflation is back close to target. We estimate that there is still a significant 
negative output gap in the region which will push down on inflation until at least then.

One piece of good news in Europe is that the industrial cycle is helping – helped by the 
weaker Euro but hindered somewhat by stagnant world trade, export-oriented European 

Reasons to be cheerful – but 
caution still warranted

To taper or not to taper – linguistic 
gymnastics from Draghi

Manufacturing is doing well, but 
households still reluctant spenders

EUROZONE: REASONS TO BE CHEERFUL
 – Above-trend growth set to continue in 2017 and inflation to rise slowly

 – But the Eurozone still faces economic, political and banking headwinds

 – ECB to remain in stimulus mode for a while yet, but the end is coming into sight

Sources: FactSet, Aviva InvestorsSource: European Central Bank

Figure 36: ECB staff projections, %
Inflation not back to target until 2019

Figure 37: Industrial production in the Eurozone 
(2000=100)
Only Germany back at pre-crisis levels
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manufacturers have enjoyed better fortunes recently. Yet even this must be viewed in 
context: output has expanded by just 5% over the last four years and is still well below 
the peak of 2008. (The US, by comparison, is more or less at its pre-crisis level.) Since the 
Eurozone’s inception, industrial output has grown, on average by only 0.5% a year. If 
Germany is excluded, it has shrunk by almost 15% (Figure 37). So, although the recent 
uptick is encouraging, it is not enough. For Europe to grow robustly in future, domestic 
demand needs to contribute more. Here too, there has been some better news in recent 
quarters, but again there are some qualifications: healthier labor markets have helped to 
boost both sentiment and household incomes and have encouraged greater consumer 
spending. Low borrowing rates and now a slight easing of fiscal policy as well have also 
contributed. 

At the height of the Eurozone’s sovereign debt crisis in 2011/12, retail sales volumes 
were down by between 1% and 5% on a year earlier, as households retrenched and 
feared the worse. Conditions are now much better and sales are rising by almost 2% 
a year. But they were rising more quickly a year ago (Figure 38). It is difficult to resist 
the conclusion that the Eurozone is simply a low-growth region. This doesn’t need 
to be alarming, but it does perhaps need to be accepted. Moreover, even with falling 
unemployment, low borrowing costs and a steady if slow economic recovery, it is clear 
that the mood among households is still fragile in places. The Eurozone does face a 
number of important elections next year, worries about banks – especially in Italy – 
persist and there are still understandable concerns about the glacial pace of progress 
towards closer integration in the single currency area.

For well-documented reasons (largely political) the ECB did not engage in full-scale 
quantitative easing (QE) until well after the Global Financial Crisis, a marked contrast to 
the experience in the UK and the US. Many, including ourselves, would argue that this 
helps explain why the Eurozone saw such an extended period of sluggish (or negative) 
growth and the very real threat of deflation. As with many economic matters, this is 
difficult to judge or prove as we never know the counterfactual. But recent ECB research 
has concluded that QE has had a decisive role in pushing down interest rates, boosting 
money growth and easing credit/financial conditions. The estimated size of the benefits 
concur with research from the Bank of England – 10-year yields lower by between 
30 and 60 basis points, although not initially – see Figure 39. Alternatively (and more 
debatably), the ECB has suggested that QE of around 10% of GDP has boosted growth 
by perhaps 1% and raised inflation by 0.5% points, equivalent to a 2.5% policy rate 
reduction on their estimates. Whatever the truth, it is clear that ECB actions over the last 
few years have had a beneficial impact. As well as the intangible but critical gains from 

Unconventional monetary policy 
has helped significantly

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 38: Eurozone retail sales, y/y%, 6m mavg
Retail sales growth is adequate at best

Figure 39: 10-year sovereign bonds
Yields have given back much of earlier declines
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the injection of greater belief that the Eurozone would survive its existential crisis (thanks 
to “whatever it takes”, rate cuts, asset purchases etc), QE has lowered borrowing costs 
and boosted money and credit growth (Figure 40). To the extent that these trends lead 
economic growth, prospects for a continued Eurozone recovery look reasonable.

In summary, GDP growth of 1.50% to 1.75% over the next few years looks plausible, 
absent any adverse economic (or political) shocks. And if that happens it is likely that CPI 
inflation will continue its slow drift back up towards the ECB’s target of “close to, but 
below, 2%” (Figure 41). But as the ECB have explicitly acknowledged, it will still be a long 
time before Euro policy rates rise. The earliest it could possibly come would be the first 
half of 2018, but it could well be later than that. Eurozone banks may have to learn to 
live with negative rates for longer than they had anticipated.

Policy rate rises in the Eurozone 
still look a long way off

Sources: Bloomberg, Aviva InvestorsSources: Aviva Investors, Macrobond

Figure 40: Eurozone: M3 and lending (y/y) Figure 41: Eurozone economic forecasts
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Almost six months on from the momentous Brexit decision in June, the exact form of our 
future relationship with the rest of the EU is still largely unknown. Formal negotiations 
on both the terms of our exit and the parameters of our future association cannot begin 
until Article 50 of the Lisbon Treaty is triggered. Prime Minister May’s plan is for that 
to happen by the end of March this year, though even that could be scuppered if the 
Supreme Court judgment (in January) goes against the Government. We do not expect 
this legal complication to have a significant impact on the process.

Fears of a serious downturn – recession even – in the immediate wake of the referendum 
have proved unfounded, although many forward-looking indicators took a nasty dive at 
the time. Most subsequently rebounded and the UK economy has been extremely resilient 
in the period since the vote. So far so good, but that is exactly the point – the path to Brexit 
is a long one, we have not really started on the route and the medium and long-term 
ramifications of both the negotiations themselves and, more fundamentally, the changed 
relationship with Europe have yet to be felt. They will only become apparent over time. 
Many claim that the UK’s recent economic performance (along with bubbly financial 
markets) is evidence that the “doomsayers” were wrong and that the UK can clearly thrive 
outside of the EU. Such a conclusion is woefully premature – it is far too early to reach 
such a judgment. The facts that the economy has held up so far and that some indicators 
have rebounded tells us only that the UK had plenty of momentum at the time of the 
referendum, that people react more to actual changes than anticipated ones and, perhaps, 
that many are optimistic that the UK can adapt painlessly to the new world.

The recent resilience of the UK economy is of course welcome – growth in Q3 came in 
it a very reasonable 0.6%, with all components except inventories contributing (Figure 
42). The outlook for Q4 is for something similar, perhaps moderately weaker, but 
decent growth nonetheless. Yet several worries remain. Two in particular merit some 
emphasis. First, whatever the long-term impact, the uncertainty related to Brexit, both in 
anticipation and in reality, is a difficult backdrop for forward-looking businesses as they 
look to invest. It doesn’t take much to persuade firms to adopt a “wait-and-see” policy 

Recession fears have receded, but 
growth will still slow sharply

Uncertainty will be with us for 
some time – unhelpful  

for investment

UK: BREXIT WON'T BE PAINLESS 
 – The UK economy has been resilient in the six months since the Brexit vote

 – But it is very early days – investment could slow significantly next year

 – Higher inflation will hurt real incomes – there will be a Brexit hit

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 42: Contribution to GDP growth (qoq)
Growth has held up so far

Figure 43: Economic policy uncertainty
(Bad) news travels faster these days
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– to put plans on hold until the future becomes clearer. It is difficult to know how to 
interpret these indexes given changes in the way we access information these days, but 
uncertainty indexes are currently elevated (Figure 43). Only time will tell, but investment 
intentions have slipped noticeably according to surveys from the Bank of England and 
the British Chambers of Commerce (Figure 44). Both the Bank of England and the Office 
of Budget Responsibility (OBR) project a marked investment-driven slowdown next year. 
Investment typically makes up 15% to 20% of GDP, and business investment about 
half of that. It had already been slowing markedly – uncertainty again – having been 
reliably positive in the post-crisis period (Figure 45). We do not anticipate a repeat of the 
disastrous 2009 slump, but a 5% to 10%  decline is far from unprecedented. That alone 
would make a significant dent on overall GDP growth.

Secondly, consumer price inflation in the UK should be boosted significantly in 2017 as a 
result of the steep fall in sterling since the Brexit vote. Although the currency has reversed 
some of the initial declines (especially against the Euro), higher prices for imported goods 
and services should have a significant impact on overall inflation next year (Figure 46). 
The pound fell even more sharply during and after the Global Financial Crisis in 2008/9 
and CPI inflation then peaked at over 5%. We do not expect a rise of that magnitude, but 
it is very plausible that inflation will approach or even exceed 3% during the course of 
2017. Such an outcome will be a marked contrast to the very low inflation backdrop that 
has persisted since the start of 2014. While the return of a more reflationary environment 
– perhaps our most important global investment theme for 2017 and beyond – is a 
welcome development, the additional upward pressure on inflation from the weak 
exchange rate is not. One of the “boons” of low inflation between 2014 and 2016 was 
the boost that it provided to households’ real incomes during that period. Previously 
high inflation (2008-2014) had done exactly the opposite, squeezing real wage growth 
to rates not seen in the post-war period. It was this that represented real austerity for 
UK households and it suppressed consumer spending growth and therefore overall GDP 
growth significantly.

Looking ahead, a return of 3% inflation alongside wage growth of perhaps 2.5% at best, 
represents a reappearance of that squeeze. In the usual manner, UK households tend to 
respond to rather than anticipate such changes in their circumstances, so this will hurt 
sentiment and spending power next year only when it happens. If the recent modest 
slowdown in the labor market intensifies next year (for example as companies pause 
hiring programs) and if Brexit negotiations after Article 50 is triggered prove fractious, 
then it is not hard to imagine a situation where consumers rein in their spending 
somewhat. Overall, we expect UK growth to slow to an annual pace of a little above 1% 

Weaker exchange rate will boost 
inflation in 2017

Real incomes could shrink  
next year

Sources: Aviva Investors, FactsetSources: Aviva Investors, Macrobond

Figure 44: BCC survey investment balance, composite
Businesses do not like uncertainty

Figure 45: Business investment
Significant falls in investment  are not uncommon
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during 2017 (the calendar increase for the year as a whole will be a little higher). While this 
is considerably better than a period of falling GDP – the recession that we had previously 
believed plausible – it still represents a significant slowdown. (Figure 47). Moreover, just as 
periods of rising growth can become self-sustaining, periods of weaker growth can feed 
on themselves too. In such circumstances it is entirely appropriate for the monetary and 
fiscal authorities to adopt a more relaxed policy stance. Both the Bank of England and the 
Government (and the OBR) share our relatively gloomy outlook for 2017 and beyond. The 
Bank has already reduced Bank Rate to 0.25% and re-started its asset purchase program. 
In the recent Autumn Statement Chancellor Hammond announced a modest fiscal easing 
as the Government tries to find some middle ground between helping the economy and 
restoring public finances to some form of health. They have now freely admitted that this 
will now take significantly longer than they had previously thought.

Finally, the longer-term consequences of Brexit will of course only become apparent in 
several years' time. The Leavers believe that freedom from EU bureaucracy and regulation 
will allow UK plc to achieve its full potential. That seems to be as deep as the economic 
argument goes and it is far from convincing. What seems more compelling, depressingly 
so, is that reduced access to a young and productive workforce, lower scope for technology 
transfer, reduced foreign direct investment and more convoluted trade arrangements 
will combine to reduce the UK’s long-run trend growth rate. Estimates vary, but figures 
of between 0.1%  and 0.4%  a year have been suggested. These may seem small, but the 
impact mounts up: GDP lower by between 1% and 5% after 10 years. And their impact is 
likely to last into the foreseeable future.

Long-term effects of Brexit likely 
to be negative

Sources: Bloomberg, Aviva InvestorsSources: Aviva Investors, Macrobond

Figure 46: Exchange rate and import prices
Weaker pound will boost import prices significantly

Figure 47: UK economic forecasts
Subdued growth, higher inflation
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SUMMARY

Growth moderated in Q3, with weaker business investment offset by a strong rebound 
in exports. Incoming data for Q4 suggests that we should expect more of the same. 
Inflation is low, and expected to decline further, while the Bank of Japan continues to 
pursue its new policy of QE with yield-curve control. Expectations of any further stimulus 
from the BoJ are low. As such, the onus is on the government to pursue reflationary 
policies in order to help the economy reach the 2% inflation target. However, in 2017 
Prime Minister Abe will likely be focused on extending his tenure as Prime Minister 
(which is currently due to end in 2018). Thus any additional fiscal stimulus is likely to 
come later in the year. In the meantime, if the recent weakening in the yen persists into 
2017, as we anticipate, the pressure on the BoJ and the government to do more will 
recede (Figure 48). 

Growth subdued, inflation weak

In Q3, the economy expanded at an annualized pace of 1.3% on a quarter ago. Growth 
was supported by a strong rebound in exports, contributing around 1.2 percentage 
points, the strongest contribution since 2014 (Figure 49). The strong export contribution 
was due to a number of one-off factors, including shipments of smartphones. Therefore, 
it will be hard to see exports supporting GDP to this extent going forward, although 
exporters' prospects have been supported by the sharp depreciation in the yen since the 
start of the Q4. Domestic demand was weak despite the disbursement of cash payments 
to low-income households. The other bright spot was the solid pickup in residential 
investment which was up 10.9%. Business investment contracted, with concerns over 
global uncertainties weighing on sentiment.    

BoJ policy framework delivers 
weaker yen

Moderate growth and low 
inflation set to persist

JAPAN: WEAKER YEN…JUST WHAT THE DOCTOR ORDERED
 – Growth moderates in H2 2016 

 – Yen depreciation likely to leave BoJ on hold for now

 – Framework in place for further fiscal boost, but Abe likely to be focused on re-election in 2017

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 48: USDJPY vs. its REER
The rise in USDJPY will take some of the pressure of the BoJ

Figure 49: Breakdown of contributions to GDP in ppts
The net exports contribution is likely to be a one-off
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As for Q4, recent indicators point to a mixed picture on the economy. Household 
consumption indicators are still weak (Figure 50). Small business confidence remains 
around its long-run average, while consumer confidence fell below its long-run average 
in November. The Q4 Tankan business survey showed little change in the outlook for 
both large and small companies. Business confidence recovered strongly in the wake 
of Abenomics, but has stagnated in 2016, as the yen appreciated and growth slowed 
(Figure 51).   

The sharp depreciation in the yen since the US election has relieved the pressure on the 
BoJ to take further easing action for now. Indeed, their yield curve targeting framework 
has been effective in generating a wider spread of US Treasuries over JGBs, as US yields 
have risen there.  In an early sign of their commitment to the yield curve target, the BoJ 
conducted its first unlimited fixed-rate purchase operation on November 18.  While there 
were no bids in the auction, likely reflecting the fixed-price offered being well through 
the market, the actions of the BoJ were perceived as effective in countering the earlier 
modest move higher in rates (Figure 52). 

BoJ to stay on the side-lines

Despite the policy actions of the BoJ in 2016, it remains well short of meeting its inflation 
mandate. CPI inflation ex food, energy, and VAT effects stood at 0.2% in November 
(Figure 52). Core inflation is likely to fall further in the early part of 2017, as the earlier 
appreciation in the yen feeds through. That will be partly offset at the level of the 
headline rate as the drag from energy prices fades (Figure 53). Looking further ahead, 
a sustained rise in inflation can only be supported by a rise in wages. There is likely to 
be more political pressure on companies at the next round of wage negotiations in 
2017 to do more, especially now that renewed yen weakness is likely to push inflation 
expectations higher. 

With inflation subdued, the BoJ pushed back the timing for hitting its 2% inflation 
target to “around fiscal 2018” at its November meeting. The BoJ blamed weak global 
demand and waning public confidence in the economy for not meeting its target.  It is 
worth highlighting that Kuroda told the Upper House Financial Affairs Committee on 
November 22 that the 10-year JGB target can be adjusted at each meeting to ensure that 
they meet their 2% inflation target, implying that he still has the flexibility to do more 
if necessary, but the bar is high. We believe the onus is now on the government to do 
more if it wants to reach its inflation target. Another extra budget could be announced 
next year, but considering the size of the fiscal stimulus announced in 2016, it is likely to 
disappoint. The potential for the government to work more closely with the BoJ with a 
view to pursuing some form of helicopter money seems distant. 

Consumer and business 
confidence indicators paint  

mixed picture

There is little chance of the BoJ 
meeting its inflation target in the 

near term

Fiscal policy may have to play a 
bigger role in achieving  

sustained inflation

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 50: Household consumption remains weak
Real wage growth still not supportive

Figure 51: Tankan business survey
Business conditions remains stable 
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Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 52: JGBs are rising
But mostly due to the selloff in global rates

Figure 53:  Japanese economic projections
 

Economics aside, politics will be important this year. Prime Minister Abe’s term as head 
of the LDP ends in September 2018. One way for him to stay on is to dissolve the lower 
house of the Diet and call a snap election in 2017. If re-elected, his term will be extended 
to 2022. There is a very high probability that this will happen. Recent voter opinion polls 
show that Abe and the LDP have an approval rating as high as 60% in some polls. The 
LDP’s coalition partner is also encouraging Abe to call snap elections on the back of his 
high public support. In addition, several political insiders suggest that the opposition 
parties are not prepared for an early election. We could see this happen as soon as 
January. Another option is that PM Abe may stay on as head of the LDP. Local press 
reports suggest that the LDP recently met to discuss either ending term limits for the 
LDP president or extending the term limit to three consecutive 3-year terms. There were 
no objections to these changes, but the party will have to decide on these proposals 
at its March convention.  Abe would still have to run for re-election as party president 
even if these changes are made. If Abe stays on longer, he may be able to make the 
constitutional changes he has long been advocating.  

2017 will likely be a year of 
important political developments, 
with possible snap election
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SUMMARY

The recent activity data out of China have shown modest improvement and confirmed 
that policymakers will meet their 6.5-7% growth target in 2016. Growth has been 
supported by fiscal spending measures that have boosted infrastructure, and credit 
easing policies that have boosted the property sector. But fear of a property bubble 
in the major cities has prompted policymakers to impose macroprudential restrictions 
on house purchases, reversing the loosening of such measures in 2015 and early 2016. 
As such, we are expecting a slowdown in property heading into 2017. However, if 
authorities think this will jeopardize their top-line growth target, then we would expect 
increased fiscal spending in response.  The policy priority will be for growth to remain 
steady ahead of the crucial 19th party Congress which will take place in the autumn of 
2017. 

Growth on target, but set to slow

In the first three quarters of 2016, GDP growth was 6.7% compared to a year earlier. A 
key driver has been fixed asset investment, in particular infrastructure spending, which 
rose by over 19% compared to a year earlier. Underlying that activity was an increase in 
the state budget of around 16% compared to a year earlier, which saw an acceleration in 
infrastructure development. A boost to the housing market also came from looser credit 
conditions, with long-term household mortgages the largest contributors to new loans this 
year (Figure 54), and resulted in a sharp rise in property prices in tier 1 and top tier 2 cities 
(Figure 55).

In order to cool what had become an over-heated market, several cities have imposed 
house purchase restrictions in recent months, reversing some of the loosening measures 
taken in 2015 and early 2016. Authorities increased the mortgage down payment for 
second-home buyers and imposed restrictions on local non-resident buyers. These 
measures seem to have had an immediate impact with weekly transaction data falling 
since they were introduced.

Growth remains stable and on 
track to meeting the target

The spike in house prices sparked 
macro prudential measures

CHINA: STABILITY MAINTAINED, RISKS REMAIN
 – House purchase restrictions to lead to a slowdown in property sector in 2017

 – With a slowdown in housing, expansionary fiscal policy will pick up the slack

 – Reforms are unlikely until after the 19th Party Congress concludes in 2017

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 54: Household loans rose in 2016
Mortgages are the main driver of the new loans 

Figure 55: House prices rise sharply in 2016
The rise in house prices is mostly in Tier 1 &2 cities
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Recent survey measures of activity, such as the PMIs, show a disparate picture of the 
economy, with large and medium sized companies performing better than smaller ones. 
The so-called “Li Kiquang” index (which combines loan growth, electricity production, 
rail and freight volumes) has risen sharply, with annual growth rising above 10% for the 
first time since 2013. Another encouraging development has been in those sectors with 
overcapacity issues. In November steel inventory fell to the lowest level in nearly six years. 
While these lagging sectors are improving, the services sector remains strong (Figure 56). 
Based on the Caixin China Services PMI, the services sector expanded at its fastest pace in 
16 months in November. The consumer is also doing better. Sales of larger cars increased 
sharply in October and November, with consumer spending boosted by the positive 
wealth effect from higher house prices.

While the government remains focused on stable growth, the PBoC revealed in its Q3 
monetary policy report a shift in focus towards risk prevention. The report expressed 
concern over measures that could over-stimulate the economy and lead to asset bubbles 
in parts of the property sector. Rather than embarking on a policy of tighter money 
and credit growth, we expect it to focus policy measures on the pockets of concern via 
macroprudential measures.

The PBoC will need to strike a fine balance to prevent stifling growth, but also to mitigate 
inflationary risks (Figure 57). Inflation is rising. Producer price inflation (PPI) turned 
positive in September and rose further in October (Figure 58). This bodes well for Chinese 
corporates, as PPI tends to have a positive correlation with profits. 

Tighter macroprudential policy and capital controls

While the PBoC’s focus has shifted to risk mitigation, we do not expect broader reform 
measures to be prioritized until after the 19th Party Congress in autumn 2017. These 
meetings are held every five years and will set the party’s policies and appoint the 
country’s top leaders. President Xi Jinping will continue his duties as president until 
2022, but many other top officials are set to be replaced. Five of the party’s top seven 
leaders are likely to retire. As President Xi strengthens his inner circle through these new 
appointments, he will likely be able to implement the reforms he initially outlined when 
he took office in 2013. 

While any significant reforms are on hold for now, policymakers have taken some steps 
in that direction. For example, the PBoC announced this year that it would include 
banks‘ off-balance sheet wealth management products as part of broad credit in the 
Macro Prudential Assessment (MPA) on banks for Q3 2016. The MPA is a new regulatory 
framework launched by the PBoC this year to better prevent systemic financial risks. The 

Services, a growing part of the 
economy, remain strong

PBoC looking to moving from an 
easing to a more neutral stance

Politics is key for 2017

Sources: Aviva Investors, Macrobond

Figure 56: Official China services vs. manufacturing PMIs
Services remains strong 
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Figure 57: China economic projections
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framework looks at several aspects of the banks to see which banks saw rapid broad 
credit growth. Any banks that experienced what they define as very rapid credit growth 
would be assigned a lower rating and would be subject to a penalty.  An important part 
of this move has been to bring wealth management products into scope, as their growth 
poses an ever greater risk to bank balance sheets.

In addition, regulators announced that local governments will no longer support local 
government financing vehicle (LGFV) debt raised after January 1, 2015. Debt distress will 
be categorized into four levels of classification and a solution will be outlined for each 
level. The central government will only step in under extreme debt distress at the 
provincial government level. This is another positive step for China in that it is trying to 
target the moral hazard problem and tackle its overwhelming debt problem in the 
corporate sector most of which is held by state-owned enterprises (SOEs) or LGFVs. This 
can lead to a few more defaults which is why the credit markets remain a major risk. 
Another key initiative the government seems to be pushing is on property rights. 
On November 27, the State Council along with the party jointly released a document on 
improving the rule of law in protecting property rights. Private investment has long been 
choked by property rights infringement by public authorities. While details are thin, this 
is a positive move.  

A key risk for China in 2017 is the threat of tariffs by the Trump administration. While 
trade with the US may be a small contributor to GDP, the escalation of a trade war poses 
a greater threat to global supply chains.  China’s small businesses are a critical part 
of these supply chains.  In addition, the Chinese authorities are concerned about the 
increase in capital outflows. They have imposed capital controls on companies making it 
harder for them to invest abroad.  While they want to internationalize the China brand, 
the sharp rise in outward investment (up more than 50% y/y in the first nine months of 
this year) is viewed as a means to keep money offshore.  Authorities recently issued a 
notice that forbids local companies to use onshore capital to pay off any offshore debt 
unless it is for trade settlements. They must prove that it is for this purpose. If they need 
to settle any liabilities in the offshore market they are required to raise it there. 

The PBoC has tried to reassure investors on the yuan, saying that the depreciation was 
predominantly led by the USD and that the currency has actually appreciated more 
recently against its trade-weighted basket (Figure 59). However, we continue to expect 
gradual depreciation of the currency against both the USD as the PBoC engineer a stable 
trade-weighted exchange rate.

The government is making small 
strides on the reform front

Capital outflows remain a concern 
for policymakers

More capital controls will likely be 
introduced to mitigate outflows

Sources: Aviva Investors, Macrobond

Figure 58: China CPI vs PPI: PPI on a rising trend 
Inflation may be rising but it is not a concern yet

 

USDCNY, lhs 

CFETS RMB Index, rhs 

CN
Y/

U
SD

6.45

6.50

6.55

6.60

6.65

6.70

6.75

6.80

6.85

6.90

6.95

Index; reverse scale

93

94

95

96

97

98

99

100

101

J F M A M J J A S O N
2016

Sources: Aviva Investors, Macrobond

Figure 59: Chinese yuan: weaker in 2016
Depreciation expectations adding to the pressure on the currency
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SUMMARY

In Q3 GDP declined for only the fourth time in the past 20 years in Australia, as modest 
consumption growth was outweighed by the negative impact of poor weather on 
construction, a decline in government demand and a somewhat surprising drop in 
exports (Figure 60). However, the extent of the decline was exaggerated by one-off 
factors, with a reversal expected in Q4. Indeed, of more significance to the outlook for 
growth has been the continued improvement in the terms of trade through Q3 and into 
Q4 (Figure 61). The recovery in commodity prices, spurred by increased expectations of 
global reflation, will boost national income. That marks an important turnaround from 
recent years, where falling commodity prices have resulted in an “income recession”. 
Higher commodity prices will also improve the fiscal position (as resource tax revenues 
rise), particularly allowing State governments more room to increase investment 
spending in 2017 and beyond.

The decline in mining investment since 2013 has been a major drag on the economy. 
That adjustment is nearly complete, and should the recovery in commodity prices 
be sustained, could actually surprise on the upside in 2017. However, other areas of 
adjustment either have further to run, or are only just beginning. Household debt is 
amongst the highest in the world and there has been a period of excessive residential 
investment. As such, consumption growth is likely to remain modest and housing is 
expected to become a drag on growth in the coming years. Export volumes should begin 
to pick up, however, as LNG and other mining projects raise production. Combined with 
higher prices, the current account deficit could shrink to its narrowest in nearly 40 years.

Notwithstanding the improvement in the terms of trade, domestic wage pressures 
remain weak and inflation is below target. These are likely to recover only slowly. Overall, 
we think the recovery in commodity prices has been sufficient to leave the outlook more 
balanced for monetary policy. We expect the RBA to stay on hold for the foreseeable 
future.

Q4 decline in GDP  
to prove temporary

Higher commodity  
prices boost income

Inflationary pressures remain soft

AUSTRALIA: A BENEFICIARY OF GLOBAL REFLATION
 – Growth prospects improve on higher commodity prices

 – Global reflation to provide a tailwind during adjustment phase

 – Reserve Bank of Australia on hold

Sources: Aviva Investors, Bloomberg, MacrobondSources: Aviva Investors, Macrobond

Figure 60: GDP growth
Q3 decline to reverse in Q4

Figure 61: Terms of trade recover
Should provide support for the Australian dollar
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STRUCTURAL SLOWDOWN EASED BY GLOBAL REFLATION

As one of the world’s largest commodity exporters, Australia benefited enormously 
from the increased demand from China. However, as Chinese growth slowed, and the 
economy began a re-balancing away from export-driven manufacturing and investment 
and towards household consumption, commodity prices weakened and what had been 
a tailwind became a headwind for Australia. As is often the case in terms of trade booms, 
the cost to Australian economy was a form of “Dutch disease”, with manufacturing 
competitiveness collapsing. A long period of adjustment was necessary to rebuild 
competitiveness, a process that has been helped by a significant decline in the currency 
over recent years. Moreover, very high levels of indebtedness meant that adjustment was 
required in other areas as well.

With the process of adjustment expected to take many years, and with the risks to 
China growth seen to the downside, we have been particularly cautious on our outlook 
for Australia. However, with China taking action to limit the downside risks, and with 
commodity prices recovering in 2016, Australia’s prospects have improved somewhat. 
There remains the need for adjustment, however, the global reflationary dynamic that 
began to take hold in Q4 will provide some tailwinds while that process is under way. 
We do not expect commodity prices to return to their highs of 2011/12, and so do not 
expect the adjustment process to go into reverse. But if they are maintained around 
current levels, then the economy is likely to grow only a little below trend over the next 
couple of years.

In the year to Q3, weak wage growth and low productivity has resulted in unit labor cost 
growth that is consistent with below-target inflation (Figure 62). Non-tradable inflation 
was little changed in Q3, around its lowest rate of increase since 1999. We expect wage 
and inflation pressures will pick up only modestly over the next year (Figure 63).

Period of economic adjustment 
still required, but path has 

become easier

Sources: Bloomberg and Aviva InvestorsSources: Aviva Investors, Macrobond

Figure 62: Unit labour costs and inflation
Inflationary pressures weak

Figure 63: Australian economic projections
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The rebound in the third quarter’s economic activity was supported by the return to full 
oil sands production, improving oil exports and rebuilding activity following the May 
wildfires in Alberta.  Real GDP expanded at an annualized pace of 3.5%, regaining the 
ground lost in the second quarter. The decomposition of GDP growth shows that net 
exports contributed significantly to the rebound (Figure 64) while domestic demand 
seems to be holding up relatively well. Non-residential investment expenditure is not a 
drag on growth anymore, with spending cuts tapering off in the resources sector while 
increased confidence among services-oriented firms is supporting the labor market. 
Looking forward, the fourth consecutive increase in real monthly GDP (in September) is 
constructive. We continue to believe that the Canadian economic outlook (Figure 65) 
will depend significantly upon non-energy exports, the impact of fiscal spending and 
the effects of macro-prudential measures on the housing market. Increased housing 
regulation will ultimately soften housing activity and might have an adverse impact on 
consumer sentiment. 

Although we think the Bank of Canada (BoC) will remain on hold for the time being and 
assess the impact of the current fiscal stimulus, financial markets are under-estimating 
the chances of a cut in the next 12 months. Weaker inflationary pressures, disappointing 
non-energy export performance, tighter mortgage regulation and tighter financial 
conditions led to a generally more dovish tone from Poloz. We think that markets are not 
putting sufficient emphasis on these weaker developments.

Renewed export frustrations

After Mexico, Canada is the biggest loser from any potential enactment of US 
protectionist policies. Although this is not the base case scenario, removal of NAFTA 
would have negative consequences for Canadian exports, US investment in Canada and 
US tourism to Canada. With limited upside for domestic demand given previous years' 
debt accumulation and housing surge, the external sector is the only marginal engine 

Normalizing activity in Alberta 
supported the bounce in Q3

Consumer sentiment at risk 
following increased  
housing regulation

Market under-pricing the risk of a 
rate cut

Non-resource exports are  
still weak

CANADA: SOFT LANDING IN HOUSING
 – Household spending remains the pillar of growth but risks are to the downside 

 – Significant output gap and fading FX pass-through driving core inflation lower

 – Nationwide macro-prudential policies will lead to softer housing activity

Sources: Bloomberg, Aviva InvestorsSources: Aviva Investors, Macrobond

Figure 64: Canada’s GDP decomposition
Consumer remains Canada’s growth engine

Figure 65: Canada economic projections
Canada’s rate of potential growth has declined
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of growth left  to propel Canada forward. Real non-energy exports picked up somewhat 
as of late, however the speed of the rebalancing remains very slow and has been 
disappointing. On the other hand, service-oriented sectors are holding up well, with 
business sentiment improving at the margin and intentions to spend and hire on the 
rise. Barring a trade shock with the US, we expect Canada to benefit from the potential 
fiscal stimulus south of the borders. The labor market continues to show encouraging 
developments. Although the majority of jobs created were part-time and in services-
producing industries, the total increase in employment is impressive relative to the 
strength of economic activity.  

The slow-moving economy means that inflation won’t be an issue for the Central Bank. 
The lagged impact of the Canadian dollar’s earlier depreciation has boosted headline 
and core inflation over the last year. This impact has now mostly faded. Core inflation 
dropped from its peak of 2.5% to the current 1.6% while the new core measures 
adopted by the BoC (common component, trimmed mean and weighted median) are 
all averaging 1.7%, still below target. We expect inflation to remain contained given the 
current slack in the economy, lack of any wage pressures and the potential for a softer 
housing market (Figure 66).

On top of the new 15% land transfer tax put in place in Vancouver, the federal 
government decided to tighten mortgage rules in October by enacting various macro-
prudential policies. We expect that the combination of an already softer housing market 
in Canada’s most overheated regions (Vancouver and Toronto) and the introduction 
of fairly significant macro-prudential policies will have implications on housing on a 
national scale (Figure 67). Now that another policy is addressing concerns over high 
debts and elevated house prices the cost of cutting rates is falling and this gives the 
central bank more room should it need to ease policy in the next 12 months.

Large output gap and fading 
FX pass-through to keep core 

inflation low

Macro-prudential measures to 
cool down housing market activity

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 66: Canadian inflation pressures are fading
Core inflation trending lower

Figure 67: Canadian housing market
Housing starts peaked in Vancouver
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SUMMARY

Growth across Asia has generally been weaker in 2016 than in previous years. However, 
it is still one of the fastest growing regions of the world. The external environment has 
been a key drag as global trade growth remains chronically weak. But this has not been 
the only explanation for sub-par growth. Consumption and investment remain weak in 
several countries. The exceptions are Malaysia and the Philippines. With inflation low, 
central banks, including those in India and Indonesia have some room to cut rates (Figure 
68). But in places like Korea and Thailand this has become a bit more challenging, with 
rates at all-time lows and household debt at all-time highs. Overall, the region should 
continue to muddle through unless these respective governments embark on ambitious 
structural reforms or major investment spending plans.

Heading into 2017, monetary policy will need to be used more cautiously with the US 
hiking cycle likely to resume albeit at a much slower pace than previous cycles. Countries 
like Singapore and Hong Kong remain dependent on Fed policy and will have to find 
a balance between dealing with rising US rates and coping with a weaker domestic 
economy by using macro-prudential policies. India and Indonesia still have room to 
cut since real rates remain above the central banks’ targets. With global trade unlikely 
to rebound significantly and the threat of tariffs on China looming from the Trump 
administration, these countries will need to look within to boost growth. However, the 
appetite for higher fiscal spending in places like Singapore, Hong Kong, and Korea looks 
low.  Political uncertainty in Korea means that the government’s hands will remain tied.  
The country to watch in 2017 will be India. The announcement of the elimination of 
85% of the currency in circulation will have large, unintended and potentially adverse 
consequences on growth. In addition, the Goods and Services Tax (GST) is expected to be 
implemented in April and this may also slow growth. Weaker growth, if it materializes, 
will mean a much more aggressive Reserve Bank of India (RBI).  

The Singaporean government released a downbeat statement about its growth 
expectations in October. Concerns over growth are rising and the Q3 GDP numbers only 

Asia ex-Japan (AXJ) continues to 
muddle through 

ASIA EX-JAPAN: CHALLENGES AHEAD 
 – Improvement in consumption and investment needed to support the region

 – Political troubles may put the onus back on the Bank of Korea

 – The Indian economy will face several headwinds in 2017

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 68: Inflation remains low across the region
Low Indian inflation increasing hopes of rate cuts

Figure 69: SGD NEER vs. USDSGD
Singapore needs a weaker currency
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confirmed this. The manufacturing sector is particularly weak. There have been a number 
of companies in the oil and gas sector that have defaulted on their loans. While the 
government can do little to lower rates, given that their monetary policy regime is tied 
directly to the Fed, they have set the stage for a re-centering of their nominal effective 
exchange rate (NEER), thereby using the currency to loosen policy (Figure 69). Weakness 
in the labor market will likely trigger the Monetary Authority of Singapore (MAS) to act. 
They need a weaker currency to help the economy adjust. 

Singapore, along with Taiwan and Korea remain very dependent on exports (Figure 
70). We may see a slight recovery in exports in 2017, but that will likely be because of 
price effects rather than increased demand. In addition, the recent weakness of Asian 
currencies against the US dollar should provide some support to exports. But the external 
environment is not the only concern for Korea: political uncertainty lingers. President 
Park has been impeached by Parliament, but now the constitutional court has to decide 
whether or not to uphold this decision. A final judgment may not be made until April 
2017. If they uphold the decision, then new elections will be called. If they reject it, then 
she could hold on to power until the next official elections in December 2017.  In the 
meantime, the Prime Minister is the de facto president, but holds very little power and 
influence.  This means that any extra fiscal spending will probably be put on hold. Yet 
again, political stalemate will put pressure on the Bank of Korea (BoK) to react to slower 
growth if necessary. However, the bar for the BoK is high given their justified concerns 
about how stretched household leverage is. 

Meanwhile, India had been showing some signs of improvement. Q3 GDP data showed 
that private consumption picked up, but investment remained subdued as companies 
attempt to get their finances in order. Net exports were a big contributor to growth 
but that was mostly due to the contraction in imports rather than a strong rebound in 
exports. Heading into 2017, the economy faces several challenges. First, the government 
announced that it will eliminate all 500 and 1000 rupee notes by the end of 2016. This 
comprises nearly 85% of currency in circulation. This surprise announcement is meant 
to crack down on the informal economy which is estimated to account for at least half 
of total GDP and as much as 75% of all Indian businesses1. Anecdotal evidence suggests 
that some people have disposed of these denominations because otherwise they would 
have to declare such wealth  and pay a huge tax on it.  Others have waited in lines at 
banks for hours to find that the banks do not have enough small notes. Several small 
businesses, which mostly use cash, have ground to a halt. This will have a meaningful 
impact on growth, particularly in the short term. This, coupled with the demonetization 

Political uncertainty in Korea is 
likely to weigh on the economy

India is likely to see weaker 
growth in 2017

1: Chang, Cherie, The Informal Economy in India, Berkeley Center for Religion, Peace & World Affairs,  
March 6, 2015

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 70: GDP growth contributions, ppt
External sector becoming less important 

Figure 71: Foreign holdings of Malaysian &  Indonesia bonds
Indonesian and Malaysian holdings have fallen recently
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effect on the economy, means that the RBI may be forced to cut rates faster than 
expected. Inflation should continue to fall especially with the favorable monsoon 
weather. For now the RBI is taking a wait-and-see approach.  Second, the GST is expected 
to be implemented in April 2017. Bureaucratic issues in implementing it, coupled with 
the initial impact on businesses and consumption, may also contribute to a slowdown in 
the economy. While the public sector wages increase was expected to add as much as 
0.3% to growth, this may be offset by the aforementioned factors.   

As for Indonesia, the economy continues to operate below potential, but the outlook looks 
brighter.  Government spending lost momentum in Q3, but investment overall picked up 
strongly. Private consumption is the key to growth in Indonesia and that has yet to rebound 
significantly. The Bank of Indonesia (BI) has already cut rates aggressively in 2016. There is 
still some room to cut as real rates remain above their 1% target. However, they seem to 
have frontloaded rate cuts in anticipation of how the markets might react to the Fed hike. 
They kept rates on hold in November following the sell-off in emerging markets during 
which Indonesian bonds fell sharply. They may now adopt a wait-and-see approach as the 
government implements its electricity tariff hikes in January. While bond outflows have 
been significant since the US elections, inflows into Indonesia remain positive year-to-date. 
Both currency and bond markets have taken a hit, but the central bank has only intervened 
to contain the volatility. The government does expect inflows from the tax amnesty at 
the end of December before the second best favorable tax rate expires.  The increase in 
government revenue should support investment in 2017. 

The Malaysian economy continues to surprise positively. Investment and domestic 
demand were the key drivers of growth recently. While the economy is holding up 
reasonably well, inflation continues to drift lower which may result in a cut from the 
Central Bank of Malaysia (BNM). However, the BNM may find it difficult to cut rates 
while the currency is selling off aggressively. But the BNM has not done itself any favors. 
Amid the currency and emerging market global sell off in November, it decided to limit 
trading in the currency’s NDF market, precipitating an even larger sell-off (Figure 71).  At 
this point it will be difficult for the BNM to regain investor confidence.  In addition, an 
election may be called in early 2017. This could add to market jitters given the current 
political landscape.  As for the Philippines, growth remains robust and shows no signs 
of slowing down. The current President is casting doubts among the ratings agencies 
about the political stability of the country.  Also on the political front, Thai elections are 
expected to be held at the end of 2017. 

Government investment should 
continue to support Indonesia 

Recent market-unfriendly 
measures in Malaysia leave 
markets vulnerable
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Despite the reflationary trend in much of the world, inflation in most of Latin America is 
trending lower (Figure 72).  Weak economic activity across the region continues to put 
downward pressure on inflation, allowing Brazil and Colombia to begin easing cycles 
and with expectations that easing in Chile will soon follow.  Despite improving inflation 
outlooks, external risks have increased following the US election.  Not only will Latin 
America need to factor in a less friendly trade environment, the region also remains in 
the firing line of a stronger USD and higher US interest rates.  Nowhere is this clearer 
than in Mexico where the economic outlook hinges on US policymaker decisions.  While 
lower inflation is certainly welcome, the potential for a worsening external environment 
continues to weigh on the region.            

The turnaround story in Brazil took a step back in Q4 as economic activity disappointed 
(Figure 73) and political risks resurfaced.  These will again be key themes in 2017 as 
ongoing fiscal reforms and political uncertainty have capped confidence and led growth 
expectations to be revised back below one%.   If there is a silver lining, it is that weak 
activity data continues to push inflation lower.   With expectations at the 4.5% inflation 
target, the central bank recently adopted a more dovish stance and could feasibly adjust 
policy rates downwards towards 11 or even 10%, depending on developments in the 
external market.  With unemployment near 12% and households deleveraging, the 
consumer will not contribute much to growth in the near term.  Therefore lower policy 
rates are key to support investment which has contracted nearly 13% over the past four 
years.  However, despite progress in passing a much needed spending cap, the fiscal 
outlook remains challenging and recent allegations forced high ranking members of the 
Temer administration to resign—a subtle reminder that Brazil has not left the political 
malaise behind.      

A high degree of uncertainty remains around Mexico following the outcome of the 
US election.  Exports to the US more than doubled after NAFTA was signed, so a more 
hostile trade environment is a clear downside risk (Figure 74).  Reduced trade and lower 
growth would contribute to looser fiscal policies and push the budget deficit back 
towards 3% of GDP.  However, aggressive trade restrictions would also harm US growth 

Inflationary pressure subdued 
across the region

Brazil continues to struggle

LATIN AMERICA: COUNTERTREND
 – Lower inflation across much of the region

 – Less favorable prospects owing to heightened external risks 

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 72: Countering the global reflationary trend
Headline CPI inflation rates

Figure 73: Activity in Brazil takes a step back
Confidence and activity
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so a renegotiated agreement is more likely and modernized terms could benefit Mexico.  
Indeed a pickup in US growth might more than offset slightly worse trade arrangements.  
While unemployment below 4% continues to bolster consumer activity, industrial 
production continues to contract (-1.4% y/y), but would benefit from any pick up in US 
activity.  This would be a much needed rebalancing as the consumer driven growth of 
the past year is unlikely to continue with consumer confidence declining and inflation 
expected to approach 4% in 2017.  The central bank has delivered 250 basis points in 
interest rate hikes this year, so despite higher expected inflation the tightening cycle 
should end by mid-year.  However, the outlook will remain highly uncertain until there is 
more clarity around the new US President’s policies.                

The recent increase in copper prices is welcome for both Peru and Chile.  Indeed, Chile 
as a small open economy (trade is 45% of GDP) stands to benefit not only from the 
move in copper, but also from the anticipated pick up in global growth.  Inflation below 
3% opening the door for a potential easing cycle is also reason for cautious optimism 
in Chile.  On the downside, external risks are rising and 2017 elections could add 
uncertainty to the outlook in Chile.  Peru on the other hand continues to be the star of 
the region with growth clipping along north of 3% and recent indicators suggesting 
mining strength is spreading to other industries.  While risks of a worsening external 
environment remain, the positive outlook should continue through early 2017 supported 
by fiscal spending, stable monetary policy, and solid increases in mining production.               

Risks remain elevated in Colombia.  After the peace agreement was rejected, Congress 
fast-tracked a new agreement to allow time to debate fiscal reform prior to year end.  
In the meantime, confidence and activity have plummeted with recent measures of 
economic activity pointing to growth below 1%.  Along with lower activity, inflation 
continues to decelerate (6.5% y/y most recently), triggering the central bank to 
ease policy rates to 7.5% at the last meeting.  With inflation likely to continue lower, 
the central bank should be able to lower rates towards five% to offset some to the 
anticipated fiscal tightening.  Despite a better policy mix, Colombia remains exposed to a 
worsening external environment leaving the risks tilted to the downside.  

Mexico's prospects closely linked 
to US policy initiatives

Further policy easing likely  
in Colombia

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 74: US policies to dictate the fate of Mexico
Exports to US % GDP

Figure 75: Higher copper prices point to stabilization in 
Chile & Peru
Copper & economic activity
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The overall picture in Central Europe hasn’t changed a lot for some time now: decent 
growth driven by private consumption and fairly stable external demand, much 
dependent on the condition of Eurozone countries. Almost universally the countries of 
Central Europe have employed, to a lesser or larger degree, some form of fiscal stimulus, 
which will remain a key driving factor for the economies in 2017 as well. Election results 
in many countries have further tilted economic policies toward greater social spending. 
Although fundamentals, gauged in particular by fiscal and external positions, remain 
sound in general, the degree of fiscal expansion in some countries, notably Romania and 
Poland, may be a cause of concern at some stage.

Although the region’s central banks remain dovish, some may be compelled to act in 
2017. Headline inflation is on the rise but remains below target and is likely to stay there 
in 2017. There are still more signs of tightness in labor markets universally across the 
region, which is showing up in accelerating wage dynamics. But second round effects 
are unlikely to show up in prices soon, thanks to highly competitive markets and robust 
companies’ profit buffers. Inflation will continue to be driven primarily by external 
factors. Countries where the risk is tilted more towards higher inflation and therefore to 
possible central bank response include Romania and the Czech Republic.

Poland’s growth slowed in the second half of 2016.  The reduced inflow of funds 
from the EU budget has been more of a drag on growth and social spending by 
the Government less of a boost to the economy than previously expected. It can be 
reasonably expected that the impact of slower investment related to EU funds flow 
should reverse at some stage and government spending should find its way through to 
the economy. But a number of “market-unfriendly” policies implemented or planned 
by the Polish Government might have dampened the confidence of the private 
sector and therefore could have a more pronounced effect on growth prospects. As a 
result, we expect only a modest acceleration of growth to 3% after disappointing in 

Poland: still sound fundamentals 
but on a worsening path

CENTRAL EUROPE: MORE STIMULUS, MORE GROWTH
 – Robust growth to continue, despite some slowdown in H2 2016

 – Tighter labor markets, higher inflation expectations, but no rate hikes yet

 – Generally favorable credit outlook, but important country differences

Source: EurostatSource: Bloomberg

Figure 76: Real wage growth (% YoY) Figure 77: CEE4 HICP inflation
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2016. Expansive fiscal policy should not pose a significant risk for 2017 deficit targets, 
which will likely remain within the 3% threshold , but beyond next year, the risk of 
fiscal overshoot increases. The Polish central bank will probably remain on hold until 
2018, but a cut cannot be ruled out if growth disappoints.  The balance of risks, from 
a credit quality perspective, is skewed to the downside and may yet result in another 
rating downgrade.

Hungary fundamentals continue to improve. True, growth so far in 2016 has 
disappointed somewhat, primarily due to a slump in investment which in turn was 
dragged down by weak EU money inflows, but this should reverse this year. Together 
with robust private consumption, underpinned by yet another cut in corporate and 
personal income taxes, this should lead to higher growth in 2017. Hungary has plenty of 
space to use fiscal measures to stimulate the economy. Despite the additional spending, 
budget deficits should stay comfortably below the 3% threshold and public debt to GDP 
ratio continue to fall. The Hungarian economy seems to be in a “sweet spot” and this has 
been rewarded with credit rating upgrades. More upgrades may come but probably not 
in the immediate future. Meanwhile, the National Bank of Hungary remains one of the 
most dovish in central Europe and we can easily see the Bank letting inflation overshoot 
the target before it acts.  We would expect the first rate hike only in 2018.

In the Czech Republic there is little reason looking forward to change our opinion of 
a very well-balanced and moderately growing economy, albeit with very tight labor 
market, if not the tightest in central Europe. The central bank may surrender to the 
appreciation pressure on the CZK crown and abandon the currency floor by mid-2017.

Romania is the fastest growing economy in Central Europe and yet continues to deliver 
positive growth surprises, largely because of the unprecedented fiscal expansion 
initiated well before recent parliament elections held in December this year. The Social 
Democrats won as expected, but the margin of victory was a surprise. As a result they 
may be able to form a majority Government, hence the risk of fiscal slippage in 2017 
grows, against earlier expectations of a likely SD/Liberal coalition government which 
would back off from some of the excessive and populist promises. The economy has been 
running above potential for some time now and inflationary pressures are building faster 
than in any of the central European economies. Although this has not yet been visible in 
headline inflation prints due to VAT tax cuts, once the technical factor dampening effect 
wanes, inflation could easily top the National Bank of Romania (NBR) target in 2017. The 
Bank will be forced to act and relatively aggressively as it may be already erring on the 
dovish side with its fairly benign assessment of inflationary pressures in the economy. 
Add the widening current account deficit, a contrast to the trend of steady improvement 

Hungarian economy in a  
“sweet spot”

Overwhelming socialist election 
victory in Romania increases the 
risk of overheating 

Source: BloombergSource: Eurostat

Figure 78: CEE4 unemployment rate Figure 79: GDP growth consensus forecasts
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and generally balanced positions in rest of central Europe, and one gets a picture of an 
economy where the risk of policy error and overheating is the largest in the region. 

The economic outlook for Croatia, Serbia and Slovenia has brightened further.  Under the 
auspices of close IMF/EC scrutiny the countries are implementing structural reforms and 
fiscal consolidation programs which are starting to bear fruit. Relative political stability, 
after recent elections in Serbia and Croatia will also help. Nevertheless challenges in 
these countries remain: in Croatia and Serbia progress in state-owned enterprise (SOE) 
privatization is badly needed for the economies to prosper in the longer term, while in 
Slovenia even more ambitious structural reforms will be required to boost trend growth 
and sustainably lower the elevated debt-to-GDP ratio. The overall picture is solid and 
supportive of further credit rating upgrades.

Outlook for Croatia, Serbia and 
Slovenia has further brightened
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SUMMARY

The election victory for Donald Trump, along with a clean sweep for the Republican 
party, was certainly not the outcome markets had been expecting. Having said that 
we have seen a sustained rally in US equities since, as markets focused on the more 
corporate-friendly parts of his agenda. These included measures to lower corporate 
taxation rates, as well as a proposal to allow companies to repatriate untaxed foreign 
profits at a reduced rate. Industrials and materials names were major winners on 
anticipation of a large infrastructure stimulus package, while financials stocks also 
rallied strongly as a result of the sharp upward movement in bond yields. For the time 
being investors are a lot more sanguine about the more protectionist policy rhetoric 
(such as imposing import tariffs and/or withdrawing from various trade deals), which if 
implemented could certainly destabilise markets.

Away from the politics, on the earnings front this will be the first quarter of year-over-
year earnings growth for US companies since Q1 2015 and we expect this earnings 
momentum to continue in 2017. 

Trump victory implications

Markets were quick to focus on the more growth-friendly parts of Donald Trump’s 
agenda. Infrastructure stocks were amongst the biggest beneficiaries, with attention 
on Trump’s $1trn proposed investment plan over the next decade. Figure 80 shows the 
breakdown of sector performance in the US since the election result.  Financials have 
been the biggest winners, with the sector rallying almost 20%, with industrials, materials 
and energy stocks also posting large gains, largely at the expense of perceived ‘bond-
proxy’ sectors such as consumer staples and utilities which were sold-off on the knee-jerk 
upward movement in rates. 

Equity markets remain focused 
on the pro-growth aspects of 
Trump's agenda

MARKET OUTLOOK

DM EQUITIES: TRUMP AND TAX REFORM
 – Trump election victory spurs rally in US equities, with tax reform a potential game-changer

 – Industrials and materials stocks gain on expectation of large infrastructure spending plan

 – Steepening yield curve benefitting financials, particularly US and European banks

Sources: BofAML US Equity & Quant Strategy, FactSet, BloombergSource: Bloomberg

Figure 80: S&P 500 Sector performance since  
the US election 

Figure 81: Effective tax rates by sectors in the US
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Heathcare names have had a rollercoaster ride, with the initial relief rally (mainly due 
to the higher scrutiny of drug prices from Hillary Clinton during her campaign) fading 
as investors still grappled with continued pricing pressure in particular areas such as 
diabetes drugs.

With infrastructure stimulus largely priced into the market already, the real game-
changer for markets would be a change to corporate taxes. Trump and Paul Ryan have 
each proposed reducing the federal corporate tax rate to 15% and 20% respectively 
from the current 35% statutory rate. This would provide a substantial boost to US 
earnings, potentially in the region of 8% per annum. The vast majority of sectors would 
benefit under either plan (Figure 81) though there are some aspects which could be 
detrimental. For instance, the border tax adjustment proposal (whereby imported goods 
would be subject to a tax) would be a major negative for some retailers (e.g. apparel) 
who source a large proportion of their products from overseas.

The ability for US corporates to repatriate cash could also lead to a boost in shareholder 
payouts; recent estimates from Moody's suggest there is $1.3trn in cash held overseas 
by US corporates. Assuming profits are repatriated at a one-off tax rate of 10% (as per 
Trump’s plan) and companies decide to bring 50% of their cash pile back onshore, this 
would make c.$500bn in cash available for deployment. We suspect a large chunk of the 
cash brought back would be allocated towards share buybacks rather than dividends 
or increased capex. This was the case in 2004 when the last overseas tax holiday was 
announced. Not surprisingly the list is dominated by the large-cap US technology 
companies which have the largest overseas cash holdings (Apple, Microsoft, Alphabet).

It remains to be seen if the more populist parts of Trump's agenda come into policy. 
Imposing punitive tariffs or withdrawing from deals with international trade partners 
could destabilise the economy; for the time being the view is that these are less likely to 
be implemented.

Steepening yield curve welcome news for European banks

Proposed reduction in corporate 
tax rate would provide a major 

boost for US earnings

Tech companies could benefit 
from the ability to repatriate cash 

at a much reduced tax rate

Sources: FactSet, Bank of America US Equity & US Quant StrategySources: Bloomberg, Barclays Research

Figure 82: Euro area new-term deposits 
vs 12 month interbank rates

Earnings Sales
YoY% QoQ% YoY% QoQ%

Consumer Disc. 2.0%" 2.6%" 7.7%" 3.7%"
Consumer Staples 5.4% 5.1% 2.1% 2.4%
Energy (65.8%) 114.0% (14.7%) 2.6%
Financials 5.4% 2.0% 5.5% 3.4%
Health Care 5.2% 0.2% 7.0% 0.4%
Industrials (3.5%) 1.3% (0.5%) (1.8%)
Technology 9.3% 8.7% 5.5% 4.1%
Materials 5.0% (17.8%) (1.0%) (3.1%)
Real Estate 7.2% (0.5%) 7.5% 0.6%
Telecom Services (1.4%) 3.8% 0.6% 0.8%
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Figure 83: Summary of Consensus Estimates for Q3 
Earnings in the US
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Long-term interest rates had been steadily moving higher since early July as inflation 
expectations began to increase; the Trump victory seemed to turbo-charge this 
movement, with 10-year Treasury yields in the US advancing 50 basis points in the week 
following the result . Yields in Europe also received a boost, with German 10-year bund 
yields advancing 40 bps. The resulting steepening in yield curves was welcome news 
for banks in particular, who have seen net interest margins (NIMs) under pressure for 
an extended period. The sector had already seen some positive momentum from the 
Q3 reporting season, with earnings buoyed by strong FICC  (fixed income, currency 
and commodity) trading and reasonably healthy capital positions. The capital picture 
for European banks remains clouded to some extent by the outcome of Basel IV, but 
valuations arguably are reflecting a lot of these concerns.

It’s worth noting the relationship between steeper yield curves and bank profitability is 
a lot more nuanced and is very much dependent on which particular part of the curve 
yields are rising. With variable rate mortgages typically priced off 12 month rates, if 
short-term rates rise alongside longer-term ones this allows for quick re-pricing. Fixed 
rate mortgages tend to be priced off the longer-dated part of the curve, so there is more 
scope for re-pricing there from movements in long-term rates. There is a significant lag 
time in this case though as and when mortgage books come up for re-financing.

From a deposit perspective, many European banks have deposit yields higher than the 12 
month rate; this is in stark contrast to the pre-financial crisis period where deposit rates 
were cheaper (Figure 82). Given the current situation it’s likely that increases in short-
term rates will not get fully passed through into deposit costs.

Earnings momentum building in the US and Europe

Q3 Earnings season in the US provided somewhat of a welcome relief for investors, 
with the S&P 500 on course to deliver its first quarter of year on year earnings growth 
since the first quarter of 2015. Europe also managed to eke out small gains as well this 
quarter (Figure 83, Figure 84 and Figure 85). We expect this earnings momentum to 
continue into 2017, with the energy sector expected to be a major contributor due to 
positive base effects. It should be noted that sales growth remains sluggish, though the 
headwinds of low oil prices and stronger dollar have moderated somewhat.

Steeper yield curves have helped 
European banks

Sources: FactSet, Bank of America US Equity & US Quant Strategy

Figure 84: EPS and Sales beats for reported S&P 500 
companies in Q3

Sector
Total  
companies

Number 
Reported

% with 
EPS beat

% with 
Sales beat

"% EPS & 
Sales beat"

Cons. Discretionary 83 64 53% 48% 38%
Cons. Staples 37 30 73% 37% 33%
Energy 36 35 60% 40% 26%
Financials 64 64 75% 67% 53%
Health Care 59 55 65% 55% 45%
Industrials 68 65 57% 35% 28%
Tech 66 56 84% 75% 70%
Materials 26 26 54% 38% 35%
Real Estate 28 28 32% 68% 29%
Telecom 5 5 40% 20% 20%
Utilities 28 28 75% 21% 14%
S&P 500 500 456 64% 50% 40%

Sources: Bloomberg, JP Morgan

Figure 85: Quarterly year-over-year EPS growth 
for main regions
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SUMMARY

After a recovery in emerging market asset prices, the fourth quarter saw them pause 
for breath. Global events have overshadowed a clear improvement in the domestic 
emerging market backdrop with both a recovery in economic growth at the aggregate 
country level but also with a recovery in underlying corporate earnings. The sizable 
valuation discount that emerging markets exhibit compared to developed markets has 
remained little changed.

Absolute and Relative Valuations

On a total return basis and in US dollars, emerging markets returned 11.6% in 2016. 
Markets have been long overdue a recovery. The optimists among our team would like 
to highlight that the markets are now up 30% from the January 2016 lows and there 
are signs that underlying economic growth within the countries that comprise emerging 
markets, is accelerating. The MSCI emerging market equity index was launched in 1988, 
and since then the average positive year returned a gain of just over 40%. In that context 
and taking into consideration that emerging market equities are still over 35% below their 
post global financial crisis high in 2011, it is not inconceivable that we have further to go. 

Equity valuations certainly remain supportive (Figure 86). The recovery in 2016 has 
moved further and faster than the recovery in earnings expectations. We do not however 
believe that this is necessarily as significant an overhang as one would initially expect. 

Firstly earnings expectations are in our view a lagging indicator of the strength of a 
recovery; emerging market equity returns remain cyclically depressed which in our view 
could lead to an overstating of the valuation premium at which they trade. 

Secondly, the momentum behind earnings has meant that from last quarter this gap has 
started to show signs of closing (Figure 87). Emerging market equities have now moved 
from trading at a 12% premium to their historic 10-year average in September, to only 
an 8.5% premium currently. This can be put in context when the nature of the recovery 
is looked at on a country-by-country basis (Figure 88). Brazil is starting the long recovery 

Emerging market equities have 
started their recovery

Return on equity remains cyclically 
low and should improve

The recovery in corporate earnings 
is gathering pace

EM EQUITIES: AN OVERSHADOWED RECOVERY
 – Valuations remain attractive

 – Corporate earnings continue to recover

 – Global politics increase uncertainty

Source: BloombergSource: Bloomberg

Figure 86: EM vs DM valuation Figure 87: EM earnings expectations
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from one of its worst ever recessions and political scandals. Since 2014 corporate 
earnings have fallen by more than 60% and equity markets fell by 70%. Since the low 
this year equities have recovered by almost 90% as the equity market has started to 
anticipate the long road to recovery and reform. On actual realized earnings for the 
last twelve months, Brazil now trades on 108x earnings. Should we look further out 
and take into consideration a potential recovery in earnings, then valuations do not 
look nearly so stretched. The MSCI Brazil index is trading on just under 13x next year’s 
consensus earnings so could be perceived as being undervalued again and yet corporate 
margins still remain at cyclical lows. Any continuation of the current recovery should 
help underpin present earnings expectations and could make valuations look even more 
attractive.

The final point to make on valuation for emerging market equities is that compared to 
developed markets they remain at an extreme discount. One additional dynamic has 
changed over the past quarter that is worthy of mention. With Brexit in June, the election 
of the Trump administration in November and an increasingly packed calendar of 
European elections in 2017, we believe that there is an increasing awareness of political 
risk in developed markets. Political and country specific risk has always been a core tenet 
of emerging market equity analysis and has been built into the increased risk premium 
that has been demanded from an investment into emerging markets. There are signs 
that perhaps this risk premium should not be attached alone to emerging markets but 
should also be incorporated into developed market valuations. From a risk perspective 
and on a relative basis this would make emerging markets increasingly attractive. 
Combined with a resilient economic backdrop this could result in a gradual reduction in 
the valuation discount emerging market equities experience to their developed market 
peers. 

China and the US

Despite supportive valuations, the outlook for emerging markets is dominated by the US 
and China. 

China’s clear shift in policy and prioritization of growth at the start of the year marked 
the turning point for emerging market assets (Figure 89). The increase in credit growth, 
acceleration in fixed asset investment and signs of a nascent property bubble all provided 
much needed support to a flagging economy. Emerging market assets benefited 
materially as commodity prices recovered and industrial production picked up. This policy 
in our view has been clearly successful and has underpinned GDP growth. The concern 
for us however is that there are now signs that this policy has become too successful and 

The emerging market equity risk 
premium could fall

Chinese growth has recovered

Source: BloombergSource: Bloomberg

Figure 88: EM regional earnings revisions Figure 89: EM Calendar Year Earnings Revisions 
vs China Steel price
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Source: BloombergSource: Bloomberg

Figure 90: Global Policy Uncertainty Index Figure 91: MSCI Emerging Market equities vs the Asia 
Dollar Index

at some point will need to be rolled back should there be any aspirations of stopping the 
economy overheating. House prices, for example, have become clearly over-stretched 
in some major cities and commodity prices are being driven ever higher. With the 
upcoming 19th National Congress of the communist party being held in autumn of 
2017 we see little chance that they will materially alter their growth policy. Furthermore, 
China has shown remarkable skill so far at micro-managing their economy. We therefore 
believe that Chinese policy will remain broadly supportive to emerging market assets 
throughout 2017 and should contribute to the back-drop of sustained corporate 
earnings growth.

The counterbalance to this supportive backdrop is the potential risk associated with 
the US (Figure 90). This to us comes in two forms. The first is the incoming Trump 
administration and the second is the underlying strength of the US economy and the 
resultant monetary policy. 

The US economy looks in reasonable health: on some measures it is approaching full 
employment, growth is recovering and there are signs inflationary pressures are picking 
up. Broadly this is positive for emerging market exporters as it suggests more resilient 
demand. However, with the potential for incremental increases in interest rates, there is 
an increasing risk of the US dollar strengthening in 2017 (Figure 91). US dollar strength 
is theoretically a headwind for emerging market growth as it has a second order effect 
of reducing liquidity and tightening domestic emerging market monetary policy. The 
Trump administration also poses a potential risk to emerging market equities. The 
possible introduction of trade tariffs, the cancellation of the Trans-Pacific Partnership, and 
the potential renegotiation of NAFTA all can create headwinds to corporate earnings. 
The scale of global trade and integrated nature of global supply chains means that the 
imposition of punitive tariffs would not leave the US unscathed and as such reduces their 
probability materially. The greater risk however is the unpredictable nature of the Trump 
administration which has the potential to upset the delicate balance of international 
political relationships. We think that once the Trump administration is firmly embedded 
in the White House then the political structure will help mitigate this risk.

Conclusion

We think the outlook for emerging market equities is significantly more promising in 
2017 than it was at the start of 2016. The main potential headwind is that of political 
risk and a potentially strengthening US dollar. However, to counterbalance this, both 
Chinese policy and the continued recovery in global growth should remain supportive. 
These factors will underpin corporate earnings. Finally valuations remain cheap both in 
absolute and relative terms. 

Chinese policy should  
remain supportive

US dollar strength could pose 
a headwind 

The Trump administration should 
become more predictable once 

formally in office
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Themes

Bond markets sold off sharply in Q4 following the surprise outcome of the US election. 
The potential for additional fiscal expansion into an economy that is not really in need of 
any such stimulus, combined with an already improving US macro story, was the catalyst 
for an acceleration in the steady move higher that had started in October. The outcome 
represents something of a confirmation of the globalized shift towards fiscal policy as a 
key dynamic for global yields. That said, there remains a high degree of uncertainty around 
precisely which fiscal measures will be taken in the US, the magnitude of the easing and 
the timing. The key take-away of this shift in policy emphasis and increase in uncertainty 
has been a sustained and material increase in both term premium and inflation premium 
(Figure 92). 

The clearest manifestation of that shift has been a material steepening in yield curves in all 
major markets (except Japan) and likewise significant pick-up in breakeven inflation rates. 
The move higher in rates reflected both a reduction in the probability of a deflationary 
tail event and a re-assessment of the likelihood of medium-term reflation. No doubt the 
risks from here remain skewed towards higher yields and further steepening in the short 
term. At the same time we are entering a period where uncertainty will remain elevated 
as it is not only a matter of what policy the US adopts, but also how the rest of the world 
reacts. Any move towards a more material protectionist stance in the US will likely create 
a chain reaction across the globe that will do little to help the prospects for global growth 
and likewise will embed inefficiencies (counter to the globalization theme) that will lead to 
structurally higher inflation risks (Figure 93).

At the same time, it is worth recalling the globe is not a homogeneous place and that both 
the ECB and the BOJ are still pursuing easier monetary policy as they struggle to release 
themselves from the grips of disinflationary pressures. However, despite the very different 
policy outlook, the implications for debt markets are remarkably similar; namely steeper 
yield curves and higher inflation break-evens. The caveat with Japan is that with its YCC 
(yield curve control) policy of targeting a yield on 10yr JGB of close to zero, as yields rise 
elsewhere, the pressure on the BoJ to absorb the JGBs sales increase and thereby increases 
the level of QQE they are will be required to undertake. As such, given there is likewise the 
risk of more activist fiscal policy in Japan (especially if a surprise general election is held) we 
could well finally see some upside inflation risks emerge in Japan (Figure 94).

The prospects for fiscal policy 
globally will dominate sentiment 

We are entering a period of  
policy uncertainty

Reflation theme prevails 

RATES: RE-RATING RATES 
 – Fiscal policy thinking to dominate sentiment

 – Uncertainty and volatility to be watchwords of the market

 – Differentiated outlook globally

Sources: Aviva Investors, Bloomberg, MacrobondSources: Aviva Investors, Macrobond

Figure 92: Yield curves steepened in Q4 Figure 93: Inflation premia rises
10-year breakeven inflation
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A brave new world

In the last House View we highlighted that we were in a transition process towards 
a steeper curve environment resulting from a shift in the policy emphasis. This has 
proven to be the case, although faster than we expected. This is partly the result of still 
very accommodative short-term policy rates, but primarily due to the increased term 
and inflation premia risks. The caveat to this is what happens from a reaction function 
standpoint from global central banks. While our central scenario suggests the FOMC will 
remain relatively gradual in the pace of rate hikes (three in 2017 and 2018), if the inflation 
outlook starts to creep higher and they respond with a more hawkish stance, then the 
assumption of steeper curves will come into question. Equally, if the fiscal plans prove to 
be less inflationary than expected, it could well temper the ability of curves to steepen 
dramatically from current levels. 

Duration as a theme is likely to prove difficult to call in coming quarters. The initial risk bias 
is still skewed towards higher yields as part of the steepening, but it is worthwhile keeping 
in mind that the longer-term growth potential of the global economy is unlikely to ratchet 
higher. This means that while higher inflation seems a probable outcome, it could go hand 
in hand with modest global growth. As such, those economies where currency moves can 
provide some insulation against inflation risk (namely very open economies with floating 
exchange rates) may provide some opportunity. For example, there could be some long 
duration opportunities in places like the UK, Australia and New Zealand in coming months. 
We believe the best way to play this would be on a relative basis against those who are 
most exposed to policy risk such as the US. Certainly the valuation framework suggests 
there are some opportunities building, but some greater clarity on the global trade 
framework is needed. What is clear is that a simple yield grab duration call is imprudent in 
the current global environment. 

Thus far we have not mentioned the outlook for the UK which arguably has the most 
uncertainty surrounding it. The Brexit process has yet to be triggered, but it seems this 
is likely by the end of Q1. It is noteworthy that since the policy easing from the MPC in 
the middle of 2016, the rates curve has backed up to levels that prevailed ahead of the 
referendum, reflecting a relatively constructive stance on the immediate economic impact. 
This is likely to prove something of a mis-interpretation over the longer term horizon, 
as while the currency could provide a compensating level of support, the potential hit 
to growth is probably being under priced. As such the risk of curve steepening is clearly 
present and especially so at the long end of the curve. At the same time, the combined 
impact of higher inflation and lower growth will depend much on the policy bias of the 
MPC. We suspect that, as has been evident in prior cycles, a short-run inflationary surge will 
be ‘looked through’ by the BoE. As a result, the front end of the UK curve could be one of 
the best performing sectors over the course of 2017 as growth impacts encourage a more 
dovish stance from the MPC (Figure 95).

A steeper curve outlook is not 
without risks 

Cross market plays look the best 
way to play duration 

UK markets could be faced with 
policy conundrum

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 94: JGB yields rebound a little Figure 95: UK curve steeper
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SUMMARY

Credit markets enjoyed another strong performance in 2016, buoyed by the introduction 
of further monetary easing policies from the ECB, the BOJ and finally the BofE. This 
significant technical support served to override a continued deterioration in the 
fundamental credit quality of most parts of global credit markets. As the overall level of 
growth has remained weak, companies have continued to offset this lack of growth with 
financial engineering and have suffered a consequential deterioration in balance sheet 
strength.

While we remain concerned about the fundamental outlook for credit, perhaps the 
biggest change over the course of the last quarter has been the reassessment of market 
expectations for growth and inflation in the US, as a result of the Trump presidential 
election victory. As the potential for fiscal policy stimulus has risen, this is very likely to 
move any credit default cycle further into the future, and indeed our expectations are for 
lower corporate defaults in 2017 than in the previous year.

Investing in markets that are heavily dependent on central bank intervention brings 
with it different types of risks that are new to most investors. We consequently expect 
further market volatility, but we continue to expect central bank intervention in credit 
markets throughout 2017 as evidenced by the recent ECB extension. We gain further 
comfort from the attractive valuations offered within credit markets when compared to 
alternative asset classes.  

Technicals - Expanded Central Bank Intervention

2016 was another unique year for bond markets as they faced further expanded 
intervention from three of the world's largest central banks: the ECB, BoJ and BofE. 
Within credit markets the majority of the focus was on the previously unexpected 
introduction of corporate bond purchase plans in Europe (announced in March) and 
the UK (announced in August). In its policy announcement, the Bank of England stated 

Credit markets will focus more on 
fundamentals in 2017

CREDIT: A RETURN TO FUNDAMENTALS?  
 – Central banks look set to continue to buy corporate bonds throughout 2017

 – Risks still building as global imbalances continue to cause political volatility

 – Fundamentals appear to be stabilizing which should help the transition away from technicals

Sources: Barclays, Aviva InvestorsSource: ECB

Figure 96: ECB corporate asset purchases, €mn Figure 97: Eurozone corporate bond supply, €bn
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its purpose to ‘lower the yields on corporate bonds and thereby reducing the cost of 
borrowing for companies; by triggering portfolio rebalancing; and by stimulating the 
new issuance of corporate bonds’. It is clear therefore that central banks are directly 
trying to tighten credit spreads and encourage more corporate borrowing in order to 
increase corporate investment. While the size of the respective programs differs greatly, 
it is clear that global central banks will consequently remain a big influence on credit 
markets in 2017. As of the middle of November, the ECB had purchased in excess of 
€45bn since the program started in June (Figure 96), while the Bank of England had 
purchased £5bn in the three months since starting its program. This has served to play a 
major factor in the tightening of credit spreads this year. 

From a supply perspective the ECB has certainly achieved its objective of stimulating 
more European corporate bond issuance (Figure 97). It has however broadly failed to 
encourage more high yield supply in Europe and so more accommodation may well be 
necessary to ensure that cheaper credit is available to smaller companies.

Has the Fundamental Credit Deterioration Peaked?

The continued weak global growth outlook has meant corporates globally have 
struggled to grow revenues and earnings. Corporates have in the main responded to 
this, and the very low interest rates at which they can fund, with large scale mergers and 
acquisitions or share buybacks. This has generally resulted in higher gross debt levels 
within companies but continued weak levels of investment. There are signs however 
that this trend has peaked, as shareholders have become concerned at balance sheet 
leverage and as rising US interest rates make this financial engineering less attractive. 
Consequently we may well be at the start of a general slowdown in credit deterioration. 
A key aspect of this financial engineering has been that while the levels of gross debt 
and leverage have continued to rise, interest coverage ratios remain at relatively high 
levels (Figure 98). As companies have been able to refinance at ever lower interest rates, 
we are unlikely to see a significant increase in broader corporate defaults any time soon.

A further fundamental improvement has been seen within the energy sector, as the 
recent OPEC deal to reduce production has resulted in a significant increase in the oil 
price. Energy remains a dominant sector within both US investment grade and high 
yield credit and the sector has continued to recover throughout 2016. There is a danger 
that oil prices do not hold onto these recent gains given the large supply-shock that the 
sector has experienced and we remain broadly underweight the sector.  

The ECB has succeeded in 
stimulating issuance in IG, but 

not HY 

Without organic growth 
opportunities, companies have 
turned to financial engineering

Source: Moody'sSources: Bank of America Merrill Lynch

Figure 98: US high yield leverage ratios Figure 99: Default rates: actual and forecast
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It remains our base case therefore that high yield (and corporate) default rates are 
likely to be lower in 2017 than 2016. This is in line with the most recent forecasts from 
Moody’s (Figure 99), as we move through the peak in defaults within the energy sector. 
Outside of the energy sector we see large scale defaults within other sectors as unlikely. 
We remain cautious on fundamentals however due to the previously highlighted 
increase in balance sheet leverage and the likely low rate of growth within Europe which 
is likely to maintain the tension between prudent balance sheet management and a 
difficult operating environment.

Valuations remain relatively attractive

2016 has been another year of differentiation within credit markets and we expect this 
differentiation to continue into 2017. While 2015 was the ‘annus horribilis’ for US credit 
- on the back of concerns over rising interest rates, energy exposure and deteriorating 
fundamentals - 2016 saw a stunning return to form for the US. US credit markets were the 
best performing globally in 2016 as the compelling valuations on offer proved irresistible 
for international investors. After starting the year with a yield of close to 10%, the US High 
Yield market has produced returns of close to 15% this year with credit spreads tightening 
by approximately 250bps. High yield spreads remain at levels where historically there 
is less correlation with government bond markets and this could provide further support 
(Figure 100). 

Within investment grade credit we have a preference for US and Canadian markets, 
followed by the UK, Eurozone and finally Asia. Within high yield markets, we currently 
have no strong preference within the different regions. 

Despite this strong performance, credit spreads globally are currently only in line with 
their longer term averages (Figure 101). This marks them out as being relatively attractive 
to other asset classes that are typically trading at expensive levels relative to history.

Even though fundamentals 
have deteriorated, defaults are 
likely to remain low

Credit spreads are attractive 
when compared to valuations in 
other asset classes

Sources: Barclays, Aviva Investors Sources: Barclays, Aviva Investors

Figure 100: Correlation between US HY bond spreads 
and Treasuries

Figure 101: Spread - last 5 years
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SUMMARY

As we enter 2017 we find ourselves in a renewed period of uncertainty for emerging 
market debt (EMD) specifically as that relates to the outlook for the US dollar and an 
environment of globally higher bond yields. There are some similarities with the start 
of 2016 when sentiment and return expectations for EMD were cautious around the 
external environment and the domestic fundamental outlook for emerging economies 
appeared challenging. While the outlook today looks more constructive from the 
valuation and domestic perspective, we acknowledge that is set against the potential 
for greater challenges from the external environment. However, as we have observed in 
2016, we would suggest caution around overly negative return assumptions for 2017.

We believe that it is too early to fully understand the impact of future US policy on 
emerging market economies and we should expect headline-related uncertainty as we 
move through 2017. We recognize that the benign starting point for global fixed income 
markets and policy expectations could result in an uncertain and negative environment 
in the relatively short term and specifically the uncertainty regarding implications from 
US trade policy suggests a more cautious stance at this juncture. But we retain a strong 
conviction that long-term valuations and an improving fundamental outlook for EM 
economies will provide a robust cushion against further volatility and ensure that we are 
unlikely to revisit the negative scenarios such as those witnessed across the asset class in 
2013. The valuation and fundamental argument remains particularly pronounced in local 
currency markets, which remain our preferred asset class across EMD. We continue to 
have a significant focus on differentiating between markets across the EMD universe.

It is too early to fully understand 
the impact of future US policy on 

EM economies

EMERGING MARKET DEBT: IMPROVING FUNDAMENTALS, NEW CHALLENGES
 –  Improving fundamentals and attractive valuations supportive of EM debt assets

 –  New external challenges to EM from Trump administration

 –  Local currency debt preferred to hard and corporate

Sources: JP Morgan, Aviva Investors; GBI $ index includes local debt of 16 major 
EM countries, excluding China and India; EMBIG index covers EM foreign 
currency sovereign debt; CEMBI index covers EM corporate US dollar debt.Sources: Bloomberg, Aviva Investors

Figure 102: EM vs DM Growth Differential Figure 103: EMD YTD Total Return
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Strong year-to-date returns across EMD will encourage some investors to book healthy 
profits and move to the side-lines to await further developments and we expect that to 
continue in the short term.  

Local currency debt

Local currency markets have experienced a notable period of volatility after the 
US election and the specific focus has been the potential for an ongoing rise in the US 
dollar. Though we feel it may be too early to determine the implications and impact on 
EMD, this has led us to be more cautious in our views as we await further developments. 

Despite that and our belief that the renegotiation of trade tariffs with EM economies will 
be slow and focused on specific trade sectors, we expect further headline volatility as we 
move through 2017 and we acknowledge that the external environment represents a 
potentially higher risk for local currency than had been the case for most of 2016.

As we have highlighted previously, the underlying backdrop for the asset class remains 
strong as local currency yield and currency valuations remain attractive for long-term 
investors, and the cyclical fundamental backdrop in the domestic economies has 
stabilized and in some cases marginally improved during 2016. Additionally there 
have been notable improvements in some of the structural imbalances of major EM 
economies (e.g. current account balance) which, taken with a more balanced view on the 
US dollar and commodities, suggest that a more robust external financing backdrop is 
now in place than was the case during previous periods of volatility.

Despite the recent volatility, local currency returns in 2017 were strong. A relatively 
small proportion of EMD inflows during 2016 made their way into local currency 
markets, leaving institutional investors with structurally low allocations to the asset class. 
However, we expect ongoing profit taking and a reassessment of the broader outlook 
will result in further outflows from EM local currency funds in the short term.

Recent uncertainty has led us to take a more neutral view on local currency debt. 
However our conviction on the positive assessment of long-term local currency valuation 
remains strong and improving domestic fundamentals could provide significant tailwinds 
once we get further clarity on US policy and the potential implications for the US dollar. 
As we saw at the start of 2016, those tailwinds can potentially represent significant 
opportunities for long-term investors however at this juncture the balance of risks 
continue to highlight the importance of a cautious outlook.

Long-term investors have 
a healthy appetite to embrace 
upcoming opportunities 
across EMD

The underlying backdrop for 
the asset class remains strong, 
however, we expect volatility as 
we move into 2017

Flows into and out of the asset 
class remain an important variable

Sources: Bloomberg, Aviva Investors; Index uses JP Morgan GBI EM index weightsSources: Bloomberg, Aviva Investors; Index uses JP Morgan GBI EM index weights

Figure 104: Emerging market currency valuation 
Deviation from 10y average real effective exchange rate

Figure 105: EM Local Currency yield pick over UST
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Hard currency and corporate debt

During 2016 we have seen something of an inflection point in the fundamental outlook 
for emerging market credit after several years of deterioration and this, alongside the 
search for yield that intensified during the summer months, provided the pull and push 
factors for elevated flows into the asset class. Looking ahead at the specific implications 
for hard currency post the US election, the threat of wider spreads is driven by the direct 
implications and uncertainty of both trade and foreign policy from the incoming Trump 
administration. We believe that given the tightening of spreads during 2016 there is 
currently a relatively limited cushion to absorb such volatility and potential adjustment to 
global financing conditions. 

The move in spreads in the past quarter has strengthened our preference for sovereign 
risk over corporate risk. Current valuations now strongly favor sovereign exposure with 
the index spread now trading at it widest to the corporate index spread in over 10 years. 
The rationale of greater financial flexibility on sovereign balance sheets and agency 
financial support still applies but with the expected improvement in corporate default 
rates in 2017 the economic impact of this will be reduced. 

We continue to favor exposure to credit, both sovereign and corporate, that we feel have 
stable or improving fundamental qualities alongside the ability to compress in spread. 
However, with an uncertain outlook for US rates we believe that a much more cautious 
approach to duration is warranted. Shorter dated high-yield names such as Serbia, 
Lebanon and corporate issuers that we feel have supportive financial positions look 
relatively more attractive.

Idiosyncratic developments in the past several months have led to clear differentiation 
in valuations and lead us to focus on a core group of countries for return potential as 
we move into next year. Turkey’s political situation and external vulnerabilities keep it in 
focus but we feel spreads more than compensate for risks. The economic recoveries in 
Argentina and Brazil require close attention and Mexico is obviously highly impacted by 
developments in the US. 

 

We believe there is now 
limited spread cushion to 

absorb potential volatility from 
uncertainty surrounding the 

Trump administration

Strong preference for sovereign 
risk over corporate risk

Sources: JP Morgan, Aviva Investors; 2017 forecast by JP MorganSources: Bloomberg, JP Morgan, Aviva Investors

Figure 106: EM Sovereign and Corporate yield spread 
Difference between EMBIG and CEMBI index yields

Figure 107: EM Corporate Default Rates
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In the previous House View we highlighted the appetite for FX carry strategies in 2016. 
A stabilization, and steady recovery in global growth, alongside very accommodative 
global monetary policy and a US Federal Reserve happy to fall behind the curve in pace 
of hikes provided the ideal environment for investors to seek out the returns on offer in 
emerging markets. Despite the relatively benign global environment, emerging markets 
offered a significant yield pick-up, reflecting the underlying risks in many EM economies. 
However, as we also highlighted three months ago, a major risk to those positions was 
a potential Trump Presidency. In the aftermath of the US election, emerging market 
currencies sold off sharply, largely wiping out the carry earned over the course of 2016 
(Figure 108). Following the initial weakening, EM currencies overall have stabilized, 
as the positive global reflationary dynamic outweighs concerns about potential trade 
protection measures coming out of the Trump administration. Looking back over 2016, 
as a group EM currencies have returned around 3%.

The immediate “panic” saw some EM currencies gap lower, as liquidity dried up and 
investors ran for the exit. According to the International Institute of Finance (IIF), 
investor outflows from EM were as large in the weeks following the election as they 
were in the 2008 GFC or the 2013 Taper Tantrum (Figure 109). The pace of outflows 
has subsequently slowed, but some emerging market currencies are likely to remain 
under pressure, particularly if the sell-off in US Treasuries continues into 2017 Q1. When 
considering the EM complex, particularly in less benign market environments like the one 
seen in November this year, it is important to differentiate based on the fundamental 
factors underpinning the currency, the compensation you receive for those factors and 
the volatility of those currencies. One needs to be even more attentive to risk-adjusted 
expected returns.

One approach to looking at emerging market vulnerabilities is to combine information 
on key sovereign and corporate risk factors and ranking countries according to their 
exposure to those factors. By combining a number of external vulnerabilities (such as 
current account, foreign currency debt, short-term external debt and foreign exchange 
reserves) and internal vulnerabilities (such as credit growth, inflation, fiscal position and 

FX volatility returns on  
Trump election

Investors need to focus on risk-
adjusted returns

More vulnerable emerging market 
currencies hit harder

FX: VOLATILITY RETURNS
 – Trump victory boosts the dollar

 – Positive carry environment impacted by higher volatility 

 – Euro and yen weaken on policy divergence 

t = day before retrenchment began   *IN, ID, KO, TH, PH, ZA, BR, HU.
Sources: National Sources, Bloomberg, IIFSources: Aviva Investors, Bloomberg, Macrobond

Figure 108: EM carry trade and volatility
Low volatility encourages carry strategies

Figure 109: Cumulative daily flows to EMs during  
major reversals
$ billion, all available* countries as of December 16th

EM FX volatility
(60 day historical), rhs
Bloomberg EM FX Carry Trade Index, lhs
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bank capital adequacy) it is possible to score a range of emerging markets and see how 
well that risk ranking explains relative currency performance. In the period immediately 
after the US election, the higher-risk emerging market economies saw larger declines 
in their currencies as is typical in periods of heightened volatility (Figure 110)1.  Even 
countries such as South Korea and Singapore, who are low on the risk spectrum, but 
have significant trade exposure to both the US and China and would therefore be 
particularly vulnerable to increased protectionism, saw a relatively small decline in their 
currencies. At the other end of the spectrum, countries such as South Africa, Brazil and 
Turkey, none of whom have particularly large trade exposure to the US, saw much larger 
declines in their currencies.

While identifying the relative vulnerability of emerging markets can help to explain how 
their currencies are likely to respond in a stress environment, the other key question 
for investors is whether the compensation for owning those currencies reflects those 
risks. One way of looking at that question is through the lens of the real rate of return 
on government bonds. By comparing the yield on 10-year government debt (adjusted 
for current inflation) across the same group of emerging market countries with the 
equivalent real rate for the US, one can make a more informed judgment on the risk-
adjusted return. Figure 111 shows that the real rate differential to the US is weakly 
related to the risk score. However, there are notable outliers, such as Indonesia, which 
offers a much more attractive rate of return than implied by its risk score. On the other 
hand, it is much less clear that investors are adequately compensated for the risk in 
owning South Africa.

Looking ahead, the fundamental environment for emerging markets as a group is 
expected to continue improving. Brazil and Russia are emerging from recession and the 
global manufacturing cycle has become more favorable to emerging markets with long-
term valuations for many emerging market currencies reflecting favorably. In our central 
case, we do not expect a global trade war, nor do we expect the yield on US government 
debt to rise dramatically from here. If we are right, then the global environment ought to 
once again be reasonably supportive of emerging markets. Indeed, the reaction of yields 
on emerging market sovereign debt to the rise in US yields has so far been relatively 
contained. However, the risks to the central view are to the downside for emerging 

EM risks not necessarily well 
captured in real rate differentials

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

1: The analysis excludes Mexico, which is around the middle of the group in terms of risk score, but has 
idiosyncratic exposure to the US.

Figure 110: Relative emerging market vulnerabilities
Risk score as of November 2016; Change in FX between 8 and 
November 25, 2016

Figure 111: EM real rate premia over US
Mixed picture on compensation for EM riskiness
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markets, and hence the increased focus on risk-adjusted returns.

The implications of a Trump Presidency have been significant for G10 currencies as well. 
Indeed, the US dollar has appreciated against all major currencies (except the Russian 
ruble) since the election. On a nominal trade-weighted basis, the US dollar has surged 
to a 15-year high, more than reversing the weakening earlier in 2016. The largest move 
has come against the Japanese yen, where the Bank of Japan (BoJ) policy of QE and yield 
curve targeting has seen interest rate differential widen sharply and the currency decline 
by more than 10% (Figure 112). The euro has also weakened, as the expected tightening 
in Fed policy was met with an extension of QE by the ECB. As in Japan, interest rate 
differentials have widened markedly (Figure 113). Looking ahead, we expect the dollar 
to remain supported over the coming year, with the Fed delivering three rate hikes while 
the BoJ and ECB continue to pursue easing policies. However, we see the balance of risks 
differently, with risks to the yen tilted to further weakness, while the balance of risks 
to the euro are to the upside. Those views reflect both the policy commitment of each 
central bank and the upside risk to growth and inflation in the euro area.

We expect the peripheral G10 currencies to be more supported in a global reflationary 
environment. Commodity prices have recovered throughout 2016, as global growth has 
recovered on an improving manufacturing outlook. That is supportive of the Australian, 
New Zealand and Canadian dollars. However, with the domestic economies still soft, we 
do not expect those currencies to appreciate materially either.

Last, but definitely not least, the depreciation of the Chinese renminbi (CNY) against the 
dollar accelerated in Q4, leaving it down around 7% since the start of 2016. The pace of 
depreciation has been necessary in order to keep the renminbi relatively stable against 
the trading basket (CFETS) over the past few months.  The Chinese authorities have 
consistently followed this approach to managing the currency through 2016. As the US 
dollar weakened, they allowed the renminbi to weaken against the basket, when the US 
dollar strengthened, they allowed the renminbi to weaken against the dollar. However, 
a renewed drawdown in foreign exchange reserves suggests that capital outflows have 
once again increased as the dollar has strengthened. While a range of new capital 
control measures have recently been introduced to restrict outflows, further dollar 
strength would likely put more pressure on the authorities to manage the currency and 
not tighten domestic conditions.

US dollar strength follows  
rate differentials

Chinese currency under renewed 
pressure from outflows

Sources: Aviva Investors, MacrobondSources: Aviva Investors, Macrobond

Figure 112: Japanese yen weakens sharply
Rate differentials widen 

Figure 113: Euro reaches new lows
ECB extends QE again  
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With lots of money flowing into the asset class and buoyed by cheap debt, most real 
estate markets continue to show significant positive momentum. However, some of the 
markets most advanced in the cycle are slowing and medium-term risks are rising.  The 
best opportunities to find value are in continental European markets whereas parts of 
the US and APAC market look expensive. Selecting the right asset in the most robust 
markets will be increasingly important as investment performance diverges in the years 
ahead.

United States

Low supply has been a driving force in the US market. However, following a prolonged 
period of muted development, we are now starting to see glimpses of the supply 
response typically associated with the later stages of the occupier market cycle. The 
logistics sector, which has benefited from a lack of modern space and robust demand 
from e-commerce, is now seeing a pick up in supply pipelines. Rental growth is expected 
to soften over coming years despite demand from e-commerce remaining resilient 
(Figure 114).

The apartment sector faces similar, and perhaps larger, supply risks. Additional units in 
2017 will be equal to roughly 2.2% of total stock. Household formation is still strong 
however and households are increasingly choosing to rent. Expensive markets may 
experience a reversal in rental growth if they haven’t already; both San Francisco and San 
Jose have posted rental declines over the past year. 

In the retail sphere the story is quite different. Rather than a cyclical slowdown, 
deceleration in the sector can be attributed to the structural decline of certain retail 
types. The struggling health of anchor retailers is weighing on mall fundamentals (Figure 
115). E-commerce is also rapidly changing the space requirements of occupiers; we are 
likely to see less demand for physical space from start up retailers compared to levels 
seen in the past. 

The recent testing of Amazon Go’s Seattle store marks a new chapter in retail; traditional 
occupiers will have to innovate to compete or fall by the wayside. Investors must be 
astute in selecting the type of retail tenants they are exposed to in their portfolio. 

US supply picking up

Low productivity malls are on 
borrowed time 

GLOBAL REAL ESTATE: POSITIVE MOMENTUM BUT MEDIUM PROSPECTS VARY 

Source: CoStarSource: CoStar

Figure 114: US logistics sector Figure 115: US retail vacancy rates
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Europe (ex UK) 

The ECB’s decision to extend the asset purchasing program until December 2017 is 
expected to keep bond yields in Europe at low levels. We expect yields to increase very 
gradually and to remain historically low in the medium term. We expect the wide spread 
between property and government bond yields to entice investors to the asset class, 
leading to capital growth in the short term. Gradually rising bond yields should however 
diminish the attractiveness of European real estate over the medium term (Figure 116).

Investor demand for European real estate remains robust. Denmark, Finland, Sweden, 
the Netherlands and the countries of Central and Eastern Europe have seen a rise in 
transaction volumes over the year to date. By contrast, Norway, Spain and Portugal have 
experienced sharp falls in investment, although in some cases this was due to a lack of 
available quality assets rather than a dearth of demand. 

The occupier markets are expected to continue to improve on the back of ongoing 
gradual economic recovery and limited new development (Figure 117). A few pockets of 
development have emerged however and a rebound in supply is projected for a number 
of markets in 2018-19, and a slowdown in rental growth is likely to materialize.

United Kingdom

The Central London office market is likely to see weaker demand as the probability of 
a hard Brexit has increased. Projects in the pipeline are also likely to be put on hold as 
developers look to cut back supply in response. Nevertheless, negative rental growth is 
expected in Central London over the next three years. 

To date, capital value declines in the UK real estate market have been lower than many 
had anticipated. Values appear to be down by 2.5-4% for the commercial property 
market as a whole (Figure 118). There have been very few pockets of distress and the 
pool of active buyers remains deep. While the pace of capital declines has eased we do 
expect further falls in valuations over the next six months or so. 

High returns expected in Europe 
in the short term 

Investor demand still high

Long, hard slog ahead for UK  
real estate

Source: PMA Source: Aviva Investors

Figure 116: European total returns Figure 117: Office development pipeline
Net additions as% of stock, 2017-21
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Asia Pacific

With the exception of those undergoing rental corrections, valuations look expensive 
in most Asia Pacific real estate markets. Of all markets, Australia offers perhaps the best 
value for income-seeking investors. Despite strong uplifts in capital values, spreads 
between property yields and other income producing assets remain high. International 
capital continues to target the region yet it remains to be seen whether a re-pricing of 
fixed income markets in the wake of the US election will deter foreign flows.

The Bank of Japan’s policy shift towards controlling the level and steepness of the yield 
curve has some implications for the pricing of real estate. Japanese real estate now 
looks less attractive than would be the case if bond yields continued to slip into negative 
territory. Signs are growing that pricing may have bottomed out. Tokyo office cap rates 
have been flat since the end of 2015 (Figure 119). Investment volumes in Japan also 
show signs of slowing, with product availability becoming scarce and anecdotal evidence 
of widening bid-ask spreads. RCA report that foreign buyers became net sellers in H1 
2016, for the first time since 2007. 

Income-seeking investors still 
heading to Australia

Tokyo offices reach pricing floor

Source: PMASource: IPD

Figure 118: UK all property capital values Figure 119: Japanese prime office net yields
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SUMMARY

The election of Donald Trump in November kept alive the narrative surrounding a global 
anti-establishment political backlash, which had started in the summer with Brexit and 
was later perpetuated by the somewhat more widely anticipated failure of Matteo Renzi 
in the Italian referendum at the start of December. However, whereas it has been a 
relatively easy task to predict possible periods of higher-than usual-volatility based on a 
calendar of upcoming political events, it has been more difficult to predict exactly how, 
and for how long, that volatility will endure.

It was a consensus view beforehand that Trump’s victory, if it were to occur, would be a 
negative for risk assets. Prior to the US elections, the previous political volatility event had 
been the Brexit vote, which had at the time surprised many for being as short-lived as 
just 14 trading days. When it came however, the global equities sell-off in anticipation of 
Trump’s election was reversed within twelve hours of the outcome being announced. In 
December the negative reaction to the Italian referendum reversed within ten hours.

Bonds and emerging market assets had deeper reactions to Trump’s victory. The sharp 
moves higher in US Treasury yields pushed short-term volatility measures back up to 
levels last visited during the post-Brexit bond sell-off. US ten-year swap 30-day realized 
yield volatility reached its 88th percentile on a five-year history as the yield spiked 90bp 
higher in Q4 (Figure 120). Mexican ten-year yield short-term volatility hit its highest level 
since the Global Financial Crisis (GFC), as did that of the Mexican Peso (Figure 121).

The political calendar loomed large for investors during Q4 as they focused on the US 
presidential elections in November and the Italian referendum in December. Political 
risks have been in focus since the Brexit referendum and the extreme short term volatility 
that it wrought to certain asset prices in subsequent days. However, despite the seeming 
equally anti-consensus victory by Trump (who had also been widely viewed as the 
market-unfriendly outcome prior to the election) and confirmation from Italy that the 
electorate is even more disenchanted with the establishment than had been previously 

The sell-off in global equities 
associated with Trump’s election 
was reversed within twelve hours

Some emerging market yield 
volatilities exploded as the 
negative implications of a Trump 
reality began to be priced

CROSS ASSET VOLATILITY: TRUMP STIRS BOND VOLATILITY
 – Equity markets demonstrate increasing nonchalance regarding political risks

 – Bond market volatility moves meaningfully higher with yields

 – Trump victory causes eight-year highs in Mexican asset volatility

Source: BloombergSource: Bloomberg

Figure 120: US 10 year swap yield volatility vs 30 day 
realized volatility

Figure 121: USDMXN one month realized volatility
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feared, risky assets rallied within hours of the results, thus muting volatility. Whereas 
the fallout from Brexit had taken 14 trading days to reverse (as measured by pricing of 
the MSCI World Equity Index) – at the time widely viewed as extremely short-lived – the 
Trump sell-off took half a day and the Italian referendum just ten hours. This says a great 
deal about the market’s current tolerance of, and attitude towards, risky assets.

Sovereign bond yields had been moving higher since the summer, particularly at the long 
end as curves became increasingly steeper. Such moves intensified post-election as the 
market latched onto the inflationary possibilities of a Trump presidency. Whereas many 
developed market yield volatilities moved meaningfully higher however, some emerging 
market yield volatilities exploded, as the negative implications of a Trump reality began 
to be priced. This was most keenly felt in Mexico, where ten year yields became the most 
volatile since the GFC (Figure 122). Extreme moves were also felt in the Asian corporate 
bond universe, where the Investment Grade Index yield reached its 90th percentile level 
of 60-day realized volatility relative to its five-year history.

FX markets followed a similar fate, with a handful of crosses exhibiting elevated levels of 
realized volatility during Q4. Again the Mexican peso stood out, falling over 13% in the 
days following the election and clocking up its highest realized volatility since the GFC. 
The dollar index, which appreciated over 6% during October and November, has seen 
its volatility steadily decline since Q2 2015, supported by strong fundamental tailwinds. 
Short dated Yen realized volatility continued to ratchet higher during Q4 as the effect of 
the BOJ’s yield curve targeting steadied ten year JGBs and engineered a depreciation of 
the currency. 

As mentioned, the reversal of negative sentiment in equity markets has become 
increasingly swift as the year has progressed, which has allowed them to perform 
strongly during the second half of the year, thus capping realized volatility. This was most 
pronounced in US and European equities in December, which registered their lowest 
decile and lowest quartile levels respectively of 60-day realized volatility relative to their 
five-year histories. The global outliers again were the South American markets, where 
Brazil’s Ibovespa Index maintained elevated volatility and the Mexican Bolsa Index which 
recorded its highest volatility since the beginning of 2015.

The Mexican peso stood out….
clocking up its highest realized 

volatility since the GFC

Source: BloombergSource: Bloomberg

Figure 122: 30 day realized yield volatility for 10y EM rates Figure 123: Shanghai Composite Index vs its one month 
realized volatility
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Elsewhere, the Shanghai Composite Index in November recorded its lowest level of 30-
day realized volatility since 2000. This is particularly striking considering that the index 
recorded its highest ever volatility last year during the market meltdown in August, when 
the index fell over 43% within three months. Since the market bottomed in the January 
2016 sell off, volatility has steadily declined as the index ground out a steady 19% 
appreciation to the beginning of January 2017  
(Figure 123).

We expect further increases in asset price volatility over 2017. Low levels of nominal 
rates and ample monetary accommodation from central banks over the last few years 
have engineered a stable and arguably artificially profitable investment environment. 
Even if current asset price levels across risky markets turn out to be entirely justified, as 
the monetary accommodation market safety net is scaled back we believe that volatility 
will rise from current levels. The 20-year average of 30-day realized volatility on the S&P 
500 is 17.5%. Despite the volatile start to 2016, the average throughout the year was 
only 13.4%. If volatility reverts towards this long-run mean it would imply an additional 
0.25% daily move roughly on average throughout the entire year ahead and would likely 
to be reflected in other markets, key as the S&P 500 is to overall equity risk sentiment. 
This is before factoring in the prospect of additional volatility from a possibly higher level 
of geopolitical risk in Europe and the Middle East in 2017.

If volatility reverts towards the 
long-run mean it would imply an 
additional 0.25%  
daily move (S&P 500)
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Important information

Unless stated otherwise, any sources and opinions expressed are those of AvivaI 
nvestors Global Services Limited (Aviva Investors) as of December 31, 2016. They 
should not be viewed as indicating any guarantee of return from an investment 
managed by Aviva Investors nor as advice of any nature. Any investment involves 
a degree of risk, including the risk of total loss. Some of the information within 
this document is based upon Aviva Investors estimates. It is not to be relied on by 
anyone else for the purpose of making investment decisions.

This presentation is a presentation of Aviva Investors Americas LLC. (“AIA”), the 
lead adviser to U.S. clients with respect to the strategy discussed herein. In 
performing its services, AIA utilizes the services of investment professionals 
of affiliated investment advisory firms who are best positioned to provide the 
expertise required to manage a particular strategy or product. In keeping with 
applicable regulatory guidance, each such affiliate entered into a Memorandum 
of Understanding ("MOU") with AIA pursuant to which such affiliate is 
considered a "Participating Affiliate" of AIA as that term is used in relief granted 
by the staff of the Securities and Exchange Commission allowing US registered 
investment advisers to use portfolio management and trading resources of 
advisory affiliates subject to the supervision of a registered adviser. Investment 
professionals from the Participating Affiliate may render portfolio management, 
research or trading services to clients of AIA. Investment professionals from the 
Participating Affiliate may also render substantially similar portfolio management 
research or trading services to clients of advisory affiliates which may result 
in performance better or worse than presented herein. This means that the 
employees of the Participating Affiliate who are involved in the management of 
funds and other products offered to US investors are supervised by AIA.

AIA and each of its Aviva Investors investment advisory affiliates, including 
Participating Affiliates, are subsidiaries of Aviva plc (AV listed on LSE, FTSE 100). 
The name “Aviva Investors” as used in this presentation refers to the global 
organization of affiliated asset management businesses operating under the 
Aviva Investors name. Each Aviva Investors affiliate is a subsidiary of Aviva plc, a 
publicly-traded multinational financial services company headquartered in the 
United Kingdom.

Past performance is no guarantee of future results. There can be no guarantee 
that any investment strategy discussed in this presentation will achieve its 
investment objectives. As with all investment strategies, there is a risk of loss of 
all or a portion of the amount invested. No chart, graph, or formula can by itself 
determine which securities an investor should buy or sell. All amounts herein are 
USD unless otherwise indicated.

This presentation contains the current opinions of AIA and is not intended to be, 
and should not be interpreted as, a recommendation of any particular security, 
strategy or investment product. Such opinions are subject to change without 
notice. This presentation is distributed for informational purposes only and is not 
intended to be a recommendation or investment advice. The information herein 
is based on sources which AIA believes to be reliable but is not guaranteed to be 
accurate or complete.Individuals identified in this presentation are employees of 
AIA or other Aviva Investors affiliates.

No Aviva Investors affiliate is engaging in or holding itself out as engaging in the 
business of advising others as to investing in securities or the business of buying 
or selling securities in any jurisdiction where it is not qualified to do so. Any 
statement of return or other performance by an index is not a representation 
or assurance that the information or performance attributed to the index 
was accurately compiled or published; Aviva Investors has not independently 
verified index-related information. Index returns are provided to represent 
the investment environment existing during the time periods shown. For 
comparison purposes, an index is fully invested, which includes the reinvestment 
of dividends and capital gains, but index returns do not include any transaction 
costs, management fees, or other costs that would reduce returns. Composition 
of each separately managed account portfolio Representative Account in a 
composite is individually managed, account characteristics and holding may 
vary from securities in the corresponding benchmark index. An index is used as 
a performance benchmark only, as Aviva Investors does not attempt to replicate 
an index. The prior performance of an index will not be predictive of the future 
performance of accounts managed by Aviva Investors. An investor may not 
invest directly in an index.
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