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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.
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EXECUTIVE SUMMARY
FED UP - BUT THE MOOD IS IMPROVING

Over the course of 2016 H2 global growth accelerated, led by a broad-based 
recovery in industrial production. Policy support in China saw increased demand 
for raw materials, pushing up commodity prices, while the stabilisation in oil prices 
saw production recover in the United States (US). At the same time the Eurozone 
recovery picked up pace, encouragingly driven by domestic demand. The broad-
based move saw growth for the G20 economies rise to over 3¼ per cent in Q4 
(compared to a year ago). The improvement in global growth was followed by an 
even sharper pickup in global trade, with growth in imports in the year to 2017 
Q1 rising at the fastest pace since 2011 (Figure 1). The pace of output and trade 
growth likely eased somewhat in Q1, with both China and the US slowing. We 
expect growth to rebound in the US in Q2, while China is expected to achieve 
their annual target of around 6.5 per cent this year. Most other major economies 
saw steady or improved growth in Q1, with the United Kingdom (UK) the major 
exception. Looking ahead, we continue to expect global growth of around 3.5 per 
cent this year, the fastest rate of increase since 2011. As ever, there are risks to that 
outlook. On the downside, the policy support in China may be withdrawn more 
quickly, weighing both on Chinese growth and emerging market economies more 
generally. On the upside, the recovery in the Eurozone may accelerate more rapidly, 
with survey evidence pointing to faster growth over the coming months. Overall we 
expect to see modestly above trend growth in the major economies (except the UK) 
this year and think the near-term global growth risks are broadly balanced.

At the same time that global growth accelerated, measures of inflation also began 
rising (Figure 2). The rapid increase in CPI inflation reflected a stabilisation and 
subsequent increase in commodity prices during 2016. Core inflation remained 
low and stable in most major economies, with only the US seeing a steady move 
higher, albeit to a level still below the Federal Reserve’s target. In recent months 
inflation has stabilised, and in some instances fallen back a little, again reflecting 
developments in commodity prices alongside stable core inflation. The decline 
in core inflation in the US has largely reflected a number of temporary factors 
and should reverse in mid-2018. That said, headline rates of inflation globally are 
expected to move steadily lower over the coming months as they converge on the 
somewhat lower rate of core inflation. While the risks of deflation remain much 
lower than in 2015/16, the risk of a rapid move higher in inflation from here also 
seems remote. We expect that with above-trend growth in the major economies 
this year, spare capacity will continue to be steadily eliminated, which should put 

Global growth set to be strongest 
since 2011

Outlook is for moderate inflation, 
with core rising steadily over the 

coming years

Figure 1: Global growth rebounds 
Growth accompanied by improved international trade

Figure 2: CPI inflation
Multi-year high in the major economies 

Sources: Aviva Investors, CPB, IMF, Macrobond, as at 30 June 2017 Sources: Aviva Investors, Macrobond, as at 30 June 2017
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modest upward pressure on wage growth and core inflation. We expect the US 
to be more advanced in that process than others, and as such expect the Federal 
Reserve to continue raising rates, once more in 2017 and three more times in 2018.

INVESTORS DOUBT GLOBAL REFLATION

In the middle of 2016 the median forecast for near-term global growth was 
subdued. When growth began to accelerate in the second half, the market was 
taken by surprise. The Citigroup measure of data surprises showed that by early 
2017 the positive growth surprises in both developed and emerging market 
economies were larger than at any time since 2010. At the same time, the positive 
surprise on inflation was even starker, reaching levels not seen since the oil price 
shock of 2008. The positive data surprises, alongside expectations of improved 
future growth and inflation (which were also at least partly driven by expectations 
of a boost to US and global growth from the policies proposed by President Trump) 
saw equity markets rally and fixed income sell off. However, as we progressed 
through the first half of 2017, with forecasts factoring in stronger growth and 
inflation, they have surprised to the downside. That has been most pronounced in 
the US (Figure 3).

The weaker than expected activity and inflation outturns have seen longer-term 
yields retrace (Figure 4), with lower breakeven inflation rates the main contributor. 
According to data compiled by JP Morgan, flows into bond funds are outpacing 
last year, and speculative long positions in US Treasuries are at all-time highs. That is 
despite a second hike in interest rates this year from the Fed, who raised the policy 
corridor to 1 -1.25 per cent in June, and indicated that they expect to raise rates 
once more in 2017 and three times in 2018. At the end of June the market had 
little more than one hike priced over the next three years. Alongside a continuation 
of rate hikes, the Fed have also indicated they will begin to slowly unwind their 
holdings of Treasuries and mortgage-backed securities later this year. We expect 
the benign global environment will continue to be supportive for government 
bonds, but see the risks tilted to the downside.

While the bond market has largely unwound much of the initial response to the 
global reflation theme that developed last year, global equity markets have reached 
new highs. Indeed, risk assets have performed strongly year-to-date, with emerging 
market equities leading the way, but closely followed by US and European equities 
(Figure 5). The rise in equity prices reflect both improved earnings growth, with 
double-digit year-over-year gains in all major developed markets in Q1, and a 
positive re-rating. The latter is particularly unusual in a midst of a rate hiking cycle 

Positive global activity and 
inflation surprises have 
recently reversed on improved 
expectations and some softer 
outturns

Yields on government bonds have 
declined in 2017, despite Fed rate 
hikes. Risks are tilted to higher 
rates ahead

Global equity markets have 
performed strongly, with earnings 
expectations rising. European and 
emerging market equities the 
most attractive

Sources:  Aviva Investors, Citigroup, Macrobond, as at 30 June 2017

Figure 3: Data surprises
Positive data surprises have been reversed in recent months

Sources: Aviva Investors, Macrobond, as at 30 June 2017

Figure 4: Global sovereign bond market yields (change YTD)
Yields have mostly fallen this year
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as we have in the US. We think that reflects the excess liquidity in financial markets 
from previous and current rounds of Quantitative Easing (QE) by central banks and 
the collapse in both implied and realised market volatility. European equities re-
rated on the positive outcome of the French presidential election, but remain more 
attractive than the US on valuation basis. We also continue to favour emerging 
market equities on positive earnings outlook and relatively favourable valuation.

Global credit markets have also performed strongly over the past six months. That 
has reflected an improvement in fundamentals, but also more favourable technical, 
owing to strong demand from yield-sensitive buyers. With the further narrowing 
in spreads, credit has become relatively less attractive, with emerging market (EM) 
debt offering better opportunities. We expect local currency EM debt to continue 
to benefit from improving fundamentals and carry-supportive environment.

Following the strong performance of the dollar after the US election, this year has 
seen a reversal, with both EM and G10 currencies rising against the dollar (Figure 
6). The most notable performer in recent months has been the euro, which was 
boosted by positive election outcomes in the Netherlands and France. While the 
US is the strongest economy, and the Fed is pushing ahead with rate hikes, the 
decline in the dollar likely reflects a combination of disappointment with the lack of 
delivery from the Trump administration and positive surprises elsewhere. We expect 
the dollar to be fairly range-bound in the near-term, with potential for the euro to 
move modestly higher, but the yen to weaken. We expect positive carry emerging 
market currencies to continue to perform well in a low volatility environment.

Credit markets have performed 
strongly on improved 

fundamentals and technicals. But 
looking ahead, emerging market 
debt likely to provide better risk-

adjusted returns

Figure 5: Global market performance YTD 
Risk assets have outperformed risk-free

Sources: Aviva Investors, Macrobond, as at 30 June 2017Sources: Aviva Investors, Bloomberg, Macrobond, as at 30 June 2017

Figure 6: Global (spot) currency performance vs US dollar 
(per cent change YTD)
US dollar weaker across the board
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KEY INVESTMENT THEMES AND RISKS
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 June 2017 Forum we identified the following key themes:

1 Turning point for global monetary policy in sight

2 Market outcomes to be increasingly determined by fundamental factors

3 Expectations of sustained in�ation

4 Expectations of large-scale �scal stimulus fade

5 Political prioritisation of national over collective interests 

6 Opportunistic Chinese reform

7 Peak regulation

Turning point for global monetary policy in sight

After a remarkable decade for monetary policy, we have reached a significant 
turning point for central banks. With sustainable and broad-based growth 
entrenched and with the return of more convincingly-positive inflation, the slow 
removal of extreme stimulus is now becoming appropriate. The Federal Reserve has 
already raised rates four times.  We expect a further hike this year and three more in 
2018. This is still an extremely slow pace of tightening by historical standards. The 
Fed has signalled its intention to continue to raise rates gradually despite a couple 
of recent softer inflation prints. Financial markets do not believe that the Fed can 
deliver even this pace of tightening.

Elsewhere, we are at the end of the line for additional monetary stimulus and 
are shifting focus to the way in which central banks will exit their present radical 
stance. The Bank of Japan (BoJ) has indicated they are unlikely to do more, while 
the European Central Bank (EC) has tapered asset purchases and is publically 
discussing its exit strategy. Spare capacity in the region means there is plenty of 
scope for strong but non-inflationary growth, so they can proceed cautiously. Even 

1

Sources: Aviva Investors, Macrobond, as at 30 June 2017

Figure 7: Policy rates to go up slowly
But real interest rates are still very low

Sources: BofA Merrill Lynch Global Research, IBES, Datastream, as at 30 June 2017

Figure 8: Upside surprises for corporate earnings
After four years of disappointment, 2017 surprising to the upside

Pe
r c

en
t

UK 
Japan 

Eurozone 
US 

-5

-4

-3

-2

-1

0

1

2

3

4

Real interest rate approximation (di�erence between 
policy rate and annual inflation)5

6

2000 2002 2004 2006 2008 2010 2012 2014 2016

Pe
r c

en
t

Stoxx 600 EPS consensus growth estimates

-10

-5

0

5

10

15

20

2010 2011 2012 2013 2014 2015 2016

2012

2013

2014
2015

2017

2018



8 This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients

Key investment themes and risks Aviva Investors House View, Q3 June 2017

in the UK, some policy-makers think interest rates should already be higher because 
of the inflation spike, despite mounting evidence of a growth slowdown. In passing 
it is worth noting that the return of low but positive inflation means that real policy 
rates – both actual and anticipated – are still extremely low (Figure 7).

Market outcomes to be increasingly determined by fundamental factors

It is generally accepted that QE (and ultra-low interest rates) boosted the prices 
of many financial assets significantly. Understandably, there are now worries in 
some quarters that the end of QE and eventual increase in policy interest rates will 
remove a key support to such assets and result in some disorderly falls. Fortunately, 
it looks as if asset prices are increasingly being determined by fundamental factors.
This is another sign that the global economy is finally moving away from Financial 
Crisis mode as the outlook becomes brighter. However, that does not mean there 
will not be some bumps along the way.

Sovereign bond yields had fallen to historic lows because of the Global Financial 
Crisis (GFC) and the related collapse in GDP growth and inflation (and threat of 
deflation) and the plunge in policy interest rates. QE added to the downward 
pressure on yields. As all of these now reverse, yields will have to react. The latest 
signs are that they are reluctant to do so, largely because of scepticism over 
whether the recovery is sustainable. But if growth does continue and inflation 
returns, then central banks will become less accommodative. If the world is truly 
getting better, markets will have to reassess where the risk free rate is and what 
the equilibrium real interest rate should be. The latter was probably negative in 
the GFC, but is now moving higher again. Rising term premia are an inevitable 
consequence. Meanwhile, equities are responding more to fundamental influences 
such as earnings growth – as they have done in the recent upbeat earnings seasons 
for Q1 and Q2 this year (Figure 8).

Expectations of sustained inflation

In the wake of the financial crisis the threat of secular deflation felt very real. 
There is now a growing conviction that the danger has passed (Figure 9). Having 
risen back close to target in several countries, recent releases have shown modest 
declines in inflation , casting some doubt on the underlying trend. Inflation 
expectations, which had also recovered, have retreated in a similar manner, 
suggesting that markets are sceptical about policy makers’ ability to reach inflation 
objectives (Figure 10). We continue to believe that sustainable, positive inflation is 
normal and that inflation rates will move back to target in most countries. 

Recent increases in inflation have not been confined to developed economies – the 
trend has been seen in many emerging nations as well, including China, although 

2

3

Figure 9: Inflation rising gradually
Headline inflation rates back towards “normal” levels

Sources: Aviva Investors, Macrobond, as at 30 June 2017Sources: Aviva Investors, Macrobond, as at 30 June 2017

Figure 10: Markets sceptical on inflation
Breakeven inflation rates have dipped recently
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the challenge that it has in large part been due to moves in energy and commodity 
prices is a legitimate one. Core CPI measures are still subdued in many areas, 
including Europe and Japan. The belief in the return of inflation is a key step on the 
road back to normality, but until or unless core inflation starts to drift higher too, 
there is good reason for central banks to tread carefully. 

Expectations of large-scale fiscal stimulus fade

Budget deficits spiralled higher in the GFC. Subsequently austerity measures 
restored a degree of fiscal discipline, but the legacy of high public debt is still with 
us. Despite this, there were hopes that governments around the world might take 
advantage of low interest rates and embark on expansionary fiscal policy to boost 
sluggish growth. Such hopes are now fading. In the US, the fiscal arena is just one 
area where the Trump administration has not delivered anything like the extent 
of change that had been presented during the campaign. It is still reasonable to 
assume there will some tax cuts and, perhaps, spending initiatives, but they are 
likely to take longer to be implemented and be on a smaller scale.

Elsewhere, a fiscal boost is possible in Japan, while in the Eurozone the cyclical 
upswing has reduced demands (and the need) for fiscal expansion. There is still 
quite a relaxed approach to deficit limits across the region despite many pushing 
against or exceeding the 3 per cent deficit limit (Figure 11). If this is adhered to, 
there is little scope for material fiscal easing overall. The political muddle in the UK 
suggests a reduced focus on austerity is probable. If growth weakens alarmingly, 
a fiscal boost should not be ruled out. Finally, China’s fiscal deficit target for 2017 
is 3 per cent of GDP, unchanged from last year. While they remain on track to 
achieve their GDP growth objective of 6.5 per cent, this stance is unlikely to change 
significantly.

Political prioritisation of national over collective interests

With Donald Trump as President of the US, the issue of national as opposed to 
collective interests is unlikely to slip from the headlines for very long. But the first six 
months of his reign have suggested that the more extreme versions of his populist 
agenda will be appreciably diluted. Others are being shelved or forgotten. Even so, 
nationalist themes are likely to feature extensively in public debate in the US and 
elsewhere over the next few years. In Europe a number of political hurdles have 
been cleared, notably in France, where the Macron government has been elected 
on a pro-reform agenda.

Key elections follow in Germany and Italy. Anxiety levels regarding nationalist and 
populist movements have retreated significantly, but they have not disappeared 
(Figure 12). The better economic backdrop as well as clearer signs of increased 

4

5

Sources: Aviva Investors, Macrobond, as at 30 June 2017 Sources: Aviva Investors, Macrobond, as at 30 June 2017

Figure 11: Modest fiscal loosening expected
2016 saw boost; smaller stimulus in 2017, 2018

Figure 12: Five Star ahead in the Italian polls
Protest votes can destabilise Italian government
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harmony between member states, should help prevent narrow-minded nationalism 
gaining much traction, but there is no room for complacency – in tougher 
times such worries could swiftly resurface. Finally, although the possibility of a 
“hard” Brexit may have fallen modestly, the messy election result – as well as the 
negotiations themselves – has the scope to provide further upsets in the UK and a 
drift towards greater self-interest.  

Opportunistic Chinese reform

Policy stimulus in China ensured that growth worries in 2016 were unfounded. The 
Chinese economy is currently achieving or even exceeding its GDP growth target 
for 2017 (Figure 13). This has provided an opportunity for the Chinese authorities 
to take advantage of the benign economic backdrop and address concerns in other 
areas. In particular they may attempt to tackle excess leverage in key parts of the 
system and hence prevent the build up of bubbles and other debt-fuelled excesses. 
The risk is that they miscalculate the degree to which they can reduce leverage and 
cause a growth undershoot. Should that happen, policy would be swiftly reversed, 
especially with the key plenum this autumn on the horizon. Stability in the Chinese 
economy looks assured as long as they can retain control over capital outflows. The 
opaque nature of Chinese data means that it will be difficult to discern any early 
warning signs of slowdown.

Peak regulation

The raft of greater financial regulatory requirements introduced over the last 
decade was an understandable response to the GFC. And doubtless they will 
have made the financial world a much safer one for investors and set in place an 
environment in which the worst excesses from that crisis can not be repeated. Well-
intended regulation can, however, sometimes result in excessive interference that 
prevents markets from functioning as they should. There is now a groundswell of 
opposition building against further regulation and even in some circles of reversing 
some parts of previous decrees. 

Reduced regulation is most likely in the US, where Trump’s administration has a 
stated goal to ease the regulatory burden and free up institutions to allow them 
to operate more effectively in the future. Trump may find it easier to push through 
initiatives in this area as most do not require legislative change. It remains to be 
seen whether other countries follow this lead. Across Europe there is less interest 
in a lighter regulatory touch, but there are some signs of a softening of their stance 
with regard to the final elements of Basel III which are expected to be phased in 
over the next two years. Lighter regulation could help offset some of the concerns 
regarding market liquidity.

6

7

Sources: Aviva Investors, Macrobond, as at 30 June 2017

Figure 13: China achieving 6.5 per cent growth target 
Benign backdrop provides room to initiate reforms
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RISKS TO THE HOUSE VIEW

ACCELERATION IN NATIONALIST AGENDA

The risks of damaging trade protectionism measures and subsequent reprisals have 
reduced somewhat, partly because the Trump administration has back-tracked on a 
range of pre-election proposals and has been more conciliatory on some elements 
of international relations. But the theme of greater insularity is common to many 
nations and the risk of trade restraint is still present (Figure 14). If Trump does 
not get his way on domestic policy, he could easily return to this arena with the 
“America First” agenda. All accounts of the 1930s report the lasting damage caused 
by such an approach, but that doesn’t mean we can’t re-visit it. Brexit could have 
important and damaging trade ramifications.

SECULAR STAGNATION – LOW GROWTH, LOW RETURNS

Although global growth has continued to pick up slowly, it has not been entirely 
convincing (despite a very favourable policy backdrop). Any setbacks or pauses are 
inevitably going to be characterised by some as evidence that we are living in a 
secular, low-growth world. Estimates of the current equilibrium real interest rate 
are around zero in economies such as the US, Eurozone and Japan, reflecting the 
excess supply of savings over investment globally. 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 could struggle. 
And if the equilibrium rate is negative, nervousness about nominal rates below zero 
can prevent it being reached.

CHINA GROWTH SLOWDOWN

China is becoming an increasingly important player on the world stage so any 
slowdown in growth will have global ramifications (Figure 15). This is different 
from the accepted and inevitable gradual reduction in China’s potential pace of 
growth as a result of demographic change and economic development. As China 
transitions from an economy based on manufacturing and exports to one where 
services and consumption are the main drivers, there is always a risk of shocks, 
especially when activities are so tightly controlled by authorities who have little 
experience in such matters. There are well-documented imbalances in the Chinese 
economy and it is rare for a country to develop fully without bumps along the way.

Risks of trade restraint and 
protectionism still present

Low growth still a concern, partly 
because of excess savings

China’s transition continues - rare 
for this to be a smooth process

Sources: Aviva Investors, Macrobond, as at 30 June 2017

Figure 14: World trade growth now matches world  
GDP growth
Greater protectionism would push it lower again, hurting all

Sources: Aviva Investors, Macrobond, as at 30 June 2017

Figure 15: Any China slowdown would impact global trade
Intra-Asian trade flows are very important
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ACTIVE FED TIGHTENING

The latest inflation releases in the US have led some to believe that the Fed may be 
being too aggressive with its intended rate rises. Notwithstanding that the current 
hiking cycle is the slowest in the post-war period, the latest data may be little more 
than statistical noise in an upward trend. If inflation were to resume that trend, 
markets are ill-prepared for an environment where inflation is the main concern 
and where pressure grows for the Fed to accelerate its tightening schedule (Figure 
16). This not implausible scenario could lead to some wrenching adjustments in 
sovereign bond and other financial markets.

DEBT DE-LEVERAGING VULNERABILITIES

The low interest rates that have prevailed since the nadir of the GFC have, 
unsurprisingly, encouraged widespread borrowing that has taken debt to 
unprecedentedly high levels in many areas across the public and private sectors. 
As and when interest rates rise from these emergency levels, there are justifiable 
concerns that some holders of these liabilities will suffer and not be able to service 
their debts. The higher interest rates go, the greater the vulnerability. There are 
many potential areas of stress. US corporates, for example, have exceptionally high 
leverage by historical standards. Any pressures would be worse if the Fed had to 
tighten aggressively.

EUROPEAN CONVERGENCE

The political landscape in Europe is changing. Three months ago political worries 
dominated thinking. After the French election result, the pro-reform and relatively 
baggage-free Macron administration could represent the launch-pad to a fresh 
wave of pro-integration initiatives across the Eurozone. The key Franco-German 
axis has been revitalised and conditions could hardly be better for making further 
progress on European convergence and integration. Of course the key is in the 
delivery and the Eurozone has a chequered history here, but the encouraging 
election results and the unity shown in response to Brexit suggest that there are, for 
once, upside risks in the region (Figure 17).

Markets ill-prepared even for Fed’s 
current pace of tightening

Debt levels high and interest rates 
are rising slowly

Upside risks to growth in  
the Eurozone?

Figure 16: Markets have reined back on rate expectations
A more aggressive Fed would be a shock to many

Sources: Aviva Investors, Macrobond, as at 30 June 2017
Each survey has been normalised to have a mean of zero and standard 
deviation of one (since 2000). Each septagon in the radar chart represents one 
standard deviation, with the long-run average at zero.Sources: Aviva Investors, Macrobond, as at 30 June 2017

Figure 17: Eurozone business surveys very upbeat
Only Greece still subdued; all others doing well or very well
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MACRO FORECASTS CHARTS AND 
COMMENTARY

We expect a return to solid growth in Q2 and beyond after 
yet another suspiciously-low reading for Q1. The US economy 
continues to look robust, with the labour market reporting 
steady jobs gains and ever-lower unemployment, while there 
are tentative signs of a recovery in business investment too. 
The recent weaker inflation prints should prove temporary, 
allowing the Fed to continue on its planned hiking schedule 
of one more rise this year and a further three in 2018. 
Financial markets are sceptical that they can deliver this much.

Political worries have diminished markedly in 2017 while 
the economic recovery has continued and, if anything, 
strengthened, led by domestic demand. Surveys continue to 
point to above-trend growth, although hard data has lagged 
slightly. The ECB is inching towards an exit from extreme 
policy stimulus but remains cautious, largely because of 
stubbornly subdued inflation. Tapering may be announced 
later this year, but rate hikes are a story for 2018.

Having remained resilient in the year following the 
referendum result, some cracks are now starting to show in 
the UK economic outlook. Growth slowed alarmingly in Q1, 
led by weaker consumer spending as higher inflation hit real 
incomes. Q2 does not look much better according to reliable 
leading indicators. The unhappy mood is being compounded 
by the political mess of a hung parliament and the beginning 
of Brexit negotiations. Inflation may peak soon, but growth is 
slowing and the Bank of England (BoE) should resist calls for 
higher rates.
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Figure 18: US

Figure 19: Eurozone

Figure 20: UK

Source: Bloomberg, Aviva Investors, as at 30 June 2017

Source: Bloomberg, Aviva Investors, as at 30 June 2017

Source: Bloomberg, Aviva Investors, as at 30 June 2017
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Canada has revived swiftly following the earlier energy-
related weakness, growing at an annualised pace of more 
than 3 per cent since the middle of last year. Growth has been 
led by household spending and has been partly funded by 
reductions in saving. This, together with growing evidence 
of an overheating housing market (e.g. Toronto), has led 
the Bank of Canada to adopt a more hawkish tone, clearly 
hinting at the likelihood of rate rises in the near future. On 
an underlying basis, however, inflationary pressure is quite 
muted.

Growth remains lacklustre in Japan, but is at least positive. 
Exports have been a valuable contributor despite the stronger 
yen in the first half of this year. A weaker currency and/or a 
continued pick up in global trade flows would help, while 
a further modest fiscal boost should not be ruled out. It is 
estimated that the output gap has now closed, implying that 
above-trend growth should help push inflation a little higher. 
So far the perennial problem of weak wage growth has 
continued, supporting the view that low inflation will be an 
ongoing problem in Japan.

There has been no repeat of 2016’s growth scare so far this 
year. China should comfortably achieve its growth target of 
6.5 per cent in 2017 and the authorities may take advantage 
of the benign macroeconomic backdrop to embark on reforms 
in key areas as they attempt to resume China’s transition 
to a more open, market economy. As long as there are no 
nasty shocks, external or internal, then this slow process can 
continue. For now, trade remains of critical importance, with 
strong demand from Europe and the US adding to vigorous 
intra-Asian flows.

Figure 21: Canada

Figure 22: Japan

Figure 23: China
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GLOBAL MACRO OUTLOOK AND  
ASSET ALLOCATION
GEARING TO THE NEW NORMAL

 – Sustained improvement in global growth and slowly rising 
inflation signal a turn in monetary policy

 – Low volatility regime to persist, lower cross-asset correlation 
first step of market normalisation

 – Duration is going to be challenged; Eurozone equities and 
emerging market local currency debt preferred assets

As the global expansion has become more broadly established and accepted, central 
banks have started to sound slightly more hawkish. The fundamental picture has 
indeed improved and we expect 3.5 per cent global GDP growth this year. Inflation 
has also been slowly rising. The example of Eurozone is striking, now growing 
above potential, with deflation fears gone and the ECB openly talking about exit 
strategy through further tapering and ultimately rate hikes. One area of monetary 
policy we think is important is balance sheet management. Major central banks are 
now running a staggering $14 trillion balance sheet (Figure 24). If the US Federal 
Reserve starts balance sheet reduction next quarter as we believe, the market should 
acknowledge that a major turning point in global monetary policy has been reached. 
It is worth noting that these developments are more synchronised than a few 
quarters ago, both in terms of fundamentals and monetary policy evolution. There 
will be different starting points and pace of change, but crucially the direction is now 
the same. 

We continue to expect one more rate hike from the Federal Reserve this year as well 
as very gradual balance sheet reduction starting in the third quarter of this year. We 
think the Bank of Japan will remain on hold while the ECB is moving towards the exit, 
expected to announce further tapering this year and deliver rate hikes next (Figure 
25). We also note that monetary policy hawkishness is not always driven by inflation 
as we see in Australia or Canada where financial stability concerns seem to take 
the lead. Even at the Bank of England, and against the Brexit backdrop, some are 
stressing the longer-term risks of keeping policy too loose and are arguing for higher 
interest rates now.

More hawkish tone from  
central banks

Financial stability affecting central 
bank policy too

Sources: Macrobond, Datastream, SNB & Aviva Investors, as at 30 June 2017

Figure 24: Central banks’ ballooning balance sheets

Sources: Aviva Investors, Bloomberg, as at 30 June 2017

Figure 25: ECB talking exit strategy reflected in the short end

16

14

12

10

US
$ 

tri
llio

ns

9

6

2007 2008 2009

Fed

2010 2011 2012 2013 2014 2015 2016 2017

4

2

0

ECB BOJ BoE SNB Total

-1.2

-1.0

-0.8

-0.6

-0.4

Pe
r c

en
t

-0.2

0.0

0.2

0.4

Jan-14 Jul-14

2-year German bund yields

Jan-15 Jul-15 Jan-16 Jul-16 Jan-17 Jul-17



16 This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients

Global macro outlook and asset allocation Aviva Investors House View, Q3 June 2017

The volatility regime remains suppressed across asset classes (Figure 26). However, 
it seems likely that volatility will remain muted during the rest of the year provided 
that our central scenario prevails. Part of the market normalisation theme is that tail 
risk events do not always trigger a correlated market response. It seems more feasible 
that volatility may appear in rates markets rather than equity markets because of 
this and given the upside risks that we feel there is to the Federal Reserve reaction 
function which isn’t fully appreciated by the market. 

While market operators are focusing on the low volatility regime, we prefer to 
look at the correlation matrix. Significant changes are happening on this front. We 
highlighted in previous quarters the collapse in global cross asset correlations. We 
continue to look at the rise in return dispersion as a key part of the ongoing market 
normalisation process. While the equity to bond correlation has moved sharply 
lower, we also see signs of changing correlations within equities. One key example is 
the correlation of emerging market to developed market equities which has moved 
significantly (Figure 27). 

Looking forward, investors will have to pay much more attention to fundamentals as 
the impact of central bank stimulus fades. While it remains to be seen how individual 
central banks handle the process, it seems likely the majority – at least initially – will 
wish to remove monetary stimulus in a gradual fashion. This environment argues for 
retaining significant equity exposure. As fundamentals matter again, rising dispersion 
(i.e. lower correlations) also mean that asset allocation matters more than in the past 
in terms of alpha generation.

Upward pressure on government bond yields from the improving macroeconomic 
backdrop will be further supported by the continuing withdrawal of purchases 
of such assets by central banks. Our central scenario points to higher term premia 
and steeper yield curves. European core sovereign bonds and Japanese bonds look 
the most expensive and we maintain our strong underweight position. We keep 
duration exposure in US treasuries to balance our aggressive positioning in equities. 
Should the volatility regime grind higher, rates volatility is likely to rise before equity 
volatility. 

Corporate bonds may find it difficult to avoid the fallout from higher government 
bond yields, especially if volatility were to pick up in fixed income markets as global 
QE is withdrawn. Higher volatility is often accompanied by wider credit spreads. 
However, there are reasons to believe that spreads will not widen significantly and 
could even narrow because of supportive fundamental and technical factors. Supply 
looks set to shrink as the financial engineering of recent years begins to unwind 
(e.g. debt issuance to finance share buybacks). Meanwhile, faster economic growth 
should boost profits, in turn leading to a general strengthening of balance sheets 
and reduced default rates. 

Markets are slowly integrating the 
idea of normalisation

Fundamentals matter again

Higher term premia and  
steeper curves

Sources: Aviva Investors, Bloomberg, as at 30 June 2017 Sources: Aviva Investors, Bloomberg, as at 30 June 2017

Figure 26: A low volatility regime across asset classes Figure 27: Correlation of EM equities vs Developed  
market equities
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It is quite striking to look at the implied correlation within European Credit versus 
the correlation within the European equity market. The former exhibits very low 
dispersion (i.e. high correlation) which might be a consequence of ECB QE (Figure 
28). EM debt in local currency continues to look attractive and is preferred to hard 
currency EM bonds on valuation grounds. Gradual tightening from the Federal 
Reserve should not be a headwind as this is compensated by domestic improvements 
in EM. We continue to expect that while China could push the reform agenda 
opportunistically, growth will remain in line within the 3-year objective of 6.5 per 
cent. A China hard landing remains the key downside risk for the asset class, as is an 
aggressive Federal Reserve hiking much faster than expected. 

While it seems certain bonds are going to struggle, equities could do better than 
many expect as QE is unwound. It looks as if the ‘Great Rotation’ may at long last 
be about to get under way.  Although history suggests that equities tend to suffer 
once interest rates rise above four per cent, rates are currently so low that tighter 
monetary policy appears to present little threat. For the time being, the likely 
improvement in economic fundamentals should outweigh the impact of higher 
interest rates, leading to a growing number of investors switching out of bonds and 
into equities. 

We upgrade Eurozone equities to maximum overweight given the earnings 
outlook, strength in the underlying economy and renewed political momentum in 
the Eurozone. We are also overweight EM equities as we still find valuations very 
attractive and the central scenario of a gradual tightening from the Federal Reserve 
to be benign for the asset class given its sensitivity to global growth. The first quarter 
earnings season has globally been very strong, suggesting that the improvement 
in the economy is real and lasting. Also, the upside risk of European convergence 
following the French election could lead to higher potential growth going forward. 
UK equities remain an underweight, as is sterling given the uncertainty of Brexit. 
Within sectors, we would expect growth and cyclical stocks to outperform income, 
reversing the trend of recent years. For example, we would expect financials to 
outperform broad equity markets, supported by rising yields (Figure 29).

The global monetary experiment of the last decade is coming to an end.  Whereas 
in recent years it has been sufficient to focus on liquidity and technical factors, 
going forward it seems fundamentals will reassert themselves as we gear to market 
normalisation.

The ‘risk-on, risk-off’ approach that was dominant in the highly-correlated world 
of recent years is unlikely to prove as profitable in the future as the correlations 
between and within asset classes break down. Nevertheless, there should still be 
plenty of opportunities for investors who correctly assess fundamental factors, rather 
than merely rely on the actions of central banks.

Equities look more attractive than 
most sovereign bonds

Gearing to the new normal

Sources: Aviva Investors, Bloomberg, Goldman Sachs, as at 30 June 2017

Figure 28: Equities are pricing low intra-correlation  
vs credit

Sources: Aviva Investors, Bloomberg, as at 30 June 2017

Figure 29: Financials should outperform the broad market as 
yields head higher
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Sources: Aviva Investors, as at 30 June 2017

Figure 30: Asset Allocation
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