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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
FIRING ON ALL CYLINDERS 

Our global growth outlook for 2018 is strong. The broad-based, synchronised 
upswing that began a year ago shows no signs of easing up, with above-trend 
growth expected to extend from the major G7 economies to the emerging 
markets in 2018. That should see global growth approach 4 per cent, the strongest 
since 2011 and consistent with a continued reduction in global slack, increased 
inflationary pressures and a geographical broadening in the removal of extremely 
accommodative monetary policy. As 2017 draws to a close, it is likely that global 
growth will finish the year well ahead of where consensus expectations were twelve 
months ago. That largely reflects much better growth than anticipated in the 
Eurozone, but also better outturns in Japan and China. It is also in spite of the US 
failing to deliver on President Trump’s much-vaunted tax reform plans until the end 
of 2017. It would also be the first time since 2010 that global growth has surprised on 
the upside, with many forecasters, such as the IMF, raising their projections for 2018 
(Figure 1). We have also raised our expectations for 2018, reflecting positive global 
consumer and business sentiment, limited private sector balance sheet risks and still 
easy financial conditions. We think the main upside risk is likely to come from the US 
(on greater-than-expected fiscal stimulus), and the main downside risk likely from a 
more rapid slowing in Chinese growth.

We expect global consumer price inflation will be little changed in 2018 compared to 
2017, with a modest rise in advanced economies offset by a similarly modest decline 
in emerging market economies (Figure 2). The rise in advanced economy inflation 
reflects a similar increase of around ¼ per cent across the major economies over the 
course of next year, with the United Kingdom the only exception. Those increases 
reflect the lagged effect of the reduction, and in some cases, elimination of spare 
capacity, that has seen wage growth rise steadily. A further steady rise is expected 
in 2018, with that imparting further modest upward pressure on inflation. In some 
economies, such as the US, the impetus for a somewhat larger increase in inflation 
may come from the potential non-linear effects of an extremely tight labour market. 
But structural headwinds make it unlikely for inflation to spike higher. Our growth 
and inflation outlook is consistent with a gradual removal of policy accommodation, 
with the Federal Reserve leading the way with further rate hikes, but with other 
central banks likely to move towards tighter, rather than looser policy. In the Eurozone 
we expect asset purchases to end in September and in Japan we see the potential for 
the Bank of Japan (BoJ) reviewing its policy of yield curve control (YCC) if core inflation 
rises above 1 per cent. The outlook for the Bank of England is highly dependent 
on developments in the Brexit negotiations next year, which have the potential to 

Global growth expected to 
improve further in 2018

An expected steady increase 
in inflation suggests further 
removal of monetary policy 

accommodation

Figure 1: Global growth projections 
Upside surprises in 2017 to be carried through into 2018

Figure 2: Global CPI inflation projections
Higher growth rates to be sustained 

Sources: Aviva Investors, Macrobond, as at 1 December 2017 Sources: Aviva Investors, Macrobond, as at 1 December 2017
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move policy in either direction. Elsewhere, there is potential for rate rises in Canada, 
Australia, New Zealand, Sweden and Norway in 2018.

Peak monetary stimulus is behind us

Over the course of 2017 above-trend growth across the major developed economies 
saw unemployment rates decline further. As a result, unemployment rates in some 
economies, such as the US, UK and Japan are now below the levels seen prior to the 
global financial crisis. Even allowing for the possibility that the equilibrium rate of 
unemployment may have fallen since 2007, these economies are likely to be very near 
to full employment (Figure 3). Other economies, such as the Eurozone, are further 
behind in their expansionary phase, and as such continue to have a reasonable 
degree of spare capacity. However, with a similar rate of above-trend growth 
expected next year, the Eurozone is likely to have relatively little spare capacity by the 
end of 2018. As the degree of spare capacity has been eroded, central banks have 
begun to embark on policy normalisation. The Federal Reserve is likely to have raised 
rates five times in this cycle by the end of 2017. Looking ahead, the market is currently 
pricing little more than one more hike in the US in 2019 and beyond, compared to 
another six increases currently expected by the Fed (Figure 4). We think the market is 
under-pricing the risk of further rate hikes over the coming year and beyond. Other 
markets look more fairly priced in terms of short-term rates, with little prospect of the 
European Central Bank (ECB) or the BoJ raising the short-term policy rate in 2018.

Global conditions supportive of risk assets, but duration more challenged

Expectations of stronger global growth and modestly higher inflation in 2018 provide 
the backdrop for a positive risk environment, just as they did in 2017 (Figure 5). 
Moreover, with the improvement in the global economy and the peak of monetary 
policy accommodation likely behind us, we would expect asset markets to be driven 
more by the underlying fundamentals than at any point in the past decade. In terms 
of equity markets, that should mean a focus on the earnings outlook, valuations 
and sector allocations is likely to be increasingly important. The correlation between 
stocks within equity indices declined sharply in 2017, consistent with company 
fundamentals driving returns, rather than external risk factors. That increased 
dispersion of returns has also been a contributory factor to the decline in overall 
equity index volatility. Looking to 2018, we think that amongst the main regions, 
emerging market equities should benefit most from the improving global growth 
outlook, while also standing to gain from relatively lower valuations. Amongst 
developed markets, we expect Eurozone equities to be supported by continued 
above-trend growth and receding political concerns. We also think that Japanese 
equities present a good opportunity in 2018, with the potential for strong corporate 
profitability and a potential sea-change in corporate and household inflation 
expectations.

Global spare capacity is  
being eliminated

Risk assets expected to benefit 
from global economic outlook, 
with emerging market and 
European equities attractive

Sources: Aviva Investors, Macrobond, as at 1 December 2017
1. Difference with unemployment rate at the low point prior to 2008.

Figure 3: Global slack is diminishing1
Unemployment rates are falling to pre-GFC trough

Sources: Aviva Investors, Macrobond, as at 1 December 2017

Figure 4: Global monetary policy rates
Market pricing slow pace of normalisation
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While we think that risk assets will be supported by economic growth, risk-free assets 
are more challenged. Arguably the most challenged is Eurozone government debt, 
where yields continue to be suppressed by ECB asset purchases. However, with a likely 
end to QE in September, we expect pressure on yields to start rising by the middle 
of 2018. Japanese government bonds are even more expensive, and could also be 
subject to a sell-off in 2018 if inflation rises above 1 per cent and the BoJ adjusts their 
target on YCC. If longer-term yields in these markets were to rise, then the pressure 
on global term premia would also increase, at a time when we expect the Federal 
Reserve to continue raising rates and reduce their balance sheet. Indeed, the liquidity 
and credit support globally from central bank balance sheets is likely to fall materially 
over the course of 2018 (Figure 6). That could be the catalyst for a normalisation in 
term premia and a more sustained rise in yields. However, there are likely to be some 
countervailing forces on yields, such as the demand for increased duration from Asia.

Investment grade corporate credit in both the US and Europe is also likely to be 
challenged in 2018 given the spread tightening seen over the past year and our views 
on the risk to duration. In Europe there is the added risk associated with the expected 
end of ECB purchases later in 2018. High yield credit is relatively more attractive 
given the potential for some further narrowing in spreads and the low probability 
of a material default cycle starting in 2018. Indeed default rates are expected to 
decline further over the next twelve months. The prospects for emerging market (EM) 
debt are also encouraging, with improved fundamentals and attractive valuations 
more than compensating for a rise in US rates. That said, recent months have seen 
heightened idiosyncratic risks, highlighting the potential for greater volatility across 
the EM debt spectrum, particularly with numerous elections taking place in 2018. A 
more cautious stance is warranted on EM hard currency (dollar-denominated) debt, 
where valuations look more stretched.

Finally, we think that global reflation will continue to favour currencies that are 
under-valued on a longer-term basis. That means the US dollar's peak is likely behind 
us, absent a more aggressive move by the Federal Reserve to tighten policy. The 
main beneficiary of the benign global environment ought to be emerging market 
currencies, although as with EM debt, idiosyncratic factors will dominate in some 
instances. We see the better performance as likely to be in India and Indonesia, with 
South Africa and Turkey more challenged. We expect the major G10 currencies to 
be relatively range-bound in 2018, with the euro likely to perform a little better on 
stronger domestic factors. Sterling remains vulnerable to Brexit negotiations, but 
could equally outperform if it looks likely there will be a long transition period agreed.

Global bond yields expected to 
rise, making duration a more 

challenging environment in 2018

Strong global growth should see 
corporate defaults decline further 

and support high yield credit

Under-valued currencies should 
benefit from global reflation

Figure 5: Global market performance 2017 YTD 
Risk assets have outperformed risk-free

Sources: Aviva Investors, Macrobond, as at 1 December 2017Sources: Aviva Investors, Bloomberg, Macrobond, as at 1 December 2017

Figure 6: Global quantitative boost is waning
Central bank balance sheets are set to rise less rapidly
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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 November 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 Systematic Chinese reform

5 Peak �nancial regulation

TURNING POINT FOR GLOBAL MONETARY POLICY IN SIGHT

After almost a decade of extraordinary policy stimulus from global central banks, 
the sands are now shifting. We would contend that the extended period of 
exceptionally low – or even negative – interest rates (Figure 7), alongside the wide 
range of “unconventional” monetary initiatives, was essential to help prevent 
the financial crisis tipping the world economy into a reoccurrence of the Great 
Depression of the 1930s. Looking ahead to 2018 and beyond, monetary policy 
drivers for financial markets are set to be very different as the long return journey 
to more “normal” policy settings is undertaken. The return of trend GDP growth or 
better and the retreat of deflation fears mean higher interest rates are warranted 
or will be over the next few years.

Post crisis, macroeconomic health was restored initially in the US, so it is no surprise 
that the Fed has been the first to tighten policy. It remains on a clearly signalled 
path towards higher interest rates, with one more expected this month and three 
more in 2018. But the progression will be slow – “limited and gradual” in Central 
Banker language. Moreover, other central banks are withdrawing their easing 
stance very cautiously and while we expect others to join the Fed in tightening 

1

Sources: Aviva Investors, Macrobond, as at 1 December 2017

Figure 7: G4 policy interest rates
The only way is up

Sources: Aviva Investors, Macrobond, as at 1 December 2017

Figure 8: Real interest rate approximation
Difference between policy rate and annual inflation
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on a two to three-year view, moves will be measured and very slow by historical 
standards. We do not expect a pronounced tightening of financial conditions over 
the next year or so and real interest rates are expected to remain low compared 
with history (Figure 8). All moves are contingent on a continuation of recent macro 
trends: ongoing robust GDP growth and a steady and sustained return of inflation 
to target.

MARKET OUTCOMES TO BE INCREASINGLY DETERMINED BY  
FUNDAMENTAL FACTORS

Part of the transmission mechanism for Quantitative Easing (QE) policies to the real 
economy was the boost they provided to financial asset prices. There are worries 
in some quarters that the withdrawal of asset purchase programmes around the 
world (actual or planned) will remove a vital support for risk assets. This is unduly 
pessimistic in our view – the Fed stopped buying assets three years ago and 
markets have not collapsed. Looking forward, the ECB is tapering its own purchases 
in 2018 and the BoJ may also buy at a reduced pace. 

Although asset prices have benefitted from these programmes, markets are 
ultimately underpinned by fundamental drivers. These are already reasserting 
their influence and this can be expected to continue in 2018 and beyond as policy 
stimulus is withdrawn. Looked at in this light, the much-improved economic 
outlook and related earnings increases have supported equity markets in 2017 
and should do so again, with some qualifications, next year. Sovereign bond yields, 
on the other hand, may have more of this transition (from policy support drivers 
to fundamentals) to make over the next few years, especially if we are right about 
the upbeat growth and inflation outlook (Figure 9). It is also plausible that there 
could be greater dispersion across fixed income markets as fundamentals reassert 
themselves, reflecting differing prospects, policy settings and economic conditions.

EXPECTATIONS OF SUSTAINED INFLATION

Fears of secular deflation in the developed world were prevalent during and 
after the financial crisis, but are now largely absent. However, CPI inflation rates 
remain generally below Central Bank targets (typically 2 per cent) (Figure 10). This 
latter feature has persuaded some commentators to argue that inflation will stay 
permanently too low and that policy, therefore, can remain loose indefinitely. Yet 
given the imbalance between supply and demand that opened up during the crisis, 
an extended period of low inflationary pressure was entirely understandable. But 
the long global expansion since 2009 means that the process of eliminating spare 
capacity is complete in some countries such as the US and getting much nearer 

2

3

Figure 9: 10-year bond yields still look too low Figure 10: Core inflation

Sources: Aviva Investors, Macrobond, as at 1 December 2017 Sources: Aviva Investors, Macrobond, as at 1 December 2017

 

Pe
r c

en
t

Japan 

United Kingdom 

Germany 

United States 

-1

0

1

2

3

4

5

6

2006 2008 2010 2012 2014 2016

 

Pe
r c

en
t

Japan

US

Eurozone

UK
-2

-1

0

1

2

3

4

2010 2011 2012 2013 2014 2015 2016 2017



This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients 9

Aviva Investors House View, 2018 Outlook Key investment themes and risks

in others, such as the Eurozone. Hence, inflation is expected to move higher on a 
sustained basis.

The evolution for inflation rates in 2017 was not totally convincing in directional 
terms, with both Europe and the US seeing some modest downside surprises. 
However, at least some of that was likely to be transitory. Wage inflation has also 
been subdued, with the G4 average pace still more than a full percentage point 
lower than the pre-crisis mean (Figure 11). One of the key themes that we believe 
will emerge in 2018 and 2019 is a clearer upward trajectory in inflation back to (or 
even slightly above) those 2 per cent target rates. If that is right, then expectations 
of sustained positive inflation will become more entrenched and the prevailing 
environment will distance itself even further from the dangerous deflation 
frontier and move more compellingly into low, positive inflation territory. Such a 
development would be an important element in the reappearance of more normal 
macro-economic conditions. 

SYSTEMATIC CHINESE REFORM

After the growth scares of 2015, China has enjoyed two years of comparative calm, 
with GDP goals being achieved or even marginally exceeded (Figure 12). Perhaps 
more importantly, official growth targets appear to have been subtly downgraded 
in terms of Government priorities compared to earlier periods. Arguably, being 
a hostage to fortune where GDP objectives are concerned has been more of a 
hindrance to Chinese policy as well as to its transition and economic development 
ambitions. Hence although there are still growth targets implicit in China’s longer-
term aspirations, they are less front and centre than in the past. (Of course if there 
were a major downside shock, the Chinese authorities would almost certainly 
respond aggressively.) This greater flexibility of approach has allowed – and should 
continue to allow – China to pursue its reform agenda with greater alacrity and 
on a more systematic basis. Whether explicit or not, China will be aiming for 
somewhere between 6 per cent and 6.5 per cent growth in 2018. 

This was also the message that emerged clearly from the 19th Party Congress in 
October. As well as consolidating his power-base (which should provide greater 
stability), President Xi modified the economic policy focus in the years ahead, away 
from the emphasis on growth and towards supply-side reforms (including state-
owned-enterprises), deleveraging and the longer-term transformation of China. 
While some elements of these initiatives will take years to implement and bear 
fruit, others will have an impact from now on and will help define key parts of the 
overall global macroeconomic backdrop in 2018 and 2019. The “One Belt One 
Road” set of initiatives in particular may well become increasingly important on 

4

Sources: Aviva Investors, Macrobond, as at 1 December 2017

Figure 12: China: quarterly and annual GDP growth
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Figure 11: OECD G4 private sector wage growth, simple average
10-year bond yields still look too low
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Sources: Aviva Investors, Macrobond, as at 1 December 2017

Figure 13: US NFIB survey: regulatory burden balance

the world stage. Although what China says and what it does can be very different 
things, it is an irony not lost on several commentators that China now sounds more 
amenable to free trade and open markets than Trump’s America.

PEAK FINANCIAL REGULATION

After the inevitable raft of greater financial regulation in the wake of the Global 
Financial Crisis (GFC), the pace of introduction of additional measures has, just as 
inevitably, waned somewhat in recent years. This does not mean that we are about 
to experience a far looser regulatory environment in the near future, but rather 
that we have probably passed the peak in terms of additional initiatives being 
announced. Indeed, with the ostensibly market-friendly Mr Trump in the White 
House, there is even the possibility of a worthwhile reduction in the regulatory 
burden in some areas (Figure 13). It may take some time, and it has to be said that 
gauging US policy initiatives on the basis of Trump’s twitter outbursts has not been 
the most reliable guide to subsequent events. But even a moderate bias towards an 
easier regulation tilt and less stringent rules would represent an important change 
to the operating environment for financial (and other) companies. 

In Europe there has arguably been a greater acceptance of tighter regulation 
and less momentum behind any moves towards a lighter regulatory touch. But 
it is also generally accepted that a properly functioning banking system is vital. 
And in this context it is widely recognised that credit needs to be made available 
to reputable entities that wish to borrow if the Eurozone recovery is to continue. 
The latest indications are that credit conditions have eased considerably since the 
sovereign debt crisis and that lending has picked up. Although it is unlikely to be 
characterised as looser regulation, the European authorities will wish to ensure 
that credit continues to flow, without significant hindrance, to where it is needed. 
When there were more worries about the fundamental health of large parts of the 
European banking system, this was less of a priority – at such times solvency was 
more important than liquidity.
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RISKS TO THE HOUSE VIEW

NATIONALISM/POPULISM ON THE RISE AGAIN

Trade tensions have moderated in recent months, partly because of fewer histrionic 
outbursts from the Trump administration and partly because of the ongoing 
recovery in global trade volumes which has contributed importantly to a fall in 
protectionist rhetoric more widely. But increased nationalism (“America First”) could 
easily resurface, especially if Trump doesn’t get his own way on domestic policy. 
Moreover, the issue is still relevant in many other countries too. It is bubbling beneath 
the surface across swathes of Europe (AfD representation in fractured German 
parliament, Brexit aggravations, Italian elections), while the next year or so also sees 
a number of key elections within important emerging markets (Figure 14). Although 
it has also quietened down a little, recent episodes between the US and North Korea 
(and China to a lesser extent) highlight the scope for sudden eruption of conflicts and 
anxieties in this area.

LOW GROWTH, LOW INFLATION

Although there have been some gyrations in headline inflation rates since the 
crisis, on average it has remained low and below target in most geographies even 
while the recovery has continued over much of the last seven or eight years. The 
combination of a relatively sluggish expansion with continued low inflation has led 
some to conclude that this is now the normal state of affairs. Secular stagnation 
is one variant of this school of thought; supply-side weakness, including very 
low productivity growth, is another. The impact of technology on the capacity of 
companies to push through price increases is a third. The recent combination of 
growth and inflation has been low, but not exceptionally so (Figure 15). A low 
inflation, low growth environment that persists could permanently change the old 
policy rulebooks.

CHINA GROWTH SLOWDOWN

As in many other countries the trend GDP growth rate in China is slowing. But 
China’s size and importance mean that both its growth rate and how the trend 
slowdown is managed will be watched very closely by financial markets and will 
have global ramifications. China is attempting to transition to a more open, service-
based economy. But the combination of the inexperience of its policy-makers, their 
determination to micro-manage every detail of the economy and society, their 
ambitious long-term aspirations and the strange demographics as a result of the one-
child policy means that the scope for upsets and mistakes is significant. There have 
already been previous episodes of China growth worries that have impacted global 
markets. A future slowdown could be either a result of transition shocks or could be 
brought about by policy mistakes. Either way, it would be foolish to ignore the risk of 
more shocks in the future.

Sources: Bloomberg, Aviva Investors

Figure 14: Key EM general elections in 2018

Sources: Aviva Investors, Macrobond, as at 1 December 2017

Figure 15: Nominal GDP growth on low side compared  
to history 

Country Date
Malaysia August
Thailand During year
Czech Rep During year
Hungary April
Russia March
Slovenia July
Brazil October
Colombia March
Costa Rica February
Mexico July
Paraguay During year
Venezuela December
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ACTIVE CENTRAL BANK TIGHTENING

Financial markets continue to believe that the Fed will deliver nothing like its stated 
intention of seven 25 basis point hikes between now and the end of 2019. They also 
seem relaxed about the ECB’s glacial journey towards the policy exit and the BoJ’s 
almost permanent state of assistance provision. The Bank of England has raised rates 
once, but has hinted heavily that just two more 25 basis point hikes over the next 
three years is all that should be expected. Against this backdrop, the scope for upside 
surprises seems an obvious risk to consider. Many have argued that the Fed’s last 
hiking cycle in 2004/6 (Figure 16) was “too slow” and contributed to many of the 
problems that came after. The current cycle is less than half that pace. It would not 
take much for markets to start to worry about upside inflation potential and the need 
for more active hiking from central banks. This would also threaten the low-volatility 
regime that has prevailed in recent years.

DEBT DE-LEVERAGING VULNERABILITIES 

There is a widespread consensus now that, after a long period in the doldrums, the 
world has entered a period when policy interest rates will generally be rising. As 
monetary authorities have gone to great lengths to point out, rate hikes are likely to 
be “gradual and limited”, especially compared to history. While that is some comfort, 
we should not be surprised that the exceptionally long phase of ultra-low interest 
rates has encouraged a wide range of borrowers to take on higher debts. As we shift 
slowly to a regime of higher interest rates, it is almost inevitable as interest rates now 
rise, even if the process is very slow, that some of those borrowers will be hurt by the 
financial burden of higher debt-servicing costs. De-leveraging among households, for 
example, has been different around the world (Figure 17).

EUROPEAN CONVERGENCE

A year ago there were major worries about the possible direction of European 
politics. The prospect of major gains and increased representation for far-right 
parties dominated the political outlook for 2017. In the event, such worries proved 
largely unfounded and political unity (with a centrist flavour) has increased across 
the Eurozone, helped in part by a “common adversary” in the Brexit negotiations. 
Even the inconclusive German election result looks likely to result in another coalition 
with Merkel as leader once more, which should help the revitalised Franco-German 
alliance to work closely together on the next steps for the Euro project. Combined 
with the markedly better macroeconomic outlook, this set of conditions should 
enable important progress to be made on the aspiration of closer integration. Bold 
words are useful here, but they need now to be followed up with actions and these 
have been slow in coming. Nevertheless, the fact that the focus of this risk case is on 
the clear scope for upside surprises in Europe is good news in itself.

Figure 16: Current hiking cycle far slower than the last

Sources: Aviva Investors, Macrobond, as at 1 December 2017 Sources: Aviva Investors, Macrobond, as at 1 December 2017

Figure 17: Debt excesses possible in some areas
Ratio: Household debt to disposable income
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MACRO FORECASTS CHARTS AND 
COMMENTARY

The US economy picked up pace over the course of 2017. 
Looking ahead, we expect growth to be a little higher next 
year, with the mix a little more tilted towards investment. The 
period of softer inflation earlier in 2017 seems to have largely 
passed. Indeed there appear to be some nascent signs of a 
further modest pickup in inflation over the coming months. 
We expect the annual core CPI inflation rate to move back 
above 2 per cent by mid-2018.

Eurozone business surveys and consumer sentiment readings 
continue to go from strength to strength, suggesting no 
imminent moderation in the present boom. Even so, GDP 
growth should slow a little next year, partly because of 
the 15 per cent rise in the euro exchange rate in 2017 and 
partly in anticipation of tighter policy eventually. The kicker 
from accelerating world trade growth is also likely to fade 
somewhat. But this is no bad thing – although inflation is 
subdued for now, the combination of well above-trend 
growth and super-loose monetary conditions cannot continue 
indefinitely.

The reassessment of trend growth in the UK from 2 per cent 
to around 1.5 per cent represents a massive change to the 
UK's  supply-side potential. After 10 years, GDP will now be 
almost 6 per cent lower than it would otherwise have been: 
effectively Britain would rather have “lost” three years of 
growth. Over the shorter term, current growth is sluggish, but 
at least positive. Some sentiment indicators – both business 
and households – are fragile and local downside risks are 
overshadowing the positives from the global upswing. It is not 
all Brexit-related, but that shadow looms large.
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Figure 18: US

Figure 19: Eurozone

Figure 20: UK

Source: Bloomberg, Aviva Investors, as at 1 December 2017

Source: Bloomberg, Aviva Investors, as at 1 December 2017

Source: Bloomberg, Aviva Investors, as at 1 December 2017

Pe
r c

en
t Per cent

0.0

0.5

1.0

1.5

2.0

3.5

3.0

2.5

0.0

0.5

1.0

1.5

2.0

3.5

3.0

2.5

2017 2018 2017 2018 2017 2018

GDP CPI Policy rate

AI forecast 
range 

Market pricing
Consensus
Range

-0.5

0.0

0.5

1.0

1.5

Pe
r c

en
t Per cent

2.0

3.0

2.5

-0.5

0.0

0.5

1.0

1.5

2.0

3.0

2.5

2017 2018 2017 2018 2017 2018

GDP CPI Policy rate

AI forecast 
range 

Market pricing
Consensus
Range



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

Macro forecasts charts and commentary Aviva Investors House View, 2018 Outlook

Growth surprised to the upside in 2017, leading the Bank 
of Canada (BoC) to hike rates twice to 1 per cent. Looking 
forward to 2018 the rate of growth is expected to moderate 
to around 2 per cent from 3 per cent. Despite strong growth, 
inflation has remained below the target and although 
expected to pick up in 2018, the impact of rate hikes in 
2017 and the appreciation of the Canadian dollar will be 
headwinds to a significant acceleration. The BoC is therefore 
expected to move more cautiously from here and in particular 
will be watching wage growth and household debt.

Amid a strong global growth backdrop, the Japanese 
economy remains in a good place. While Q3 GDP data 
showed moderation from Q2, survey data (Tankan indicators, 
PMIs) continues to suggest brisk expansion heading into 2018. 
While growth is expected to moderate slightly, reflecting 
the moderation in key trading partners such as China and 
the Eurozone, it is still likely to remain robust. Core inflation 
remains very weak for now, but is likely to pick up modestly 
as the effects of above-trend expansion and labour-market 
tightness begin to show themselves gradually.

After a year that has seen Chinese growth defy predictions 
of a slowdown repeatedly, some signs of moderation are 
emerging as housing market activity continues to cool. But the 
impact on the wider cycle is likely to be much less pronounced 
than during 2015-16 as inventories are much lower than in 
the past. At the same time, wider activity indicators remain 
robust and survey indicators such as PMIs suggest that the 
expansion is likely to continue at a modestly slower pace 
next year. The policy environment is likely to remain broadly 
supportive as targeted easing mitigates the impact of the 
ongoing regulatory deleveraging.

Figure 21: Canada

Figure 22: Japan

Figure 23: China

Source: Bloomberg, Aviva Investors, as at 1 December 2017

Source: Bloomberg, Aviva Investors, as at 1 December 2017

Source: Bloomberg, Aviva Investors, as at 1 December 2017
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GLOBAL MARKET OUTLOOK AND  
ASSET ALLOCATION
PEAK EASY POLICY IS BEHIND US

 – Global growth is strong and accelerating, putting moderate 
upside risk on inflation

 – Monetary policy now turning globally – peak easy policy is  
behind us

 – Equities are not the most at risk – duration is; use credit to 
protect portfolios 

The Federal Reserve might not be alone next year…

One of the key themes we identified in the past few quarters was the turning point 
in monetary policy in developed markets. While this was very obvious in the United 
States as the Federal Reserve started to remove accommodation by hiking rates, it is 
important to note that peak accommodative policy in Japan and in the Eurozone is 
probably now behind us. Indeed, within our investment horizon, both the European 
Central Bank (ECB) and the Bank of Japan (BoJ) are likely to start reducing some of 
the extraordinary support they have provided, albeit very gradually. And this makes 
sense – we expect global growth to be in the region of 4 per cent in 2018, causing 
the global output gap to close more quickly. The pick up in underlying fundamentals 
has been particularly stark in the Eurozone, but also in Japan. And at the same 
time, the ECB and the BoJ are still running quantitative easing and negative rates 
policies. If we are right on our central scenario and inflation rises moderately next 
year, then markets might have to price in both central banks initiating exit from easy 
policies. All in all, peak monetary easing is behind us, and this could have significant 
consequences on financial markets (Figure 24).

Rather than being concerned by the removal of extraordinary monetary policy 
accommodation, we think it should be welcomed. It is happening because the 
underlying economic background is strong enough to generate that change in 
stance. If we look at what is happening in the US for example, Federal Reserve 
policy is leading to higher yields in short-term government bonds. But this has been 
accompanied by higher equity prices as underlying earnings growth keeps improving 
(Figure 25). So the central bank is responding to an improving situation in the real 
economy. In 2018 we expect to see more movement in this direction. 

The global policy environment  
is changing

Sources: Aviva Investors, Macrobond as at 1 December 2017

Figure 24: Peak easy policy is behind us

Sources: Aviva Investors, Bloomberg as at 1 December 2017

Figure 25: US Fed hikes priced in short-term yields at the 
same time as US equities advanced
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Markets will be quick to respond once they sniff that change is coming. One 
example in 2017 was the move higher in the Euro exchange rate, ahead of the 
ECB announcing reduction in asset purchases. Hence, one of the key objectives 
for investors next year will be to build scenarios incorporating this turning point in 
monetary policy and identify underlying investment opportunities. 

… cross-asset correlations normalising further, while volatility is too low

For much of the past decade, markets frequently moved up or down in response to 
external factors such as political risk or shifts in monetary policy, a phenomenon that 
has come to be known as ‘risk-on, risk-off’. Investors moored in safe havens when the 
macroeconomic environment worsened, then paddled back towards riskier assets 
when the clouds cleared. But in equity markets at least, this dynamic has begun to 
change. Since the beginning of 2017, the correlation between stocks within major 
indices has dramatically broken down. Equity performance is increasingly a reflection 
of corporate strengths and weaknesses rather than extrinsic circumstances, a 
development that has big implications for investors.

We expect this to remain the case in 2018, and to move beyond equities and into 
fixed income markets. As we have highlighted in previous editions of the House View, 
while equity dispersion has risen sharply, fixed income dispersion is still rather low. 
This divergence is partly a function of the outsized impact of monetary stimulus on 
credit. By buying bonds and holding interest rates low, central banks spurred a flow 
of capital into riskier parts of the market, causing spreads to tighten. With the likely 
turn in monetary policy, this support could start to be removed in the coming year 
(Figure 26).

 In addition to correlation, a key factor next year is likely to be asset market volatility. 
Across asset classes, volatility has been deeply suppressed this year – we think these 
historically-low levels of volatility are unlikely to persist, particularly in fixed income. 
Absent exogenous shocks and within our central scenario, we do not expect the 
volatility regime to spike higher – but to normalise to the cyclical position of the 
global economy.

Fundamentals in the driving seat…

With the beginning of the removal of extraordinary support from central banks, 
fundamentals are in the driving seat. In some asset classes, like equities or currencies, 
dispersion can be observed. Earnings growth outlooks and sector allocation matter 
again for equity allocations, while in the current market environment currencies tend to 
price early on changes in monetary policy (e.g. Euro response to the ECB) or structural 
changes (pound sterling and Brexit). Fixed income assets might respond more 
aggressively to a transition away from being driven by extraordinary monetary policy 
to being more fundamentally driven. This means that on top of a potentially higher 
volatility regime, higher dispersion within fixed income should also be expected.  

Markets will be quick to respond 
once they sniff change is coming

Fixed income to be more 
fundamentally driven next year

Sources: Aviva Investors, Bloomberg as at 1 December 2017 Sources: Aviva Investors, Bloomberg, MOVE index as at 1 December 2017

Figure 26: Monetary policy expansion has suppressed 
yields so far

Figure 27: Fixed Income volatility might not remain 
historically low in 2018
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...we prefer equities to fixed income

We think next year duration is most at risk. Valuations remain very expensive in 
markets like Eurozone core fixed income, or Japanese fixed income – or even 
European corporate credit. While central bank policy has been a key driver for those 
assets, it is likely to change within our investment horizon. Given our outlook on 
global growth and on inflation, we think parts of the fixed income asset complex 
are mispriced when considering underlying fundamentals (Figure 27). In terms of 
portfolio construction, we continue to run most of our underweights in the fixed 
income space. The overarching idea underpinning our asset allocation thinking for 
the year to come is that when investing in a world where fundamentals are strong 
and peak monetary policy stimulus is behind us, equities should outperform fixed 
income, and that corporate credit exposure should be an underweight used to 
protect portfolios. This comes with caveats and specifics within each asset class.

Remain overweight equities through emerging markets exposure…

We continue to be overweight equities. Within the equity complex, we prefer 
emerging market equities (maximum overweight). Fundamentals have been 
improving in emerging markets as well in terms of economic growth, but also in 
terms of earnings growth. The outlook from China is probably for slightly lower 
growth as it seeks to start implementing structural reforms, but this is in the context 
of a strong global growth backdrop (including in emerging markets), and still 
attractive relative valuations (Figure 28). We also remain overweight on emerging 
market local currency debt, as we think higher real yields and positive macro-
economic developments do more than compensate for what we expect to be only a 
gradual tightening from the US Federal Reserve. We are, however, underweight on 
hard currency debt as we are concerned by expensive valuations.

We continue to be overweight European equities, which we think are supported by 
fast improving macro environment in the Eurozone, but also receding political fears. 
We also increased our exposure to Japanese equities, as corporates are delivering 
on the earnings front, and the Japanese economy is showing signs of life. Given the 
starting point of monetary policy in both those geographies, we think gradual steps 
towards tighter policies should not derail equity markets. In contrast, we remain 
underweight on US equities, which we find much less attractive from a valuation 
point of view.

…and underweight duration 

On the other side of the spectrum, we expect some fixed income markets to be 
under pressure next year. In particular, Eurozone core fixed income is trading on very 
expensive valuations. With the macro environment remaining strong and the ECB 
set to remove monetary support (through QE initially), we think the asset offers poor 
risk-reward. We are also underweight Japanese government bonds as yields are 

We prefer emerging markets 
within equities

Underweight Japan and Eurozone 
bonds, overweight US Treasuries 
for protection 

Sources: Aviva Investors, Bloomberg as at 1 December 2017

Figure 28: Our expectations of a moderate US dollar 
environment should be supportive for EM equities

Sources: Aviva Investors, Bloomberg as at 1 December 2017

Figure 29: Australian dollar to protect portfolios should 
Chinese growth slow down sharply
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Sources: Aviva Investors, as at 1 December 2017

Figure 30: Asset Allocation
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extremely low, and there is significant downside risk through a potential revision by 
the Bank of Japan of some of their policies like yield curve control. 

We also find corporate credit in both Europe and United States to offer little expected 
return going forward (both are underweights), in absolute terms for Europe and 
relative to other markets in the equity space for US credit. European Credit in 
particular is threatened by the end of QE in the Eurozone.

In terms of portfolio construction, we maintain an overweight position on Treasuries 
at the long end of the curve to protect us should we be wrong in our central scenario. 
We also have a long position in Australian bonds to balance the risk we take in the 
emerging market space, as the former should do well in a risk scenario where Chinese 
growth slows sharply down (Figure 29).
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