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SUMMARY | OCTOBER 2015 
GLOBAL ECONOMIC OUTLOOK 

̶ GDP growth in developed world still struggling to reach trend pace 
̶ Very low inflation rates largely due to oil price collapse; core rates higher 
̶ Subdued growth and low inflation argue for slow exit from zero bound 

Summary 
It is becoming a habit. 2015 has been another year of modest growth 
downgrades across the world. The changes to forecasts have not been 
dramatic, with the IMF (most recently) reducing their forecast for global growth 
this year to 3.1% (from 3.3%) and to 3.6% next year (from 3.8%). Moreover, the 
number itself of between 3% and 4% in both years is perfectly satisfactory by 
historical standards. The issue is rather that financial markets and 
commentators keep expecting – or at least hoping – that growth will accelerate 
back towards trend or above, especially in the developed world. And they keep 
being disappointed. Despite the lowest level of interest rates ever and 
enormous doses of unconventional monetary policy medicine, the world 
economy seems reluctant or unable to respond as it used to. We would argue 
that the economic patient had been extremely, even critically, ill and that a slow 
recovery was always on the cards. 

The other notable feature of this recovery has been that inflation has remained 
extremely low – indeed has inched lower still in recent months. The IMF 
forecasts just 0.3% for 2015 and 1.2% in 2016 in the advanced nations. At the 
start of the year, these numbers were 1.0% and 1.5% respectively. Although it 
is almost certain that there is still spare capacity in several countries (and on an 
overall basis), the major reason that CPI inflation is so close to zero (or below it) 
is the collapse in oil prices and the related tumbles in food and other commodity 
prices. If these now stabilise, as seems reasonable, headline rates will rise 
towards the higher core rates that range between 0.7% and 1.8%. Inflation is 
undeniably and genuinely low; but a strong case can be made that much is due 
to recent price level adjustments. We should not be complacent about the 
deflationary threat, but it does not appear an imminent danger. 

FIGURE 1: SLOWER GROWTH, BUT NO DISASTER 
Global growth projections compare well with history 

 FIGURE 2: INFLATION IS LOW EVERYWHERE 
But it will rise over next six months if oil prices stabilise 

 

 

 

Source: FactSet, IMF  Source: FactSet 
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Rate rises pushed further out – and only for some 
The Fed used to be uncertain, but now is not so sure 
The US (pp. 21-23) economy stuttered at the start of the year, at least 
according to questionable official data, but then revived solidly. Q3 may see 
some temporary weakness, but the overall growth outlook is good. Housing is 
doing well and the labour market is strong, the puzzlingly weaker recent report 
notwithstanding. Low inflation, the strong dollar and – most importantly 
international concerns – have been sufficent to spook the Fed. It is still set to 
raise rates, slowly, but the first hike now looks like a 2016 story. Meanwhile 
Canada (pp. 38-39) is adapting to the lower oil price. GDP contracted in H1, but 
is now reviving gently. If oil prices now stabilise, there is no need for the 
currency to fall further. 

The Eurozone (pp. 24-26) is finally enjoying a decent cyclical revival, growing 
by a trend-like 1.5% in the year to Q2. Greece has disappeared from the front 
pages as it attempts to “stick with the programme”, but still has the capacity to 
erupt again. Unlike the US and UK, the European consumer is still reluctant to 
spend boldly, so domestic demand growth remains fragile. Labour market 
improvements have been limited and unevenly distributed. The recovery is 
welcome, but has yet to convince. If monetary trends are any guide, conditions 
should improve further in 2016. But the Euro area has a rich history of providing 
disappointments 

Abenomics is looking somewhat tarnished in Japan (pp. 30-31). After an initial 
flurry of optimism and some better growth and inflation outcomes, there are 
understandable concerns that normal service has been resumed, with growth 
stalling and inflation returning close to zero. The latter development is a global 
phenomenon, largely due to low oil prices, but it is especially worrying in Japan 
after its recent experiences with deflation. It looks as if additional stimulus will 
be required. Growth in the UK (pp. 27-29) has slowed slightly but the recovery 
remains on track. Further rebalancing towards investment and exports would be 
welcome, but money trends are supportive and the labour market is robust. 
There is no great rush to raise rates, but gentle rises in wage and price inflation 
over the next six months would support that case. 

 

 
FIGURE 3: HAPPY SPENDERS OR CONTENTED SAVERS? 
Different patterns in the US and Europe 

 FIGURE 4: JOBS WINNERS AND LOSERS IN EUROPE 
Spain and Germany doing better than France and Italy 
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Hard landing fears in China (pp. 32-35) are overstated in our view, although 
they do make good media headlines. The country is slowing and transitioning 
towards consumption and services and away from exports and manufacturing. 
In addition, there have been a range of stimulus measures which will gain 
traction over time. It is right to be concerned about growth and other economic 
developments in China and the impact of these on global demand and prices. 
The pattern of evolution in China is unique because of the peculiar dynamic 
related to the one-child policy. But to slow down at this stage of devlopment is 
entirely normal. 

Growth moderation in China is undoubtedly the most important factor affecting 
the fortunes of other countries in the Asian region, (pp. 40-41), especially as 
so many of them have an export focus. One important theme within the area is 
public sector infrastructure programmes. It is hoped that these can offset any 
weakness in private sector domestic demand. The other important feature has 
been falls in Asian currencies (primarily against the USD). These depreciations 
should help boost growth (and inflation), but worries about possible currency 
wars in the future are understandable. The Latam region (pp. 42-44) has seen 
similar developments, but there have also been idiosyncratic problems in 
several countries such as Brazil (a mess) and Venezuela (oil price woes). Many 
others in the region have brighter prospects. 

The shadow of China concerns continues to weigh heavily on Australia (pp. 
36-37) because of the crucial area of commodity exports. The contrast between 
the business and household sectors is marked and presents a dilemma for the 
RBA. Companies probably need further assistance in the form of lower interest 
rates, but a frothy housing market does not. The weaker currency should help, 
but if GDP growth is as weak as it was in Q2 (a paltry +0.2%), calls for further 
stimulus will grow. 

Eastern Europe (pp. 45-46) has seen solid domestic demand growth, while 
exports have benefitted somewhat from improved demand in the Eurozone, the 
area’s most important trading partner. There is no reason to expect these trends 
to change soon. 

FIGURE 5: CHINA SECULAR SLOWDOWN NOTHING TO BE SCARED OF 
 “Real” growth indicators may give truer picture than GDP data 

 FIGURE 6: MANUFACTURING PMIS IN ASIA 
Monetary policy remains appropriately loose in Asia 
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Market implications 
The third quarter of the year has witnessed a change in volatility regime and 
weakness in equities. Global growth worries and a more negative economic 
newsflow have weighed on performance and on earnings expectations. 
Monetary policy divergence is likely to remain a driver of volatility, as we expect 
the Federal Reserve to hike in the first half of 2016. At the same time, we 
continue to expect more easing coming from the Bank of Japan and the 
European Central Bank which should help support domestic equity markets. In 
particular, Eurozone equity earnings should continue to benefit from a low euro 
and earnings growth is expected to be positive. The correction in Chinese 
equity markets has sent shock waves through emerging and developed markets 
alike. Emerging market equities have seen their discount compared to history 
and to developed markets continue to widen. Forecasts for earnings growth 
have continued to fall as have returns on equity. Without the tailwind of rising 
commodity prices, we believe emerging markets need to engage in material 
structural reform to arrest the long-term decline in returns on equity. 

Yields have again moved to the expensive end of current ranges. We cannot 
rule out additional volatility over coming quarters, partly due to the anticipated 
FOMC move from the zero bound which, although we expect it will allow a 
degree of normalcy to return to debt markets as focus shifts to the path of rate 
hikes rather than the initial move, is proving difficult for markets to price. 
Ongoing European and Japanese asset purchase programmes and Chinese 
slowdown also adds to the prospect of further distortions and market volatility 
ahead. Long end yields offer a degree of value in those markets anticipating 
higher rates, but we do not see the ingredients currently for a sustained fixed 
income bear market. 

Rental growth and income prospects have been robust, helped by favourable 
relative pricing and debt availability, which gives continued optimism on near 
term performance. However, as the cycle progresses medium term value 
becomes harder to identify. High quality real estate in tier 1 US cities and 
several APAC markets now look stretched, whilst continental European assets 
appear to offer best value in a low interest rate environment, although risks 
remain around the economic outlook. Another key risk is a rapid rise in 
sovereign bond yields, although improving rental yields may mitigate this to 
some extent. 

Our outlook on the US dollar is still selectively bullish, though we recognise that 
further dollar strength relies more than ever on US rates. We remain cautious 
on the vulnerable EMs especially those with still expensive valuations, exposure 
to China risks and a large build-up of external debt and deficits in recent years. 
Among the majors, we still see further downside for the euro and the yen, as 
their central banks may still have to ease policy further, even if the Fed remains 
on hold. However, we are now neutral on sterling, as wage inflation in recent 
months could force the market to sharply re-assess the outlook for BoE policy. 
Finally, we continue to see downside in the Aussie dollar on structural drivers. 

   
 

 

 

Equities 

Fixed income 

Real estate 

Currencies  



Aviva Investors House View, Q4 2015 
 

 
8 Aviva Investors October 2015 | This document is for professional clients and institutional/qualified investors only.    
 It is not to be distributed to or relied on by retail clients. 

RISKS TO THE HOUSE VIEW 

China slowdown intensifies – stock market crashes further 
7% is the new 8%, just as 8% was the new 9% and so on. China’s ongoing 
slowdown should not be a surprise – it is inevitable and will continue for many 
years yet. But if it is managed poorly, or if it is sharper than generally expected 
(6% or less) then the ramifications will be more serious. The chill winds on 
global demand will put further downward pressure on commodities and inflation 
more generally. In extremis, property price collapses (major cities) and/or a 
banking crisis. 

Things to watch: Official Chinese growth numbers (probably the least useful), 
hard numbers such as freight traffic, cement output and electricity production. 
Marked further weakness in key commodity prices – iron ore, oil, metals. Trade 
flows with commodity exporters like Australia,  M2 weakness, PMIs sinking well 
below 50. 

 
US economy slows again, Fed reverses tack 
US growth weakens again, jobs growth slows sharply, unemployment stops 
falling or drifts higher and wage inflation retreats. Fed could join list of Central 
Banks who have raised rates in recent years, only to reverse policy tightening 
subsequently.  

Things to watch: ISM (and similar) surveys dipping to 50 or below; a run of 
disappointing payrolls (sub 150K, perhaps even sub 100K), unemployment 
stops falling, wage growth slows again. Retail spending and housing markets 
slow markedly. 

 
Monetary policy mistakes 
Rate hikers (US, UK) move too slowly, and we start to see inflationary 
pressures emerge. This causes further asset market volatility, and when central 
banks belatedly start hiking, they find inflation embedded in the economy, 
needing Volcker-like large hikes and harsh macroprudential policies which 
damage the fledgling recovery. 

Things to watch: Central Bank commentary, leading indicators for growth and 
inflation. 

 
Eurozone recovery becomes self-sustaining 
Either “animal spirits” revive across the single currency area, stimulating 
investment, or previously-reluctant consumers finally decide to spend more 
rather than save less. The recovery builds on itself as belief in it grows and 
becomes self-sustaining. Annual GDP growth pushes above 2% and towards 
3%. 

Things to watch: Retail and consumer spending data, business investment 
trends. (Sentiment has already improved – corporate and household – but now 
needs to feed into hard data.) Bank lending growth moves sharply into positive 
territory. Big unemployment falls and significant jobs gains sharply across all 
countries. Greater evidence of fiscal/political integration and debt burden 
sharing. 
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The return of inflation – bond market rout 
Long-held fear that the liquidity created by QE and exceptionally low interest 
rates across the world will gain traction and lead eventually to a resurgence of 
unstoppable inflationary pressures. Bond yields back up alarmingly and Central 
Banks forced to tighten aggressively. Return of boom and bust. Supply 
bottlenecks and emergence of wage/price spirals. 

Things to watch: Headline and core inflation rates – some worries over “false” 
signals as oil price impact reverses towards end of 2015. Banks increase 
lending rapidly and money aggregates rise sharply. 

 
Geo-politics in Russia/Ukraine deteriorate  
Putin and Russia flex their muscles in other parts of the Ukraine or Syria once 
more. They occupy further parts of Ukraine or, worse, act in similar fashion in 
Baltic states or elsewhere. Return of Cold War mentality. Financial asset prices 
fall steeply, safe haven status for some. 

Things to watch: newswires.  

 

Emerging market capital crisis 
As the US begins to raise rates, the incentives that have driven money out of 
the US and into EM & other high-interest rate environments begin to reverse, 
and emerging market country capital outflows begin to accelerate significantly. 
Countries with structural current account deficits struggle to fund their USD-
denominated imports (which includes most of their essential commodity needs). 

Things to watch: International capital flows, currency markets, implied 
volatility. 

 
Greece exit reignites existential fears for the Euro project 
Greece exits Eurozone as patience of ECB/EU/IMF runs out and provision of 
funding is halted. Banks fail, Greece defaults on more debts, strengthens capital 
controls and introduces parallel currency. Contagion to other vulnerable 
Eurozone countries could emerge swiftly, leading to spreads on peripheral debt 
widening sharply. Worst case: re-run of 2011/12. 

Things to watch: Binary event. Negotiations between Greek government and 
European institutions. Commentary from EC and ECB. Greek repayment 
schedules. German and Greek politics. 
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SUMMARY | OCTOBER 2015 
GDP: A LONG ROAD BACK 

The world economy continues to grow reasonably, but hopes of a pick up in the 
pace of expansion have been continually disappointed. Both the IMF and OECD 
have recently downgraded global growth forecasts for 2015 and 2016 to 3.1% 
and 3.6% respectively, a reduction of about 0.25% points in each year. Such 
changes are minor and the overall numbers are fine by historical comparison. 
But the pattern of regular downgrades to earlier optimism has become well-
established in this recovery. Perhaps we should not have been surprised: 
history shows that recoveries after financial crises have always been laboured 
affairs. This has been compounded by a cyclical downturn in the industrial 
sector and global trade which have dominated headlines. Looking ahead, we 
expect these negative influences to diminish and for growth to pick up slowly. 

House View – GDP  
 

 

 

  

House View - GDP

US Euro UK Jap China Aus

Actual 2012 2.2 -0.8 1.2 1.7 7.7 3.6

2013 1.5 -0.2 2.2 1.6 7.7 2.1

2014 2.4 0.9 2.9 -0.1 7.4 2.7

Aviva Investors 2015 2.5 1.6 2.4 0.8 6.8 2.5

2016 2.8 1.5 2.5 1.6 6.6 3.0

2017 3.0 1.7 2.7 0.9 6.3 3.0

2018 2.7 1.8 2.5 1.2 6.2 2.9

Consensus 2015 2.5 1.4 2.6 1.0 6.9 2.6

2016 2.7 1.7 2.5 1.7 6.8 3.1

2017 2.6 1.6 2.3 0.7 6.6 3.1

2018 2.5 1.6 2.2 1.0 6.4 3.0

Note: Bold figures are the latest actuals. Annual numbers are for calendar year

Forecasts that are significantly different from consensus are highlighted in grey 
(below) and b lue (above). Significance is defined as a difference of more than 0.25pp 

Source: Bloomberg, Thomson Reuters, Consensus Economics and Aviva Investors.

GDP

Gentle recovery to 
continue despite 
headwinds in 
manufacturing 
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CPI INFLATION: LOW EVERYWHERE FOR NOW 

Headline rates of inflation continue to hover around zero across the developed 
nations. Despite this, deflation concerns do not appear to be excessively 
elevated, demonstrating either a touching faith in Central Banks or a belief that 
a range of “one-off” adjustments has taken place. “Core” rates (which typically 
exclude food and energy) are between 1% and 1.5% points higher. If prices of 
these more volatile elements (oil, commodities and the like) now merely 
stabilise, then headline rates will converge on these core rates over the next 12 
months. That is, broadly speaking, what we expect to happen over the next year 
or two. And if that is right, markets will come round slowly to the idea that 2% 
inflation targets are achievable over the medium term. Nevertheless, downside 
worries at present are still an important influence on those countries that are 
considering raising rates and reason for them to take things very slowly. 

House View – CPI  

  

 

 

House View - CPI

US Euro UK Jap China Aus

Actual 2012 2.1 2.5 2.8 0.0 2.7 1.8

2013 1.5 1.4 2.6 0.4 2.6 2.4

2014 1.6 0.4 1.4 2.7 2.0 2.5

Aviva Investors 2015 0.1 0.0 0.1 0.6 1.5 1.6

2016 1.1 1.0 1.5 0.9 2.1 2.5

2017 1.9 1.6 1.9 1.9 2.7 2.7

2018 2.0 1.8 2.0 1.0 2.7 2.8

Consensus 2015 0.3 0.2 0.1 0.7 1.4 1.9

2016 2.0 1.3 1.5 1.0 2.0 2.7

2017 2.3 1.5 2.0 2.0 2.6 2.7

2018 2.3 1.7 2.0 1.4 2.6 2.7

Note: Bold figures are the latest actuals. Annual numbers are for calendar year.

Forecasts that are significantly different from consensus are highlighted in grey 
(below) and b lue (above). Significance is defined as a difference of more than 0.25pp 

Source: Bloomberg, Thomson Reuters, Consensus Economics and Aviva Investors.

CPI inflation

Low inflation 
means CBs can 
take it slow with 
rate hikes 
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POLICY RATES: FED DITHERS, BUT RATES UP NEXT YEAR 

The last three months have not been the best for the public image of the Fed. 
Having prepared markets for the first rate rise since 2006, it pulled back from 
the brink because of worries about economic weakness elsewhere and 
concerns over febrile financial markets. We believe the first concern is 
overstated, while the second sets a dangerous precedent, opening it to criticism 
that markets are determining monetary policy in the US. It has back-tracked 
since, stating that rates are still likely to go up this year. But having shown its 
true colours, we now think it will delay the first hike until next year – October is 
too soon and December has the legitimate excuse of market liquidity concerns. 
We hope we are wrong – the Fed’s inactions have contributed significantly to 
market volatility to the extent that simply getting over this first hurdle could be a 
calming step. Elsewhere, the UK should also hike in the spring, while Europe 
and Japan will remain in stimulus mode for some time. A final rate cut in China 
looks plausible. 

House View – rates  

 

 

  

House View - rates

US Euro UK Jap China Aus

Actual 2012 0.25 0.75 0.50 0.08 6.00 3.00

2013 0.25 0.25 0.50 0.07 6.00 2.50

2014 0.25 0.05 0.50 0.07 5.60 2.50

Aviva Investors 2015 0.25 0.05 0.50 0.10 4.35 2.00

2016 1.25 0.05 1.25 0.10 4.25 1.75

2017 2.25 0.05 2.25 0.10 4.50 2.00

2018 2.75 0.50 2.50 0.10 4.50 2.50

Consensus 2015 0.59 0.05 0.54 0.10 4.35 2.00

2016 0.97 0.05 1.29 0.10 4.35 1.75

2017 1.55 0.05 1.75 0.10 4.35 2.00

2018 2.07 0.25 2.05 0.10 4.35 2.50

Note: Bold figures are the latest actuals. Annual numbers are for Q4

Forecasts that are significantly different from consensus are highlighted in grey 
(below) and blue (above). Significance is defined as a difference of more than 0.25pp 

Source: Bloomberg, Thomson Reuters, Consensus Economics and Aviva Investors.

Policy interest rate

Slow rates rises in 
UK and US; more 
stimulus likely in 
China and Japan 
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ASSET ALLOCATION: RECENT VOLATILITY CLEARS STRETCHED VALUATIONS;  
YIELDS MORE ATTRACTIVE 

Over the last quarter markets have been volatile, driven by negative data out of 
China and the uncertainly around the US Fed’s monetary policy actions.  Both 
have contributed to concerns on the stability of global growth.  This has led to a 
level of pessimism that we view as overdone. Fundamentally, global growth is 
continuing, supported by loose monetary policy and low and stable inflation.  
However, we recognise there are risks to this view.  With this backdrop, and 
with equity valuations less stretched, the conditions remain supportive for equity 
assets. 

Sovereign fixed income assets have benefited from this environment, and will 
benefit if inflation/growth undershoots.  The risk is that the elevated levels of 
pessimism clear and inflation surprises on the upside.  Corporate bonds have 
not been immune to the recent volatile period, and the risk premium for them 
has increased accordingly, making the asset class more attractive. In an 
environment where growth is subdued, and with the recent revaluation, higher 
yielding assets become more attractive from a carry perspective. We therefore 
see more value in High Yield and Emerging Market Debt.  

 
Source: Aviva Investors 
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SUMMARY | OCTOBER 2015 
ESG INSIGHT: LONG-TERM THEMES, SHORT-TERM IMPACT 

̶ Momentum for global climate agreement at COP21 remains steady 
̶ Support for carbon pricing & tightening climate policies 
̶ El Niño – macroeconomic impacts 
̶ Aggressive accounting practices in Asia on the rise? 

Momentum for global climate agreement at COP21 remains steady 
Australia disappoints …. but China-US climate cooperation strong 
We continue to track the Intended Nationally Determined Contributions (INDCs) – 
national commitments for greenhouse gas (GHG) emissions reductions – made in 
advance of the 21st Conference of the Parties (COP21) of the UN Framework 
Convention on Climate Change (UNFCCC) to be held in Paris (30th November- 11th 
December 2015). The aim of the conference is to reach a Universal Climate 
Agreement to limit greenhouse gas emissions which will keep global warming to an 
average of no more that 2°C relative to pre-industrial levels. 

53 countries, accounting for over half (58%) of global emissions are now 
covered by INDCs (Figure 7). Significant countries (collectively accounting for 
10% of global emissions) yet to pledge include India, Brazil and Indonesia. With 
the exception of Australia, the submissions made to date have met with 
expectations supporting the prospects for an agreement in Paris. Australia 
committed to 26-28% GHG emissions reductions by 2030 from 2005; excluding 
LULUCF (land use, land use change and forestry) this equates to only 6% cut 
from 1990 levels. Australia may be risking ‘carbon isolation’ as climate policies 
in the rest of the world tighten and Australian businesses are less well prepared. 
However, the repeal of the carbon tax last year may be reversed as the New 
Australian PM Malcolm Turnbull is considered (at least before taking up office) 
to be a moderate on climate change. 

China and the US, the two largest global emitters, continue to co-operate on 
climate action. In September, 28 cities and regions from the two countries 
signed a declaration committing to establish climate mitigation action plans for 
the post-2020 period and enhance co-operation and leadership. This is positive 
for a potential Climate Agreement in Paris. We would expect further tightening 
of climate policies globally, focused on carbon intensive activities, if Paris is 
successful (see next page). 

FIGURE 7: GHG EMISSIONS IN 2012 OF THE COUNTRIES WHICH HAVE SUBMITTED THEIR INDCS 
Demonstrates steady momentum   

  

 
Source: HSBC 
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Support for carbon pricing & tightening climate policies 
Governments waking up to the need for action 
A July Economist Intelligence Unit report, commissioned by Aviva, valued the 
impact on the global asset base as a loss worth US$13.8trn of 6°C warming in 
2100 in present value terms. This is part of a growing body of evidence 
modelling the economic, as well as social and environmental, costs of climate 
change. Recognition of these costs is driving support from governments, 
investors and industry, for applying a carbon price. A global carbon price is 
unlikely to be agreed at COP21 but a future framework is a possibility and a 
Paris agreement would provide further impetus. 

The World Bank Group, together with the OECD and with input from the IMF 
issued a report on the current state carbon pricing schemes – globally there are 
40 national and 23 city, states and regions using carbon pricing schemes, like 
emissions trading schemes or carbon taxes (Figure 8). These represent about 7 
billion tonnes of carbon dioxide, or 12% of global greenhouse gas emissions. 
This is a threefold increase over the past decade. The September report 
included principles to help governments and business develop efficient and 
cost-effective instruments to price carbon, which we take as an important signal. 

In August, US President Obama and the EPA announced the Clean Power 
Plan. The plan sets out a 32% reduction in carbon dioxide emissions by 2030 
(vs 2005). This will drive changes in the mix of power sources and improved 
efficiency in power stations. This plan, supported by an extensive cost benefit 
analysis on health and the economy, sends a strong signal of US commitment 
to climate action. 

In China, the government passed the updated Prevention & Control of 
Atmospheric Pollution Law requiring all levels of government to optimise and 
reduce coal use and promote clean energy. At the same time data released by 
the Ministry of Environmental Protection illustrates that enforcement varies 
significantly across regions. The continued focus on addressing corruption 
should see increased enforcement as local officials should be less open to 
influence from local businesses.  

 

FIGURE 8: EXISTING, EMERGING, AND POTENTIAL REGIONAL, NATIONAL & SUB-NATIONAL CARBON PRICING INSTRUMENTS (ETS AND TAX)   

 
Source: World Bank September 2014 
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 El Niño – macroeconomic impacts 
Unusually warm ocean temperatures impact global commodity markets 
The Australian Bureau of Meteorology predicts that the developing 2015 El Niño 
event will be the strongest since 1997/8. There is already notable warming in 
Pacific Ocean temperatures (Figure 9) resulting in complex weather impacts. 
These impacts are expected to peak in November with an 85% chance it will 
last into early Spring 2016. 

 Below-normal precipitation is expected in Australia and southern and eastern 
Asia, while above-normal precipitation is expected in the Americas; mainly US, 
Southern Brazil and Argentina. Limited impact is expected in Europe. Changing 
precipitation can impact soft commodities prices as a result of supply disruption. 
Morgan Stanley analysis indicates that historically, palm oil prices have been 
most sensitive to El Niño due to concentration of production – Malaysia and 
Indonesia (accounting for 85% global palm oil production) tend to experience 
drought. Latin America may enjoy increased yields of soybeans and grain but 
sugar production could be negatively impacted (especially if El Niño starts 
before December). Wheat production in Australia is likely to be negatively 
impacted exacerbating price pressures in Asia (50% of production exported to 
Asia).  

 Energy and water are impacted as higher temperatures and drought result in 
disrupted electricity output from thermal power plants and hydroelectric dams, 
leading to higher demand for coal and crude oil. This is particularly notable in 
APAC countries.   

Commodity dependent countries may also experience food price and 
generalised inflation as a result of higher fuel and non-fuel commodity prices 
(Figure 10). Highest inflation ‘jumps’ are likely in India, Indonesia and Thailand 
as a result of the high weighting of food in the CPI basket. Overall economic 
impacts are variable with an IMF Working Paper suggesting a short-lived fall in 
economic activity in response to an El Niño shock for Australia, Chile, 
Indonesia, India, Japan, New Zealand and South Africa  but a growth enhancing 
effect for US (direct), Europe (indirect) and China (indirect).   

 

 
FIGURE 9: SURFACE TEMPERATURES (END AUG 2015) 
 

 FIGURE 10: FOOD WEIGHT IN CPI BASKET & INFLATION RESPONSE 
Inflation effects of El Niño 

 Pacific Ocean sea surface temperatures show 
readings of at least 1° above average, with large 
sections of the ocean at +2° above average and 
readings continuing to increase 

 

 
 

Source: Australian Bureau of Meteorology   Source: IMF Working Paper 
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Aggressive accounting practices in Asia on the rise?  
Potential for increased company suspensions 
Last year saw a doubling in the number (from 5 to 10) of Asian companies 
suspended due to accounting misrepresentations compared to 2013. This level 
looks to be maintained in 2015 (7 YTD). While at a low level and rare, serious 
allegations of fraud are high-impact events which can lead to significant price 
correction before suspension (up to 80%) and total capital loss (on average only 
half resume trading). 

Analysis from CLSA into 88 Asian market suspensions since 2005 finds 
accounting-related cases are concentrated in China, Hong Kong and Singapore 
(by number), while financial distress-related cases are concentrated in 
Australia, Korea and India (Figure 11). Analysis of the MSCI Accounting and 
Governance Risk (AGR) scores, which measures aggressive accounting 
practices including revenue & expense recognition and high risk events, 
identifies India and Malaysia as those with the most aggressive practices 
(Figure 12). Early detection of accounting manipulations is harder in Asia given 
varying accounting standards and limited disclosure norms. 

Good corporate governance is no guarantee against aggressive accounting 
practices. However, sustained fraud is generally only possible in the absence of 
a well-governed Board with appropriate independence, ethics and oversight. 
Ownership and management control issues are more prevalent in Asian 
companies where there are higher levels of insider ownership (over 50% in 
large cap companies in Philippines, Indonesia, India, China & Hong Kong). It is 
worth noting that the Korea chaebol structure results in significant control and 
cross-holdings. As the economic environment in Asia becomes more 
challenging it is possible that we will see levels of company suspensions 
increase over the next one to three years. 

 
FIGURE 11: COUNT OF COMPANIES SUSPENDED SINCE 2005 BY COUNTRY 
(based on APxJ companies with MC > USD500m)  
China performs worst by number 

FIGURE 12: RANK OF COUNTRIES BY ACCOUNTING PRACTICE 
India most exposed to future suspensions? 

 

Country 

% companies (by 
market cap) with 

aggressive 
accounting  

% companies (by 
number) with 

aggressive 
accounting  

India 52.2% 48.1%	

Malaysia 51.5% 32.0%	

South Korea 47.7% 26.6%	

Japan 44.3% 24.2%	

China 41.7% 28.9%	

Singapore 39.0% 16.7%	

Australia 35.2% 40.5%	

Taiwan 31.7% 26.1%	

Philippines 29.0% 33.3%	

Thailand 26.8% 22.7%	

New Zealand 25.3% 21.4%	

Indonesia 21.5% 21.3%	

Hong Kong 18.9% 25.8%	
 

Source: CLSA, Factset   Source: MSCI - AGR score (E&F) 
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SUMMARY | OCTOBER 2015 
RISK: MADNESS OR OTHERWISE 

“There is a very real danger that financial regulation will become a wolf in sheep's clothing.” 
Henry Paulson 

Outlook 
In our last house view we spoke of the Sirens luring the unwary to their doom 
and it appears that the Gods have wryly delivered on this prediction, from 
China’s bumpy descent to the Fed’s attempt at mimicking Rachel and Ross’s 
‘will they/won’t they’ through the medium of raising rates. 

For this quarter, our views on both increased volatility and regulatory errors 
remain unchanged as we believe these are going to be persistent themes. 
There are, however, some new concerns from the political universe which we 
will touch on first. 

“The problem is all inside your head she said to me 

The answer is easy if you take it logically 

I'd like to help you in your struggle to be free 

There must be fifty ways to leave your lover” ~ Paul Simon 

 
 

While Paul wasn’t talking about political constructs between and within nation 
states it seems that he hit the nail squarely on the head. For the first time since 
the end of the Second World War, Western Europe seems to be moving against 
the tide of coalescence and collective identity. It would be trite to suggest that 
therapy is needed but there does seem to be an underlying political discord 
which may well cause a great deal of uncertainty.  Catalonia, Scotland & BritExit 
are all rising up the risk spectrum and represent significant levels of political risk 
to the markets which is something that they have not been very good at pricing 
in the recent past. 
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FIGURE 13: GLOBAL MULTI-ASSET VOLATILITY INDICES 
Volatility has spiked across multiple asset classes 

 
 
Source: Bloomberg 
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The madness or otherwise of crowds 
While each of the situations on the surface is unrelated, they share some 
similarities and to some extent a fundamental irony. Both Catalonian and 
Scottish nationalists want to leave their national union while remaining in the 
larger union of Europe and the UK, or perhaps more specifically England, wants 
to leave the bigger union of the EU but convince Scotland to stay in the smaller 
national union of the UK. Success of any of these is likely to be a reinforcing 
event to the others and each, therefore, is a source of volatility for the markets. 
The recent Scottish referendum pointed to a blind spot in the market’s ability to 
price political risk accurately, or more specifically the ability of markets to 
incorporate what it considers to be financially irrational behaviour. Santa Claus 
might well be overladen this year with books for the good boys and girls of the 
City on behavioural finance!  

In the first half of the year we witnessed transient increases in both FX & equity 
volatility as some reoccurring issues, such as Greece, raised their heads again. 
The willingness of authorities to dampen such volatility has abated and their 
tolerance of investors’ losses seems to be increasing. 

While this can be seen as a positive, perhaps even the start of a return to a 
more ‘normal’ market environment, we believe that correlations between assets 
will change and probably not in a manner that can be captured when relying on 
recent historical data. Therefore, relying on signals from risk models without a 
sophisticated understanding of the message, or how it is generated, will lead 
many investors to incur unintended outcomes. 

FIGURE 14: US 10 YEAR SWAP SPREADS 
Cost of borrowing USD outside of the US is getting more and more expensive  

 

Source: Bloomberg 
 

 
 

Geopolitical 
events are 
elevating risk in 
Europe and  
the UK 

Authorities seem 
willing to act to 
dampen risk when 
necessary 



Aviva Investors House View, Q4 2015 
 

 
20 Aviva Investors October 2015 | This document is for professional clients and institutional/qualified investors only.    
 It is not to be distributed to or relied on by retail clients. 

Volatility 
 
“Looks like nothing's gonna change 

Everything still remains the same 

I can't do what ten people tell me to do 

So I guess I'll remain the same, listen”~ Otis Redding 

In particular we shall be thinking more about US rates and the uncertainty 
created by the Fed’s public engagement, likewise another quirk to attract more 
interest shall be the negative swap spreads in the market and what that means 
for risk. 

“See the thorn twist in your side 

I'll wait for you. 

Sleight of hand and twist of fate 

On a bed of nails she makes me wait” ~ Bono 

Financial markets from their earliest incarnation have suffered stresses and 
calamities, from the tulip bubble in the early 1600s to the GFC and Eurozone 
crises of recent years. Almost without fail, in the immediate aftermath a wave of 
proposed regulation sweeps over the markets with noble purpose but often 
limited understanding of the consequences. 

The combined impact of regulation on clients and financial professionals is 
going to transform the future of investment returns although not necessarily in a 
way that is greatly appreciated at present by most. Wise investors will need to 
consider new things and broaden beyond the traditional rationale for what 
makes an investment wise. 

Solvency II, Basle IV, AIMFD, UCITS V and a wave of competing and 
sometimes opposing regulatory requirements are starting to co-mingle and not 
always in a positive manner. Investors who can understand these dynamics are 
likely to enhance returns while those who can not attune will suffer. 
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ECONOMIC OUTLOOK | OCTOBER 2015 
US: FED GETS COLD FEET 

̶ Robust growth to continue, even if Q3 sees a minor setback 
̶ Low inflation is easy to explain and should rise steadily over next year or two 
̶ Divergence between manufacturing and the rest of the economy 

Summary 
Having prepared financial markets for the first rate rise in a decade, the Fed 
backed down at the last moment, citing international concerns and the low 
inflation outlook. Given subsequent market reaction, it may be regretting its 
timidity. Since the ‘no change’ decision Fed speakers have fallen over 
themselves to tell us that a rate rise should still be expected this year. Fed 
credibility would get another damaging dent if it tells us its worries were 
unfounded just a month later, so December now looks the plausible option if it is 
true to its word. The off-the-shelf excuse of year-end liquidity concerns could yet 
push it into 2016, but unless macro news is disastrous (home or away) or 
financial markets take an even bigger dive, the Fed will be keen to get over this 
first hurdle. 

If the Fed decision had been made solely on the basis of domestic conditions, it 
might have been more bold. GDP growth has been subdued by historical 
standards, especially given the severity of the earlier downturn, and has fallen 
victim to a number of downside shocks (fiscal cliff, debt downgrade, winter 
weather extremes). But as Figure 15 below shows, it has still been reasonably 
robust and there have been no lasting downturns. Stronger growth would be 
welcome, and may yet come, but it is also plausible that 2% to 2.5% is 
representative of the “new normal” in the US. It is noteworthy, for example, that 
average growth of just 2.2% since 2009 has been quite rapid enough to bring 
down the unemployment rate from 10.0% to 5.1%. The other notable feature 
about the economy recently has been the marked divergence between a 
buoyant service sector and a stagnating manufacturing sector. Services 
represent 70% of the economy so is far more important, while manufacturing is 
just 12%, but far more volatile. The downward path here is worrying, but not 
pivotal. 

FIGURE 15: WEAK PATCHES, BUT SOLID GROWTH OVERALL 
Averaged above 2% post crisis – poor by past standards 

 FIGURE 16: WIDE DIVERGENCE BETWEEN SECTORS 
Manufacturing far weaker than the rest of the economy  

 

 

 

Source: Thomson Reuters and Aviva Investors  Source: FactSet 
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Jumping at deflation shadows? 
Deflation or “low-flation” fears look exaggerated 
The Fed is understandably worried by low inflation and the threat of deflation. 
But the main reason for near-zero headline rates of inflation currently is well-
known. And it is the same across the world: the steep fall in the oil price. This 
effect has been compounded by weakness in food and commodity prices and 
pushed headline rates down to 0.2% (US), 0.1% (Euro area), 0.2% (Japan) and 
0.0% (UK). Common impact, same end-result. But core rates of inflation, which 
are defined differently in different countries, are markedly higher. The US “core” 
rate was 1.8% in August and has been stable at or about that pace for the last 
four years. The key point is that if oil prices now stabilise (at, say $40 to $50) as 
looks likely, then headline CPI inflation will automatically drift higher over the 
coming year by 1% point or so. 

In common with other Central Banks, the Fed has rightly stated that it will look 
through any effects it deems transient, such as the oil price. But in addition, 
core goods prices (ie, goods excluding food and energy) have been weak too. 
These make up 25% of the (core) CPI basket and, partly because of the strong 
dollar, they collectively had an annual inflation rate of -0.5% in August. Core 
services make up 34% of the basket and an inflation rate of 2.1% on the same 
comparison. Finally, for rents (a staggering 41% of the index), the inflation rate 
was 3.1%. Multiply these three together and you get to the 1.8% core inflation 
rate. 

What happens from here? Well, the strong dollar could easily help to push core 
goods inflation down further: perhaps as low as -1.5% in coming months. 
Services inflation largely reflects wage growth which is rising gently, while the 
strong housing market continues to push upward pressure on rents. Figures of 
2.75% and 3.5% respectively are assumed from here. That combination gives 
an overall rate of 2%. The point here is not that inflation trouble is brewing; 
rather that current trends are consistent with achieving the inflation target. This 
challenges the notion that deflation or “low-flation” is entrenched and may alter 
the appropriate policy stance of the Fed. Perhaps more importantly, goods price 
deflation can’t be relied on forever, while service and rental trends tend to 
persist until or unless the environment changes or is changed. 

 

 
FIGURE 17: HEADLINE INFLATION LOW, CORE STEADY 
Deflation and “low-flation” fears overdone 

 FIGURE 18: WAGE PRESSURES STILL SUBDUED FOR NOW 
Direction of travel clear, but pace still low  

 

 

 
Source: Thomson Reuters and Aviva Investors  Source: Thomson Reuters and Aviva Investors 
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Manufacturing is not the economy 
Most of the US economy is doing well 
Worries about slower growth are understandable. History has shown that the 
manufacturing sector exhibits far greater cyclicality and volatility, but also that 
where it goes, the rest of the economy has often followed. However, there is an 
important qualification here: all of the previous coordinated downturns 
(manufacturing and services) have been preceded by an extended period of 
rising interest rates. This has typically been the common cause of turning points 
for all sectors. That has not been the case recently, so there is arguably no 
need for the economy more widely to follow manufacturing lower. 

There have been periods in the past when the industrial sector has slowed, or 
picked up, for reasons unrelated to interest rates. These include inventory 
cycles, large moves in exchange rates, demand shocks elsewhere and supply-
side shocks, either global or local. The obvious candidates this time around are 
the dollar, China (and others) and the oil price collapse which has hugely 
effected the shale industry. In simple terms the oil industry employs very few 
people, but has enormous capital requirements: in the US, average capex per 
employee is $5,000 a year in retail, $18,000 in manufacturing but $1mn in oil. 
So if oil prices fall sharply, you can lay off a few people, but the main cost 
saving comes from cuts in investment. This has hit total capital spending in the 
US and the manufacturing sector which supplies much capital equipment. This 
process should now be largely complete. 

Other parts of the economy are faring much better. Housing is doing well, retail 
spending is strong, jobs are being created and unemployment is close to its 
natural rate. The recent slowdown in jobs growth is modest (and could easily 
get revised better), but wages are ticking up and incomes are rising steadily. 
The Fed has stated that it would like to see further labour market improvements 
before hiking. There seems every chance of such evidence emerging in coming 
months. 

 

 

 

FIGURE 19: WILL GDP FOLLOW MANUFACTURING LOWER? 
Shaded areas show period of rising interest rates 

 FIGURE 20: PAYROLLS GROWTH HAS SLOWED IN 2015 
Fed waiting for further improvements before hiking 
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EUROZONE: DOES THE RECOVERY HAVE ANOTHER GEAR? 

̶ Recovery ongoing, but unevenly spread and no longer accelerating 
̶ Labour market trends better overall, but still poor in some countries 
̶ Monetary trends are encouraging, providing the transmission mechanism still works 

Summary 
Three months ago, attention in the Euro area was focussed almost entirely on 
events in Greece. There are still many legitimate concerns there, primarily 
relating to debt sustainability. Some form of debt forgiveness, burden-sharing or 
restructuring seems inevitable – the numbers simply don’t work otherwise. But 
for now there is a general acceptance that Greece will remain part of the 
Eurozone for a while yet. Meanwhile, the country is almost certainly heading 
back to recession. For the area overall, the recovery has continued at a modest 
pace – but in the Eurozone, that is a good result: GDP has grown by 1.5% over 
the last year. Compared with recent history, investment (including stock-
building) has been the weakest part of demand, but consumer spending has 
also lagged. Exports have punched slightly above their weight, primarily 
because of Germany. 

Much has been made of the improved contribution of consumer spending in 
recent quarters. While increases in such spending are welcome – and overdue 
– they need to be regarded in context: since the end of the financial crisis, retail 
sales have grown by just 1% across the Eurozone, or by less than 0.2% a year. 
Contrast this with the US (or the UK) where the average pace of increase has 
been closer to 3%. Former ECB president Trichet used to refer to the Eurozone 
growth “rocket” having three stages: first exports picked up and then business 
investment followed. Finally, higher employment boosted incomes and led to 
stronger consumer spending. In this recovery, the first and second stages of the 
rocket have been disappointing, while the third has fired only recently and has 
yet to impress. This is not to deny that economic revival may now be 
happening, but it seems sensible to be cautious, especially as world trade 
growth, on which the Euro area has frequently relied, has been so poor. 

 

 

FIGURE 21: SUB-PAR RECOVERY, AS ELSEWHERE 
All demand components weaker, except exports 

 FIGURE 22: NOT THE MOST NATURAL OF SPENDERS 
Consumer spending is rising again, but only modestly 

 

 

 

Source: Eurostat, FactSet  Source: FactSet 
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Labour markets and investment still pivotal  
Jobs recovery needs to pick up pace in 2016 and beyond 
As we stated in July, the Eurozone recovery needs to see stronger employment 
growth and an acceleration in investment spending. Although neither has been 
totally absent since then, both have been disappointing. A net new 1.2mn jobs 
have been generated over the past year which is encouraging. But this came 
after a loss of 6.5mn during the global financial crisis and the Euro area’s own 
sovereign debt troubles combined. And out of a labour force of almost 160mn, 
that is still quite a slow pace of growth – comfortably lower than 1%. It has been 
sufficient to help household disposable incomes grow again, but not especially 
quickly. Eurozone households are notorious savers, so there is a reluctance to 
use borrowing to finance expenditures, especially after the experience of the 
last ten years. With inflation low for now, real spending increases have been 
possible. But if inflation now rises a little from here, as we expect and as the 
ECB wants, sustained further consumer spending increases will need stronger 
employment gains. 

The flip-side of this is declines in unemployment. Here the news is even more 
mixed. The overall rate has dropped to 11.0% from a peak of 12.1% in March 
2013. That fall has taken 2½ years and if that pace is maintained – and it shows 
no sign of picking up – then it will take another decade for it to reach a level that 
might be deemed satisfactory of around 7% to 8%. Labour market reforms 
should pay off over the longer run, but experience elsewhere has shown two 
features: first unemployment often stays high or drifts up initially (does this help 
explain why unemployment has stayed high in Italy and France?); secondly, the 
benefits of more efficient labour markets take many years to have a sustained 
impact. 

Investment spending has been especially disappointing during this modest 
economic revival. Aggregate fixed capital formation in Q2 2015 of €485bn is still 
well below the previous peak of €573bn in 2008. Admittedly, that total was 
inflated by excessive construction activity in Spain and elsewhere. But even 
allowing for that, the absence of expansionary animal spirits among businesses 
is palpable. Investment fell again in Q2 and surveys do not signal any imminent 
recovery, even with such low interest rates. 

 

FIGURE 23: HOUSEHOLD INCOMES RISING VERY GENTLY 
Further job gains needed to support higher spending 

 FIGURE 24: MIXED PICTURE ON UNEMPLOYMENT 
Rates still high outside Germany and falling only slowly 
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Encouraging monetary trends 
Monetary policy is still ultra-loose 
If money growth truly is a driver of economic growth, then the outlook for the 
Eurozone, or at least large parts of it, may be brighter than some of the 
gloomier pundits suggest. Both M1 and M3 were already picking up before the 
ECB began QE in March of this year. But that introduction has almost certainly 
boosted both. Theory argues that it should be the broader measure of money – 
M3 – that should have the better leading indicator properties. The basic idea is 
that money is created, usually by the standard banking multiplier (every loan 
creating a matching deposit – money in other words) which then circulates in 
the economy, but more recently by direct Central Bank action (QE). As 
economic agents find “excess money” on their balance sheets, they change 
their spending decisions to try and address this. But as the stock of money is 
fixed, more or less, such actions lead to changes in activity (GDP growth) and 
prices (inflation, both of assets and goods and services). 

In practice, although both are used as leading indicators, it has been M1 that 
has provided the better guide for growth in the Eurozone as the first chart below 
shows. The relationship is not precise, but if it has value at all, then prospects 
look good. Of course one worry here is that the preponderance of precautionary 
saving attitudes among firms and households in the Euro area might mean that 
these additional money balances are simply willingly held rather than working 
their growth magic by persuading people to spend more (in an attempt to 
reduce them). Time will tell. 

The QE programme is expected to last until at least September 2016, but it 
could easily be extended if the ECB deems it necessary. However, eventually 
the economy will need to function without such monetary life support. Low 
interest rates should help. Interest rates for the crucial small and medium-sized 
business sectors spiked higher in the global financial crisis and again in 
2011/12. But they are now touching new lows which should encourage credit 
and money growth. 

 

 

FIGURE 25: MONEY GROWTH PICKING UP NICELY 
M1 in particular is booming – will GDP follow? 

 FIGURE 26: MONEY GROWTH PICKING UP NICELY 
M1 in particular is booming – will GDP follow? 
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UK: OVERLY RELIANT ON CONSUMERS? 

̶ Growth has moderated slightly, but recovery remains on track 
̶ Recent monetary trends have been encouraging for the growth outlook 
̶ We are probably at the inflation trough – gently higher from here 

Summary 
Robust growth has continued in the UK recently, albeit with some signs of 
cyclical moderation in a couple of areas. Despite this, the Bank of England is 
right to be considering the timing of the first interest rate rise. There is no great 
rush as inflationary pressures are modest, but it would be complacent not to 
look at the options, especially with growing evidence that the labour market is 
tightening significantly. GDP has risen by 2.4% over the last year, a modest 
slowdown that may continue in Q3, dragged down by weaknesses in the 
manufacturing and construction sectors. The latter in particular should be 
temporary, as sentiment among construction companies – house-builders and 
others – remains upbeat. Growth has actually been reasonably well-balanced 
with the exception of the volatile stock-building component, but there has been 
a slightly unhealthy reliance on the consumer, where real incomes have been 
boosted noticeably by very low inflation. 

Looking ahead, although inflation is expected to drift slowly higher, the stronger 
labour market will continue to support incomes, allowing consumption to rise 
without the savings ratio falling further into worryingly low territory. Broad 
stability in the housing market is also helping to maintain consumer sentiment at 
or close to cyclical highs. But, as has been the case for the last couple of years, 
what is really required now is a rebalancing towards investment and exports. 
Mainstream corporate balance sheets are in excellent financial health, so it is 
only really Keynesian “animal spirits” that are holding back expenditures. The 
longer the recovery goes on, the more chance of uncertainties fading. Export 
sentiment is still solid and better growth in parts of Europe should help. Finally, 
a modest – but not growth-threatening – fiscal squeeze will continue. 

 

 

FIGURE 27: UK GROWTH HAS SLOWED MODESTLY 
Trend growth is probably close to 2% 

 FIGURE 28: CONSUMER HAS BEEN THE MAIN DRIVER 
Lower stock-building has detracted from growth 
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Supportive monetary trends 
Buoyant liquidity in the corporate sector 
“Quantitative easing” or QE is a phrase that is invoked many times as a 
panacea for several economic ills. But what does it actually mean? It is simpler 
than you might think. The “quantity” is the amount of money in circulation; 
“easing” means attempting to increase that quantity. Printing money is an 
emotive phrase; creating money is probably a better one. Although there are 
great differences of opinion on the relative merits of fiscal and monetary policy, 
especially in academic circles, no-one is suggesting that either is useless – both 
are surely relevant. As the first chart below shows, money growth collapsed in 
the global financial crisis. The measure shown here is M4 excluding other 
intermediate financial corporations, or M4ex. Basically, it is the aggregate of all 
meaningful bank deposits in an economy (excluding only those of strange off 
balance sheet vehicles that proliferated for a while). 

QE from the Bank of England created an additional £375bn of bank deposits in 
the UK in two main slugs – it was extended in 2011, when the money stock 
started to fall again. Whether it was the right thing to do is still a matter of some 
conjecture, but what is undeniable is a long-run relationship between money 
and national income or GDP. Those of a monetarist persuasion could argue that 
pre-crisis money growth was “too high” (of the order of 12% or more), that its 
collapse made the recession worse than it might have been and that QE helped 
restore a positive rate of increase. 

The current underlying pace of about 4% is a little on the low side – banks are 
still undergoing a healing process and lending growth is modest (the “usual” 
way that money is created is by bank loans). But 4% is roughly in line with 
nominal GDP growth of the same magnitude: 2% real growth and 2% inflation. 
More fundamentally, mainstream corporate deposits are booming – those of 
private, non-financial corporations are growing at 10%+ a year. With borrowing 
by the companies very low, the corporate liquidity ratio (deposits/loans) is at all-
time highs, as the second chart below shows. Perhaps the recent strength is a 
little misleading, reflecting as it does a new, more prudent attitude to borrowing 
and debt. But healthy company balance sheets have preceded or been 
associated with strongly-growing economies. 

 

 
FIGURE 29: MONEY GROWTH SUPPORTING FURTHER EXPANSION 
Stability in monetary trends is very welcome 

 FIGURE 30: CORPORATE LIQUIDITY NEVER STRONGER 
Corporate balance sheets are awash with cash 
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Are we at the inflation trough? 
Inflationary over-heating unlikely, but it will move higher from here 
CPI inflation has hovered between -0.1% and +0.1% since February and is not 
about to soar uncontrollably higher. At such low rates – and the number is 
similar in the US, the Euro area and Japan – the deflationary threat is obviously 
one that Central Banks should take seriously. Although there are 
understandable worries about very low inflation, the main explanations for 
present subdued readings have been well-documented: the collapse in oil 
prices, along with weak food and commodity prices. There are, in addition, 
some fears that inflation more fundamentally is weak and likely to remain so. 
These last concerns look overstated to us, although their very existence is 
reason enough for policy makers to tread carefully. Yes, underlying inflation is 
low, but unless oil prices dip to $20 (and we see equivalent moves for food, 
metals and the like) then headline inflation rates will push higher from here. 

The oil price fell most rapidly between September 2014 and January this year 
(from $95 to $45). It is currently just under $50, so if it stays about there in 
coming months, then almost 1% point will be mechanically added to headline 
inflation by the time of the February Inflation Report from the Bank of England. 
That may not be enough to push the doves into voting for higher rates, but it 
should at least help to allay some of the more extreme deflationary concerns. If, 
in addition, food and other commodities merely stabilise, it is not too hard to 
envision a scenario where inflation even pushes up towards the 2% targets that 
are common across the globe. 

The more interesting, or at least fundamental, inflation story is probably in the 
labour market. After an extended period in the doldrums, wages are on the rise 
again in the UK. Nominal wage inflation is currently running at about 3%, but 
this was close to zero just a year ago. With inflation subdued for now, real wage 
growth has also pushed higher too, to the extent that it has matched productivity 
growth for the first time since 2008/9. This is a development which the Bank of 
England has told us had to happen before it considered raising interest rates. 

 

 

 
FIGURE 31: UNUSUAL STATE OF AFFAIRS 
Headline inflation is normally above core, not below 

 FIGURE 32: REAL WAGES AND PRODUCTIVITY 
Restoration of old relationship after six years 
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JAPAN: PRESSURE GROWING FOR BOJ TO ACT AGAIN 

̶ Declines in industrial production raise the risk that Japan sees a Q3 technical recession  
̶ Progress on inflation and wage growth to remain lacklustre in the absence of fundamental shifts 
̶ Reluctance to ramp up QE down to difficulty in weakening the yen further; we still expect the BoJ 

to act 

Summary  
Unprecedented monetary stimulus by the Bank of Japan is proving quite 
ineffectual in generating business-cycle driven inflation and raising output, 
wages and consumption growth. Industrial production declined for a second 
month running in August, raising the likelihood that the economy has yet 
another technical recession in the third quarter, given the tight correlation 
between industrial production and GDP. The slowdown in China is an important 
ingredient of the Japan slowdown story as some 20% of Japanese exports go to 
China where import growth has been significantly and persistently negative in 
recent months. 

Figure 33 shows that currency weakness of recent years has not proved nearly 
enough to revive export growth which remains well below the highs of the 
previous five years. Just as for most exporting nations, this is a result of 
deficient global aggregate demand. So, while the yen may screen as extremely 
cheap on fundamental valuation metrics, the Bank of Japan may simply feel 
forced to go down the route of further currency devaluation through even more 
quantitative and qualitative easing (QQE). 

Moreover, Figure 34 shows that weakness isn’t confined to the external sector. 
Consumer demand indicators such as retail sales have begun faltering given 
the lack of any meaningful wage growth. If anything, nominal cash earnings 
growth has remained on a declining trend, with real cash earnings only 
modestly diverging given the decline in inflation in recent months. Most of the 
stimulus of recent years has boosted corporate cash balances rather than wage 
growth, which remains the fundamental drawback of the current policy 
framework. Until structural changes are implemented to boost wages and 
consumer spending, the BoJ will have to elect to further debase the currency 
through more QE in order to boost inflation. 

 

FIGURE 33: EXPORTS FLAT-LINING DESPITE YEN WEAKNESS 
J-curve effect of currency weakness remains missing 

 

 FIGURE 34: DOMESTIC DEMAND PICTURE LOOKING BLEAK TOO 
Wage growth has failed to pick up in recent months 
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Pressure to act from domestic and international forces  
Another recession could raise the stakes for the BoJ 
The Abenomics policy framework has relied heavily on QE-induced yen 
weakness to pull Japan out of deflation. As Figure 35 demonstrates, this 
produced the intended effect during the initial stages of BoJ QE. However, since 
the second half of 2014, CPI inflation net of consumption tax hikes and food 
prices has been on a path of sustained decline. It’s important to note that this 
measure of Japanese “core” inflation includes energy prices and therefore isn’t 
really a true core measure. It has been heavily influenced by the spectacular 
decline in energy prices over the last 18 months. Hence, this inflation measure 
should pick up once the base effects of the oil price collapse drop out during 
early 2016.  

However, economic slowdown induced disinflation is a totally different matter. 
Activity indicators described on the previous page suggest that the economy is 
not generating much in the way of demand driven inflation. This is where the 
bigger problem for the BoJ lies and what might force it to act eventually some 
time during the final weeks of 2015. While so far it has elected to blame the 
most recent slowdown on EM, markets may not see this as enough if the 
Japanese economy continues to slow and delivers a recession in Q3. 

Figure 36 shows how the BoJ’s balance sheet expansion is of unprecedented 
proportions already, while yen valuations are looking historically cheap (relative 
to the horizontal blue line on the chart which marks the 20-year average level in 
the real effective exchange rate). This picture captures one part of the 
explanation for why the BoJ hasn’t already acted to boost QE further. Another 
dimension is the fact that while a ramp-up of QE can generate yen weakness, it 
can also be quite disproportionately punitive for SMEs and consumers. Hence, 
for the BoJ, the decision of whether and when to pull the trigger on more QE will 
entirely be determined by the tolerance for near term economic weakness and 
deflation and persuading markets to believe that it remains committed as ever 
to achieving its 2% inflation target. 

 

 
 

FIGURE 35: INFLATION OFF AGAIN THANKS TO ENERGY PRICES  
Boost from currency weakness proved short lived 

 FIGURE 36: BOJ MIGHT TEST LIMITS OF BALANCE-SHEET POLICY 
Further yen weakness difficult given valuations 
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CHINA: Q4 SHOULD BRING EVIDENCE OF STABILISATION 

̶ Growth moderation continues as market volatility has focused attention; Q4 to look better 
̶ CNY to be more volatile with the policy shift towards a more market-determined exchange rate  
̶ Focus on reform and rebalancing key to achieving sustained growth with stimulus measures 

Growth in China has moderated further and capital outflows have continued 
with August seeing the largest drop in FX reserves for any month on record 
after the unexpected weakening of the yuan against the dollar in August. While 
the authorities have moved to quell speculation about sustained CNY weakness 
(via verbal, policy and direct FX interventions), there is wide expectation that the 
August move will not be the last one. Going forward, we see greater yuan 
volatility within a wider band as the FX policy evolves further from the August 
reforms that anchor the USDCNY fix to the previous day’s close and market 
demand-supply dynamics. This move towards greater transparency and 
flexibility is also consistent with the authorities’ objective of achieving SDR 
inclusion, a decision on which is due in November.   

In terms of the direction of CNY, further depreciation may be both necessary 
and desirable, even though for now the authorities are unlikely to allow very 
significant weakness. Sizeable capital outflows in recent months are a strong 
reason for the currency to fall. But, more fundamentally, with the current 
account surplus down from around 10% in 2007 to a little over 2%, there is little 
basis for CNY to go on appreciating, especially since in real-effective terms it’s 
trading at very expensive levels, which is restrictive for an economy that needs 
stimulus (see Figure 37 below).   

Further monetary easing may be necessary given the still high real costs of 
funding in the economy despite the easing measures of recent months (see 
Figure 38). Along with monetary policy, fiscal policy is likely to have to play a 
greater role in supporting growth, although the rampant debt build-up since 
2009 and the structural rebalancing objectives will prevent a 2008-style stimulus 
programme. Fiscal measures will have to be more targeted. We see growth 
rebound in Q4 on the back of the fiscal measures announced in recent weeks. 
The single biggest risk to our view is policy error. 

 

FIGURE 37: THERE’S A FUNDAMENTAL CASE FOR THE YUAN TO WEAKEN 
Yuan REER valuations and China’s current account to GDP 

 FIGURE 38: EASIER REAL BORROWING COSTS MAY BE REQUIRED  
Real rates much higher than previous high-risk episodes 
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Cycle slowing as gradual rebalancing continues 
Stimulus measures to stabilise growth in Q4  
We expect Q3 GDP growth in the 6-6.5% range. Several headline indicators 
have continued to soften in recent months. Over 2015, industrial production (IP) 
and fixed-asset investment (FAI) growth have averaged 6.5% and 12.3% 
respectively compared to the previous five years’ average rates of 11.4% and 
21.8% respectively. Similarly, export and import growth (in value terms) have 
continued to decline. 

While retail sales growth has declined too, it has held up better than both IP and 
FAI, reflecting the resilience of the labour market despite the slowdown in the 
industrial sector. Also, in volume terms, exports and imports look better, 
suggesting that part of the slowdown in headline trade data (especially in 
imports) is down to the ongoing global disinflation. Moreover, studies have 
shown that import weakness is evidence of rebalancing since Chinese 
consumption is less import intensive than investment. There is also evidence of 
economy-wide import substitution in recent years. Meanwhile, the service sector 
has continued to expand and gain in importance as a source of employment. 
Services now account for about half of the economy. 

Going forward, we expect to see more meaningful responses to the policy-
easing measures during 2015, which include: (1) cuts in the 1-year lending rate 
totalling 100bp, (2) easing of bank reserve requirements to the tune of 200bp 
and (3) a modest devaluation of the yuan (3%) which may not be the last such 
measure over the next 12-18 months. Further monetary easing is clearly 
required along with fiscal measures in order to achieve a stabilisation in key 
cyclical indicators. In this respect, recent steps include new infrastructure 
projects, new investment in power distribution networks and more investment in 
affordable housing as new starts and completions rebound. If these measures 
are taken to their logical conclusion, then we should see at least a cyclical 
recovery in fixed-asset investment growth and industrial production during Q4, 
even though from a structural-adjustment perspective, further moderation in FAI 
growth is clearly desirable. 

 

 

 
FIGURE 39: KEY MACRO INDICATORS CONTINUE TO MODERATE 
Slowdown in FAI and industrial output more pronounced 

 FIGURE 40: IMPORT VOLUMES GROWTH FALLING LESS THAN VALUES 
Softening imports growth is related to rebalancing 
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New developments have brought new uncertainties 
Market volatility, capital outflows and the yuan 
Much of Q3 has been characterised by the Chinese authorities’ determined 
efforts to tame market volatility, especially the slew of measures to support the 
stock market which has failed to find any meaningful turnaround since the crash 
in June and has only begun to stabilise now. The measures taken so far include 
easing of rules on margin trading, restrictions on sales of stock holdings and, 
above all, direct purchases in the stock market. From a macroeconomic 
perspective, the stock market is unlikely to be a source of sustained instability, 
given the modest share of households’ wealth invested in equities. However, it’s 
an important part of the authorities’ focus primarily in terms of moving away 
from loan to equity financing, but also secondarily creating alternative avenues 
to real estate for households to invest their savings. 

The bigger dynamic focusing investor attention is the ongoing capital outflows 
which have accelerated since the 11th August move in USDCNY. While the 
~3% move is negligible in relation to moves in other EM currencies, relative to 
the yuan’s own history, it’s the largest move in more than two decades. Also, to 
get a sense of the mark-to-market impact for aggregate positions, we note that 
by Q1 2015, dollar borrowing stood at USD125bn and USD300bn  for India and 
Brazil respectively, but at USD1.1trn for China (on BIS estimates). On a 
simplistic but instructive comparison, a 3% move in USDCNY would be 
equivalent to a nearly 30% move in USDINR in terms of the impact on 
aggregate cross-border positioning. USDINR is the relevant comparison 
because like China, India too has a relatively closed capital account. Much of 
this USD 1.1trn dollar borrowing has come since 2008 when it stood at a mere 
USD 200bn and is part of the short USDCNY carry trade that benefitted from 
the higher rates in China and the belief that yuan appreciation was a long-term 
one-way bet. With the USD rising on Fed hike expectations and China cutting 
policy rates (with more cuts probable), the rationale for the carry trade does not 
exist anymore. China’s FX reserves have declined by nearly USD500bn over 
the previous 12 months. It’s hard to see the currency not adjusting lower to 
capital outflows. However, we expect the authorities to avoid a disorderly 
unwind and there is evidence that the measures taken during August are 
working as the decline in FX reserves during September was significantly lower. 

 

FIGURE 41: STOCK MARKET HAS FAILED TO REBOUND 
China developments have affected global risk sentiment   

 FIGURE 42: DEVALUATION IS A NECESSARY ADJUSTMENT 
Reserves have declined by nearly USD500bn from the highs 
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Looking ahead 
Growth should stabilise but policy mistake risks remain 
As observed above, targeted fiscal measures announced in recent weeks are 
likely to stabilise growth during Q4. The central risk to our outlook is a policy 
mistake. Here, we would highlight two areas where we believe policy measures 
will have be very carefully calibrated: 

(1) Labour market: Labour market resilience during the recent months of 
slowdown has not only kept consumer spending buoyant, but also 
prevented the sort of social-cohesion risks that have been seen as a much 
larger issue for the Chinese authorites. Numerous initiatives to support 
employment have been announced including providing training to workers 
returning from cities to help them transition into new industries and 
providing unemployment insurance subidies to corporates who have 
avoided mass lay-offs. The risk here is that the impact of industrial 
slowdown on employment gets bigger than the government is prepared for, 
as the labour market usually responds to headline activity indicators with a 
lag. Service-sector job creation should mitigate the effects of industrial 
slowdown, but given the size and scale of industrial employment, the scope 
for policy error remains non-negligible. Especially, if the labour market 
deteriorated markedly, then that would raise the risk that the authorities 
resort to pump-priming the economy which would make the existing local-
authority debt problem even worse.  

(2) Capital account liberalisation: Capital account liberalisation is another 
area where policy-error risks could be high. In the coming months, the 
SDR-inclusion decision in November is quite important. We expect China 
to be included in SDR, following which the adjustment lower in the yuan 
from fundamentally expensive levels will probably be very gentle and tightly 
managed. But, if China is denied entry into SDR (of which we see a very 
low probability), then there is a risk of a large devaluation which could 
potentially be very destabilising insofar as it would lead to further capital 
outflows. 
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AUSTRALIA: DIFFERENT POLICY RESPONSE REQUIRED 

̶ Consumer demand, job market and housing market staying the hand of RBA  
̶ But collapse in investment warrants further policy easing despite housing market froth 
̶ Macroprudential measures and further currency weakness likely to be part of the required  

policy mix 

Summary  
Despite the sharp slowdown in its largest trading partner, China, Australia has 
performed reasonably well in recent months thanks to the ongoing recovery in 
consumer demand and the so-far healthy job market. As Figure 43 shows, 
consumer-demand indicators such as retail sales have held up quite well. In 
fact, volume indicators such as new motor sales show pretty healthy growth in 
consumer demand in the face of falling global prices. In addition to policy easing 
earlier in the year by the RBA, the robust health of the housing market and 
sustained employment gains have helped this upward momentum. Figure 44 
shows the trend in employment gain has been strong even though wage growth 
has remained quite subdued, though the lagged effect of job gains on wages is 
likely to follow too.   

These developments provide part of the justification why the RBA has refrained 
from cutting the cash rate further despite a sharp pick-up in China-induced 
volatility and the associated decline in commodity, especially industrial-metal 
prices deteriorating Australia’s terms of trade even further. However, the major 
deterrent for the RBA has been the froth in the housing market especially in 
Melbourne and Sydney. Also, the central bank has scaled back its efforts to 
verbally weaken the Australian dollar, relying instead on rate hikes by the 
Federal Reserve to weaken the Aussie dollar.     

We believe that housing-market froth will eventually be insufficient to deter the 
RBA from cutting the cash rate below the current 2%. The relentless decline in 
investment and the high economic indebtedness levels will require a lower real 
cost of funding in the economy. Moreover, the impact of the Chinese slowdown 
on Australian GDP still lies ahead. Weaker GDP growth prints are likely to lead 
to a change in the policy language. Structurally, escape from the persisting 
Dutch disease symptoms will require the Aussie dollar to trade at fundamentally 
cheap levels. It is still expensive. 

 
FIGURE 43: CONSUMER DEMAND HAS PICKED UP THIS YEAR 
Smoothed trends in demand indicators are higher 

 FIGURE 44: JOB MARKET HAS ALSO REMAINED IN DECENT HEALTH 
Doubts, however, remain about wage inflation on jobs growth 
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Investment decline maintains case for policy easing  
Macroprudential measures likely to play bigger role for housing market 
As we discuss in the China section, the recent targeted fiscal measures by the 
Chinese authorities are likely to lead to a bounce-back in high-frequency 
Chinese cyclical measures. That should be a favourable tail-wind for Australia 
through the terms-of-trade channel. However, the longer-term structural 
prognosis remains unchanged. Figure 45 shows that capital expendiutre in the 
economy has been on a declining trend in both mining and manufacturing. 
While manufacturing decline has been ongoing for a decade, it is the decline in 
the mining capital expenditure since 2011 that is of the biggest consequence 
given its magnitude relative to the rest of the economy. Hence, the case for 
policy rate cuts by the RBA will remain in place for several quarters. Also, as 
Figure 45 shows, while the Aussie dollar is no more extremely expensive as it 
was before the 2008 credit crisis and then during the QE years, it is not 
especially cheap and will have to cheapen much further before it can become a 
source of stimulus for the economy and help revive manufacturing and other 
high value-added export sectors.    

The biggest hurdle that the central bank faces in cutting rates is the exceptional 
strength of the housing market.  Australia has had the highest growth of non-
financial credit for any major economy over the previous 15 years or so, as 
seen in BIS data in Figure 46 below. Since the 2008 financial crisis, while non-
finanical debt growth has declined or stabilised in most major economies, in 
Australia it has continued unabated, thanks to the extraordinary Chinese 
stimulus programme in 2008 and its impact on commodity prices which 
encouraged capital inflows into Australia and fuelled the domestic housing 
bubble. We believe that rather than be deterred by the housing market, the 
central bank will increasingly have to rely on more robust macroprudential 
measures to tame credit growth and mitigate housing market froth. Ultimately, 
the requirements of stabilising the economic cycle will take precedence over the 
legitimate financial-stability concerns on account of the overheated housing 
market. Easier policy will also be required for several years in order to assist 
with the inevitable eventual deleveraging which come as the debt cycle turns. 

 

 
FIGURE 45: CAPITAL SPENDING CONTINUES TO SLOW  
AUD not rich now, but needs to trade significantly cheap 

 FIGURE 46: NON-FINANCIAL CREDIT PUSHBACK TO POLICY EASING   
But macroprudential measures likely to be resorted to 
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CANADA: GROWTH RESUMED AFTER A WEAK FIRST HALF 

̶ Growth has resumed following a contraction in H1 
̶ Job creation and strong income growth supporting domestically orientated sectors 
̶ Weaker currency and resurgent US demand providing a lift to Canadian exporters 

Summary 
The Canadian economy contracted in the first half of this year, mainly due to a 
sharper than expected investment spending adjustment and a swing in 
inventories. GDP fell 0.5% in Q2 with investment spending contracting another 
6%. Looking forward, the macro picture is brighter. The strong rebound in June 
and July puts the economy back on track to return to growth going forward. 
Economic activity has picked up with monthly GDP growing 0.4% and 0.3% in 
June and July respectively, providing more evidence that the worst might be 
behind us. Domestically oriented sectors have remained resilient. Private 
consumption increases have been at a healthy pace, growing 2.3% and net 
exports finally started to contribute to growth after disappointing for so long. 

Financial conditions remain accommodative. The Bank of Canada remained on 
hold since the last rate cut in July but did not close the door on additional 
stimulus if it was deemed necessary. Given the high levels of household debt 
and an overvalued housing market, the Canadian Central Bank will, rightly, be 
reluctant to reduce rates further. The fortunes of the Canadian dollar are, as 
always, inextricably linked to the path of the oil price. Oil prices seem to have 
found a base and have traded sideways in recent months. If they continue to 
stabilise at the current lower level (c. $50), we expect the Canadian currency to 
stay “cheap” for longer. Monetary conditions are set to remain stimulative and 
exchange-rate sensitive sectors will gain momentum and support growth.   

 

 

 

 

FIGURE 47: CANADA GDP DECOMPOSITION 
Consumer spending grew at a solid 2.3% pace 

 FIGURE 48: CAD REAL EFFECTIVE EXCHANGE RATE 
Weaker CAD will support exchange-rate sensitive sectors 
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Lower borrowing costs, weaker currency and stronger US demand 
Economic growth will gradually recover  
In the last house view document we highlighted that lower interest rates and a 
weaker currency will probably help support growth in the second half of the year 
and ensure that inflation returns towards the central bank target of 2%. Since 
then, inflation seems to have bottomed. Headline CPI picked up to 1.3% and 
has moved back above the lower band of the BoC’s range. The significant 
depreciation of the Canadian dollar has made imported goods more expensive 
adding upward pressure on core inflation which is still running at a 2.1% pace. 
According to the central bank, underlying inflation is still running between 1.5 
and 1.7% with the currency pass-through raising core inflation by about 0.4 to 
0.6%. 

Lower borrowing costs combined with positive job creation will continue to 
provide support to Canadian households. The labour market remains in 
expansion mode thanks to gains in the services sector which has more than 
offset declines in the goods sector. Services-producing industries have created 
over 20K jobs per month on average so far this year and full-time employment 
continued to rise at a steady pace. Despite constant job creation, the 
unemployment rate ticked up slightly to 7% as more Canadians entered the 
labor force reflecting improved confidence. Furthermore, wage inflation is 
growing around 3% in nominal terms which is supportive for consumer 
sentiment and its ablity to spend. Against this backdrop, private spending will 
remain the main engine of growth going forward. 

The benefits of a weaker currency and stronger US demand are becoming more 
apparent as well. After a disappointing first half of the year, non-energy exports 
in volume have finally picked up and recovered the declines recorded since the 
beginning of the year. This is mainly driven by stronger demand for Canadian 
consumer goods, vehicles and forestry exports mainly from the US, its major 
trading partner. (75% of Canadian exports go to the US; China is a distant 
second at 4%.) 

 

 

 

FIGURE 49: SOME BENEFIT FROM WEAKER CURRENCY 
Canadian dollar & net export volumes 

 FIGURE 50: SERVICES SECTOR REMAINS RESILIENT 
Services share of total employment at an all-time high 
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AXJ: POLICY TRACTION LIMITED AMIDST GLOBAL SHOCKS 

̶ AXJ stuck in low gear with China slowdown weighing on the economic outlook 
̶ Public infrastructure investment initiatives hold the promise of reviving growth 
̶ Currencies may have to play a bigger role in providing stimulus 

Summary 
 
The ongoing growth moderation in China is probably the most significant drag 
on the economic performance of the Asia-ex Japan region. For the North Asian 
economies such as South Korea and especially Taiwan, the impact is likely to 
be particularly severe given the size of their trade relationships with China. 
More generally, the macro dynamics across much of ex-Japan Asia exhibit 
some similarities. Many of these economies have external surpluses that have 
widened further in recent months. However, far from being a sign of economic 
strength, these surpluses are symptomatic of a persistent economic malaise – 
export performance has been poor, but import growth has been poorer still. So 
the rising trade surpluses represent weak external and even weaker domestic 
demand in several of AXJ economies. While common factors such as weak 
global aggregate demand on account of the China slowdown help explain the 
poor export performance, poor imports performance is related to weaker 
domestic demand owing to idiosyncratic factors, such as high household debt in 
Korea or high political risk in Thailand. 

In this environment, the scope for monetary policy to deliver is somewhat limited 
since factors beyond central bankers’ control are largely at play. It’s important to 
note that many of these economies including Singapore, Korea, Thailand and 
Indonesia still have fundamentally expensive currencies, so further policy 
easing should generate rewards at the margin as currency valuations normalise 
and become stimulative. As in the case of China, targeted fiscal policy 
measures are likely to be more fruitful in stabilising near-term growth 
performance. In this context, the impact of infrastructure projects in Indonesia, 
Thailand and the Philippines are important. Specific targeted measures, along 
with currency weakness, are likely to be the essential ingredient of the policy 
response required to shore up the exceptionally weak cycles that some of these 
economies are currently experiencing. 

FIGURE 51: MUCH OF ASIA REMAINS STUCK IN LOW GEAR 
Outside of India, activity remains lacklustre 

 FIGURE 52: WIDENING TRADE BALANCES HIDE A MALAISE 
Imports are declining faster than exports 
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In search of stimulus that works 
Targeted measures and currency weakness part of the answer 
The investment share of GDP in many developing Asia ex-Japan economies 
has not meaningfully diverged its multi-year average. It remains exceptionally 
depressed for the Philippines, has dropped for Thailand and can do with a 
meaningful pick-up in almost every low-to-middle income economy in the region 
(Figure 53 provides a cross-sectional comparison for a selection of economies). 
While private investment spending remains constrained, there is a case for 
state investment spending in several economies such as India, the Philippines, 
Thailand and Indonesia. There is empirical evidence that state infrastructure 
investment is a boost to private investment in emerging markets, raising the 
overall rates of investment. In this context, it is of interest that the Indonesian 
government has more than doubled the budget for infrastructure spending while 
the Philippines government has laid out plans to sizeably ramp up capital 
expenditure over the next two years (from 4.4% to 6.2% of GDP). Electric power 
consumption levels in both economies are way below levels associated with 
middle-income economies. Also, ports are in significant need of upgrade. Given 
the two have among the lower public investment rates relative to GDP, the 
scope for a catch-up to regional averages and the wider economic spillovers 
remains significant. 

In addition to targeted fiscal spending that helps investment rates climb up, 
currencies will probably have to play an important role in generating further 
stimulus at the margin, given the strong export orientation of many of these 
economies and the competitive-devaluation pressure they must feel from the 
large shifts lower in the euro and especially the yen in recent months. As Figure 
54 demonstrates, despite the weakness in trade-weighted terms over 2015, 
Asian currencies except TWD and INR do not look especially cheap and some 
such as SGD, THB and IDR are quite expensive. The combination of poor 
exports growth and fundamental richness makes currency weakness an 
obvious channel for generating stimulus. Indeed, authorites in places such as 
South Korea and Thailand are on record for measures aimed at encouraging 
capital outflows with the aim of achieving a weaker currency. This tendency 
could rise in coming months, as conventional policy tools reach their limits.    

 

FIGURE 53: MANY IN ASIA NEED AN INVESTMENT CATCH-UP 
Investment share of GDP for 2014 and its 10-year average 

 FIGURE 54: CURRENCY WEAKENING REQUIRED FOR STIMULUS 
Some Asian currencies are still quite expensive 
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LATIN AMERICA: THE ONLY THING GOING UP IS INFLATION 

̶ Structural problems require structural solutions 
̶ Limited room for policy response  
̶ Still more adjustment needed across the region 

Summary 
The broad-based economic weakness experienced across the region in the first 
half of 2015 accelerated through Q3.  With the CRB Commodities Index down 
another 7% over the quarter, ongoing questions around China’s growth 
prospects, and the Federal Reserve intent on raising rates, it should be little 
surprise that growth remains below 2% across the region. Weaker growth 
prospects have spilled over into lower political approval ratings and 
contaminated consumer and business confidence.  The result of these events 
has been sharply lower currencies which in turn have pushed inflation and 
inflation expectations higher, forcing monetary authorities to tighten policy 
despite deteriorating economic conditions.   

Given the weakness experienced to this point, many are looking for turning 
points in the cycle.  However, the structural nature of the problems suggests 
that the bottom may be some time in coming.  First, China’s rebalancing 
suggests that it is unlikely that we will see a strong bounce in commodity prices.  
This will continue to pressure government budgets and restrain fiscal stimulus.  
Second, given current inflation outlooks, excess liquidity will likely continue to 
decline across the region.  This will limit investment going forward.  Third, 
currency weakness will offset the terms of trade shock to an extent, but a period 
of overshooting is likely required given the offsetting weakness in competitor 
currencies.  Finally, overinvestment in commodity producing activities combined 
with the slowdown in excess liquidity and low commodity prices suggest that 
non-performing loans will no doubt increase as central bankers are forced to 
pursue restrictive monetary policy measures. 

 

 

 

 

FIGURE 55: WORSENING FISCAL OUTLOOK 
Increasing fiscal deficits limit government stimulus 

 FIGURE 56: CURRENCY WEAKNESS PUSHING INFLATION HIGHER 
Elevated inflation limits monetary policy options 
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Mexico continued on the two-speed growth path in Q3.  Weakness in US 
manufacturing continues to weigh down the Mexican manufacturing sector and 
with the US Manufacturing ISM declining towards 50, industrial production will 
likely remain capped around 1%.  On the positive side, consumer spending 
(65% of GDP) continues to surprise to the upside with retail sales approaching 
cycle highs near 6% y/y.   With unemployment below 4.5%, the broad outlook 
for the consumer is solid; however we may see a near term pull back in 
spending as consumer confidence has recently declined in conjunction with 
market volatility.  Despite a sharply weaker currency, inflation continues to 
make new lows at 2.5% y/y – suggesting the economy is still running below 
potential.  A delayed Fed hiking cycle, well below target inflation and sub-par 
growth should allow Banxico to remain on hold through the end of the year.    

The stability in Mexico contrasts starkly with weakness in Brazil, which 
continues to spiral out of control. Q3 marked a new low point for Brazil as it was 
stripped of its investment grade rating by S&P.  It is unlikely that will Brazil will 
find a bottom until there is some stability on the political front. Unfortunately, this 
is still a long shot.  Dilma’s approval ratings are below 10% and many of the top 
political officials are mired in the car wash scandal.  Political ineptitude is driving 
economic activity to a standstill with retail sales contracting at a 3% y/y rate, 
consumer and business confidence at all-time lows, and unemployment 
approaching 7%. The fiscal outlook continues to worsen and will require Brazil 
to issue more debt at prohibitively high yields. Finally, to compound matters, 
inflation remains near 9% y/y, inhibiting the BCB from easing policy and 
increasing the likelihood that non-performing loans will accelerate going 
forward.  The BCB has reiterated that policy will remain restrictive for an 
extended time. Fortunately, inflation should decline early next year because of 
favourable base effects, giving the BCB some relief, but only if the political 
environment improves. 

 

 

 

 

FIGURE 57: MEXICO INDUSTRIAL PRODUCTION TO REMAIN WEAK 
Manufacturing weakness spreads to the south 

 FIGURE 58: BRAZIL SUFFERING FROM STAGFLATION 
Still more hikes to come this year 

 

 

 
Source: Bloomberg, Aviva Investors  Source: Bloomberg, Aviva Investors 

Bank of Mexico 
comfortably on 
hold unless the 
Fed hikes rates 
this year 

Political 
environment 
dominates in 
Brazil 



Aviva Investors House View, Q4 2015 
 

 
44 Aviva Investors October 2015 | This document is for professional clients and institutional/qualified investors only.    
 It is not to be distributed to or relied on by retail clients. 

Chile continues to be inflicted with a minor bout of stagflation.  Low copper 
prices and heavy exposure to China have pushed growth down into the low 2% 
region, more than 100bps lower than expected at the start of this year. Currency 
weakness has pushed both headline and core inflation above the upper limit of 
the central bank’s 4% inflation target. With real rates in negative territory and 
with inflation expectations increasing recently, the central bank will likely be 
forced to tighten policy despite the weak growth outlook. Weakness in copper 
prices continues to weigh on business investment and many new projects have 
been delayed or cancelled this year, so higher borrowing costs come at an 
inopportune time.  Along with tighter monetary policy, fiscal stimulus will also be 
reduced, dropping by 50% to 5% of GDP in 2016.  A strong fiscal and current 
account position and credible central bank actions could reign in the currency 
and inflation, but risks to growth are still tilted to the downside.   

While the tightening cycle in Chile has yet to begin, Peru has already moved to 
combat inflation with a surprise hike to 3.50% in Q3. The move comes amid a 
subdued pace of activity which continues to be weighed down by weakness in 
the mining sector and political uncertainty. With elections approaching, the 
political outlook will remain noisy through Q1 of next year and could delay 
investment decisions until early 2016.  It will be key to watch for delays in 
several large mining projects set to begin in early 2016 that could add up to 1% 
to GDP.  The central bank will likely continue to intervene in the FX market and 
raise the policy rate given the high level of dollarization in the economy. This 
could offset some of the positives early next year.   

Following in the footsteps of Peru’s hike, Colombia also surprised the market by 
hiking in Q3 to anchor inflation expectations. Also, similar to the rest of the 
region, weakness from low commodity prices—oil in this case—have reduced 
growth estimates to only 2.5% for the remainder of this year.  With a still very 
wide current account deficit, almost 6% of GDP, leaving the economy 
dependent on foreign flows, the central bank’s bias will remain towards tighter 
policy.  Fiscal policy will also be restrictive; despite positive tax reforms that will 
increase government revenues, the deficit is still projected to widen to 4% of 
GDP next year forcing the government to issue more debt.  Continued fiscal 
and monetary credibility will be key going forward. 

 

FIGURE 59: THE DAYS OF EASY POLICY ARE OVER 
Peru and Colombia have already hiked; Chile is next 

 FIGURE 60: IS THE WORST IN COMMODITIES BEHIND US?   
A strong bounce is still unlikely 

 

 

 
Source: Bloomberg  Source: Bloomberg  
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EASTERN EUROPE: AS GOOD AS IT GETS 

̶ Solid growth to continue despite some threats 
̶ Easing cycles have come to an end but central banks will stay accommodative for longer 
̶ Improving external positions should lead to credit ratings upgrades for some of the countries 

Summary  
 
 
The solid growth outlook remains intact even if it’s unlikely that the region would 
continue to surprise on the upside as it has for the last 2-3 years. Growth in 
most countries in the CEE-10 is forecast to accelerate further in 2016 from 
already quite healthy growth rates this year. The exceptions are the Czech 
Republic and Hungary but this is due to one-off factors, which will affect growth 
in 2015, rather than a sign of underlying weakness in these economies. 

Private consumption is to play an increasing role as the growth driver, 
supported by continued improvement in the labour markets. In addition, real 
wages have been boosted by low inflation as a result of weak oil prices. 
Investment, the weak spot in the economies thus far, is likely to get boosted by 
European transfers from the new EU budget. Risks to growth are concentrated 
around the major trading partners: the EU and other countries within Eastern 
Europe including Russia and Ukraine. The impact of the latter has faded, while 
that related to EU growth has been exacerbated by the recent Volkswagen 
scandal and the potential negative consequences for the CEE manufacturing 
sector, which is heavily skewed towards the auto industry. 

Easing cycles have come to an end but central banks will stay accommodative 
for some time. While many CEE Central Banks have more or less explicitly 
announced the end to easing cycles and the hurdle for the banks to resume 
easing is quite high, rate cuts cannot be entirely excluded in Hungary and 
Romania, especially as a policy response to unwelcomed FX appreciations. 

 

 

 
FIGURE 61: MORE GROWTH UPGRADE THAN DOWNGRADES 
Solid growth expected across the region 

 FIGURE 62: UNEMPLOYMENT STILL FALLING STEADILY 
Rates comparable or better than Eurozone 

 

 

 
Source: Consensus Economics  Source: Eurostat 
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Accommodative monetary policy is here to stay 
Low inflation and political risks ahead  

 
 

The only country in the CEE where the easing cycle is being continued is 
Serbia, where another 50-75 bp cuts can be expected. On the other hand, rate 
hikes are hardly to be envisioned in any of these countries before end of 2016. 
Headline inflation is still below zero in most of the region, (exceptions are the 
Czech republic and Serbia) and is unlikely to hit targets before 2017 or even 
later. 

Credit upgrades are likely for a number of CEE countries. Hungary, Poland and 
Slovenia could be upgraded in the coming months, while the other sovereigns’ 
ratings should remain stable. Continued improvement of external positions 
diminishes their vulnerability to external shocks. The net investment position 
remains a concern in some of the countries, namely in Hungary, Bulgaria and 
Croatia. While the first two countries have managed to bring it significantly down 
over the course of the last two years (further improvements here are expected), 
Croatia remains in the danger zone.  Current accounts, despite domestic 
demand picking up, will remain in surplus or broadly balanced. 

There have been increased political noise in some countries.  Upcoming 
elections in Poland and in Romania next year have induced the governments 
and opposition leaders to make financial promises which, taken at face value, 
may raise concerns about fiscal sustainability. In our view it’s unlikely that after 
the elections governments in either country engage in a spending spree to the 
extent that would lead to sizeable overshooting of the fiscal targets. But it’s fair 
to say that in the case of Poland some of the proposed taxes to be levied on 
banks there can be a significant drag on banks’ earnings and could result in a 
somewhat higher cost of credit for households. 
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MARKET OUTLOOK | October 2015 
GLOBAL EQUITIES: TUG OF WAR BETWEEN MONETARY POLICY AND FUNDAMENTALS 
CONTINUES 

̶ Tug of war between monetary policy and fundamentals continues 
̶ Monetary policy divergence supports Eurozone and Japan 
̶ Weaker US corporate earnings season on the cards as the strong dollar bites  

Summary 
The third quarter of the year has witnessed a change in volatility regime and 
weakness in equities. Global growth worries and a more negative economic 
newsflow have weighed on performance and on earnings expectations. 
Monetary policy divergence is likely to remain a driver of volatility, as we expect 
the Federal Reserve to hike by the first half of 2016. At the same time, we 
continue to expect more easing coming from the Bank of Japan and the 
European Central Bank which should help support domestic equity markets. In 
particular, Eurozone equity earnings should continue to benefit from a low euro 
and earnings growth is expected to be positive. It is worth noting that 2015 US 
equity earnings growth is now expected by the consensus of analysts to be 
negative. Our economic House View remains for the European economic 
recovery to continue in the coming quarters (e.g. a slowly improving credit 
cycle). This should help improve investor sentiment towards the Eurozone, 
keeping in mind that risks are still around (China slowdown, election risks to 
name a few). 

On a top down view, we believe that Eurozone and Japanese equities should 
outperform US equities in the coming quarters. UK equities remain at risk of 
commodities given the weight of the commodities related sector and the 
looming ‘Brexit’ referendum. 

 

 

FIGURE 63: US VS EU EQUITIES AND US POLICY RATE 
US equities tend to underperform as Fed tightening cycle begins 

 

 

 

Source: Datastream  
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Uncertainty in the US 
Media sector in focus after sell-off 
Sharp sell-off in media sector following concerns over increased ‘cord-cutting’ 
August proved a turbulent month for media stocks across the globe, with the 
main catalyst being the comments from US heavyweight Disney that 
accompanied quarterly earnings. In particular a its cautious commentary 
regarding affiliate fee growth (essentially what it is able to charge cable and 
satellite operators for its  programming content such as ESPN) rocked investors 
and sparked a sell-off on concerns about people quitting their traditional cable 
TV packages. This so called ‘cord-cutting’ phenomenon has indeed been 
happening over the past few quarters but many investors questioned whether 
this pointed towards a continued acceleration of this decline (see Figure 64). 

Despite internet, mobile and games increasing share of consumption hours, the 
evidence still shows that the advertising effectiveness of TV is much higher than 
that of other mediums including print (Figure 65). Broadcasting and 
entertainment companies still earn the majority of their revenue streams through 
advertising which is paid for by corporates who need to see a return on each 
incremental $ spent on marketing. 
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FIGURE 64: VIDEO SUBSCRIBER LOSSES: TOP 10 PAY-TV COMPANIES  

 
 FIGURE 65: GLOBAL MEDIA CONSUMPTION TRENDS 

MEDIA CONSUMPTION (HOURS PER WEEK PER PERSON) 

 

 

 

Source: Company reports, Atlantic Equities estimates, August 2015  Source: Modern Times Group Capital Markets Day presentation,  
November 2014 
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Differences between US and European markets 
Disruption will usher in significant change in regional media markets 
We believe there are some fundamental differences between the US and 
European markets that have both been impacted by the sell-off.  For instance, 
pay-TV penetration is far higher in the US than European countries (Figure 67), 
where free-to-air still commands significant share. The average monthly bill for 
a pay-TV package is also considerably higher in the US. A saturated market 
that is also more expensive for the individual consumer means that the US is far 
more vulnerable to ‘cord-cutting’.  

Local content is also an important differentiator – while selling content 
internationally is an important revenue-generator for studios to boost their 
profits, US-themed content does not always translate as well in European 
countries. Netflix indeed has acknowledged this by buying and producing local 
content in markets where they are finding it harder to penetrate with their 
traditional US programmes. This language and cultural barrier also provides 
some protection for the European operators vs their US peers. 

We believe this disruption created by the shift in the way people consume 
media will lead to clear winners and losers within the sector. We prefer to focus 
on the names that have premium content that will still be able to monetise this 
even in a world where there is increased ‘cord-cutting’. In particular, we see 
value in European names that have been sold-off in line with their US 
counterparts, despite operating in different market environments.  

Companies that have already launched a direct-to-consumer offering can 
provide some protection in this rapidly evolving environment. For instance, the 
likes of Sky in the UK with their OTT (‘over the top’) streaming service (Now 
TV), Time Warner in the US (HBO Go) and Prosieben in Germany (Maxdome) 
have recognised that they cannot depend on the traditional linear pay-TV 
business model to keep driving their businesses. The key will be their ability to 
continue to adapt as viewers change their consumption habits.  
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FIGURE 66: EFFECTIVENESS OF VARIOUS FORMS OF MEDIA ADS  FIGURE 67: 2015 ESTIMATED PAY-TV PENETRATION BY COUNTRY 

 

 

 

Source: Prosieben Media and Telecom Forum presentation,  
September 2015 
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EM EQUITIES: CATCHING A FALLING KNIFE 

̶ Absolute and relative valuations remain attractive 
̶ South Africa looks overvalued 
̶ Indonesia and Taiwan stand out as undervalued. 

Summary 
The correction in Chinese equity markets has sent shock waves through 
Emerging (EM) and developed markets alike. EM equities have seen their 
discount compared to history and developed markets continue to widen. 
Forecasts for earnings growth have continued to fall as have returns on Equity. 

From a mid-year peak in May to their recent trough in August, EM have 
corrected over 25% in US dollar terms.  From trading on 12.5x earnings their 
valuation has now only contracted to 11.9x. The surprisingly moderate decline 
in valuation for EM highlights the weakness in USD earnings. Year Consensus 
earnings expectations have been reduced by nearly 12%. The valuation 
discount on price to earnings for EM vs Developed markets has therefore 
marginally narrowed over the past three months due to the higher earnings 
resilience in developed market over this period of volatility. 

The deterioration in earnings for Emerging Markets is closely aligned to 
concerns over the economic growth trajectory of China and a lack of 
acceleration in demand from developed markets. The question over China’s 
economic growth rate remains at the forefront of investors’ concerns. The one 
certainty irrespective of the actual GDP growth figure is that the incremental 
demand for raw materials is decelerating if not contracting. This is a significant 
headwind for a large part of Emerging Markets both at the country level and for 
individual companies. Without the following wind of rising commodity prices we 
believe Emerging Markets need to engage in material structural reform to arrest 
the long-term decline in returns on equity. 

FIGURE 68: EMERGING V.S. DEVELOPED VALUATION RATIOS 
Divergence between P/E and P/B ratios large relative to history. 

 

Source: Bloomberg 
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Regional analysis 
Overvalued: South Africa 
Since the end of June the South African Rand has weakened by almost 13% 
against the USD. Inflation is showing signs of accelerating, unemployment 
remains structurally high and is rising, GDP growth is moving in the opposite 
direction and the broad economy’s fortunes are intricately linked to sinking 
commodity prices. The hope for an investor in emerging markets is some form 
of structural reform. The ruling ANC that has been the governing political party 
since apartheid seem to have a different agenda with labour and market friendly 
reform taking a back seat. 

South African now trades on over 15x earnings, what is now a 40% premium to 
the broader emerging markets. Being driven by stock specifics rather than the 
headline figures, we still find ourselves positively disposed to what superficially 
is an overvalued market. The sector exposures within South African equities 
are, however, significantly different to that of the broader emerging markets and 
lower than you would anticipate given the make up of the broader economy.  
Materials and energy have a lower weighting than emerging markets, consumer 
and health care significantly higher. When adjusted for this the valuation looks 
significantly more reasonable and it explains the surprising resilience of 
corporate earnings. This strength of corporate sector speaks volumes for the 
change in the index composition. In 2008 for example, Energy and Materials 
made up 47% of the South African market, they now represent 11%. 

Attractive: Indonesia and Taiwan 
Indonesia has seen a significant correction. Since April, in US Dollar terms it is 
down 35% and still has yet to stabilise. Year to date the currency has accounted 
for half of that drop and goes some way to highlighting the macro weakness. 
The underlying equity market has, however, significantly underperformed 
earnings; as such the Indonesian equity market has gone from 16x to just over 
12 earnings. The substantial valuation premium it has shown compared to 
emerging markets has now narrowed, furthermore it now trades at a material 
discount to its historic multiple. 
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FIGURE 69: PES COMPARED TO RECENT HISTORY 
Significant range, even if Russia is excluded  
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Taiwan has been another market that has seen a substantial de-rating. Its 
substantial trade and financial linkages with China have meant that it could not 
escape unscathed from the ongoing slowdown in growth in the world’s second 
biggest economy. In a clear difference to Indonesia, earnings have remained 
resilient within Taiwan. However, the market has taken a much more cautious 
view, pricing in no earnings growth and lowering the rating. Taiwan is now 
trading at a 15% discount to its five year average and yet its earnings have 
remained surprisingly resilient over this period of market volatility. 

China 
After hitting near bubble-like levels, the domestic Chinese equity market has 
corrected dramatically. The initial correction in June was temporarily halted by 
authorities as they pulled together a set of poorly thought out and executed 
series of protective measures. These ranged from outright banning of the sale 
of large positions, to state-directed buying of large cap companies. This opened 
up glaring anomalies between dual listed companies in Hong Kong and 
Shanghai, undermining both domestic and international investor confidence. 
After a temporary hiatus the sell off resumed in the domestic equity markets. 
From a peak of 40x earnings, the Shenzen composite corrected to 27x and is 
now on 21x earnings. Valuations in mainland China on anything other than 
large cap indices remain high but are now no longer at completely 
unreasonable levels should investors decide to give their long-term growth 
prospects any credit. We are, however, concerned that investor confidence, 
once damaged, takes time to repair. 
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FIGURE 70: CHINESE EQUITY MARKET PERFORMANCE 
Chinese equity markets differ significantly 
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RATES OUTLOOK: WHAT GOES AROUND, COMES AROUND 

̶ Valuations at expensive end of range 
̶ But monetary policy proving a source of volatility 
̶ Time to reset reflation trades 

Divergence between Europe and the US 
In our last house view document we highlighted both that there had been a 
significant one-off repricing to Rates markets but equally that value was being 
created and that this was not the start of a sustained bear move in yields. 
Fortunately, this has proven to be correct as we once again find yields towards 
the expensive end of current ranges. The primary driver for this has been the 
uncertainty surrounding US monetary policy and the follow through impact on 
risk assets. 

The house view remains one where the FOMC will ultimately see enough 
strength in the US economy to move policy rates off the zero bound and in turn 
this should allow a degree of normalcy to return to debt markets as the focus 
shifts to the path of rate hikes rather than the initial move. However, the concept 
of slow and steady in terms of US monetary policy tightening is not an easy 
thing for markets to price and in turn should lead to ongoing risks in volatility 
and term premia which may rise as a result. 

Along with this, we have a global context that provides a strong counter point to 
the US, with Europe still in the process of conducting QE and in the context of 
the weak oil/commodities back drop, the risk of additional QE remains high. 
Meanwhile, the slowdown in China remains on going despite policy support and 
thereby the dis-inflationary themes should remain in effect, especially if the BoJ 
pursues further QQE to try and achieve its 2% inflation target. 

Whilst we can expect increased volatility over coming quarters, this uncertainty 
will be countered by a very slow monetary policy reaction function and ongoing 
disinflationary forces. Once again, it argues that long end yields offer a degree 
of value in those markets that are anticipating higher rates but even so, there 
are not the ingredients of a sustained fixed income bear market. 

 
FIGURE 71: CORE RATES BACK TO THE LOWER END OF THE RANGE  FIGURE 72: BOND MARKET VOLATILITY REMAINS ELEVATED  
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Divergence creates opportunity 
The outlook for the US market seems to hold the key for how Q4 pans out in 
terms of investment themes. The uncertainty surrounding the US monetary 
policy outlook certainly poses a threat to the riskier end of the credit spectrum 
but equally, any removal of uncertainty by rate hikes being enacted, would in 
turn move the market to price the bulk of the monetary policy cycle and thereby 
would materially alter both curve dynamics and hurdle rates in other asset 
classes. Certainly, the outcome will be that volatility will return to the front end of 
yields curves (something we haven’t seen since the GFC) while the broader soft 
global growth story and disinflationary commodity pressures will stop the long 
end of yield curves really coming under too much pressure. In short, the 
surprise may be that if the FOMC policy moves are truly intermittent, we see 
some pressure on the front end broadly matched by that on the long end. In 
short, a tightening cycle without the associated flattening curve bias. 

The fact that we had something of a Greece crisis 2.0 over the summer has 
faded somewhat from memory but it’s noteworthy that thus far, we have not see 
a full scale reacquisition of spread risk across the EU. This is due to the broader 
risk environment turning less positive but likewise due to ongoing political risks 
in the EU, linked to the theme of fragmentation. This can be viewed either as 
the risk of secession of Catalonia from Spain or likewise the huge refugee 
migration currently in evidence. At the same time, longer term, we see other 
such risks as the potential for a ‘Brexit’ from the EU which is currently not really 
being discussed but is certainly being under priced as a risk on a probability 
basis. Our outlook is for spread compression to gradually re-assert itself but 
with 10yr Bund yields at such low levels, it may be more about core weakness, 
than peripheral strength. 

One area where the divergence of policy regimes is still very evident is in Japan 
and indeed, more broadly in Asia as a whole. The key issue remains that 
growth continues to disappoint on the downside and dis-inflation, in the face of 
ongoing reforms in the likes of China and Japan, keep the risk skewed to further 
easing and policy support.  The key question then is whether the monetary 
policy angle is still pursued or if the emphasis shifts to more fiscal measures. 
This could argue that the flattening theme that has persisted for so long is 
challenged and thereby that steepening risk likewise becomes evident in key 
regional yield curves. 

 
FIGURE 73: PERIPHERY SPREADS REMAIN RELATIVELY WIDER  FIGURE 74: LOW INFLATION WILL KEEP POLICY SUPPORTIVE 
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GLOBAL CREDIT: GOLDILOCKS ENVIRONMENT TO CONTINUE 

̶ Positive growth & low inflation constructive for credit markets 
̶ Late-cycle M&A issuance in the US drives cautious sector views 
̶ Technical factors challenging, fundamentals supportive 

Summary 
Global financial markets have recently been battered by concerns over global 
economic growth, induced by a slowdown in China. The People’s Bank of 
China’s policy decisions surrounding devaluing the Yuan and propping up the 
equity market have come under scrutiny at a time when the Chinese economy 
is transitioning from an investment oriented fixed-asset economy to one which is 
much more consumer-led. This acted as a catalyst for one of the worst quarters 
for risk assets since the financial crisis. 

The Commodities and Energy industries have been hit particularly hard as the 
dependence on China’s demand to support an oversupply of inventories across 
various commodities and oil gets tested. Oil and base metal prices have fallen 
sharply, with the price of iron ore falling from $190 a metric ton in 2011 to 
roughly $40 a ton currently, squeezing profits for the world’s largest mining 
companies. 

The global growth scare has questioned the Fed’s ability to raise rates this year, 
with Chair Janet Yellen citing these external factors as one reason for the no-
hike decision in September. Whilst US economic growth for the second quarter 
was well above expectations at 3.9%, the fall in commodity prices only adds to 
disinflationary fears and indicators point to there still being some spare capacity 
in the economy. Meanwhile, European economic growth has been gradually 
improving from a low base but some economists don’t see the ECB reaching its 
medium-term inflation target of 2% without further stimulus in the form of an 
extended or expanded quantitative easing program. 

FIGURE 75: WEAK PATCHES, BUT SOLID GROWTH OVERALL 
Averaged above 2% post crisis – poor by past standards 

 

Source: Datastream 
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Credit still in the sweet spot? 
Modest growth + low inflation = low rates 
Overall, the macro picture remains mixed as we weigh the risks of a China 
slowdown on other emerging and developed markets, particularly the US, 
against highly accommodative monetary policy and low inflation. It has been six 
years since the last US recession, suggesting we are possibly closer to the next 
recession than we are to the last one and we will be closely monitoring any 
further macro deterioration and turn in the cycle. However, we do not forecast a 
US recession in the near future. We see developed economies as still being at 
risk of ‘secular stagnantion’, characterised by low but positive growth and low 
inflation. Credit typically performs well in this environment, particularly if central 
banks adopt such loose monetary policy. But we are conscious that downside 
risks have increased over the last quarter. 

Globally, regions remain very disparate in terms of where economies find 
themselves in the business cycle. In the US, “late cycle” behaviour has been 
prevalent already this year and this can have significant consequences for 
credit. In particular, M&A activity has been meaningful as companies have 
supplemented anaemic organic growth with acquisitions. This has been focused 
in certain sectors such as Telecoms and Media, where blockbuster deals such 
as AT&T buying DTV ($48.5bn) and Time Warner Cable being purchased by 
Charter ($55bn) have made the headlines. However, they are but a few 
examples in a record-breaking year of M&A and we remain cautious on sectors 
where we foresee this as a continuing trend. Most of this activity is focussed in 
the US 

Partly as a result of such shareholder friendly activities, corporate debt in the 
US is rising, but is yet to reach alarming levels. Issuance has topped a record 
$1tn in the US already this year. Balance sheets of companies in the energy 
and metals and mining sectors have come under particular scrutiny, culminating 
in some high profile idiosyncratic events, such as Glencore’s sharp equity 
collapse and subsequent $10.2bn repair package. Outside of these sectors, 
fundamentals currently remain in relatively good shape, particularly in HY. 
However, early signs of tightening in non-bank lending standards may signal the 
start of a more fundamentally challenging period for corporates going forward 
and the trend is certainly downwards. 

FIGURE 76: NON-FINANCIAL CORPORATE DEBT RISING IN CHINA 
Stable in the main developed countries 

 FIGURE 77: DEVELOPED MARKET GROWTH MODEST AT BEST 
Growth weaker than history, but comfortably positive 

 

 

 

Source: HSBC calculations, Thomson Reuters Datastream, BIS  Source: FactSet 
 

-4

-2

0

2

4

6

8

-4

-2

0

2

4

6

8

1960 1966 1972 1978 1984 1990 1996 2002 2008 2014

Developed markets GDP growth, y/y%

Source: FactSet

US cycle is 
maturing well 
before any rate 
rise 

M&A activity has 
picked up in 
several markets 

Corporate balance 
sheets remain 
generally healthy, 
with some notable 
exceptions 



Aviva Investors House View, Q4 2015 

 
Aviva Investors October 2015 | This document is for professional clients and institutional/qualified investors only.    
It is not to be distributed to or relied on by retail clients. 57  

Defaults low by historical standards 
Strains confined mainly to energy and commodity sectors 
The key positives for US fundamentals are interest cover and the maturity 
profile, where low rates have allowed corporates to extend their borrowing at 
cheap rates, comfortably covered by earnings. We take comfort from the fact 
that upcoming refinancing needs are relatively low, with only approximately 8% 
of the HY market maturing over the next three years. Defaults have therefore 
been well behaved so far this year but most projections are for slightly higher 
rates going forward. The current trailing twelve month default rate for US HY is 
2.3% which is comfortably below the long term average of 5%, but Moody’s 
expects defaults to increase to 3.1% by August 2016. This will largely be driven 
by a high number of defaults anticipated in the energy and commodity sectors.  

Overall, it is likely that credit fundamentals have peaked or are closed to 
peaking in developed markets and the trajectory is downward from here. The 
US is certainly displaying more late cycle characteristics than Europe, where 
fundamentals are in better shape. We are, however, cautious on China where 
corporate leverage has risen but growth is falling vs Europe, where leverage is 
stable and growth is rising. 

Corporate valuations are substantially more attractive than they were at the 
start of this year. They are now around levels that would typically be associated 
with recessionary environments, which again is not our base case scenario, so 
we feel that credit investors are being sufficiently compensated for selectively 
holding risk. 

The initial spread widening was driven by energy and metals and mining 
companies but has now fed through into other sectors, where pockets of value 
are emerging. For example, we think that subordinated financials offer 
particularly attractive risk adjusted value, as financial regulation is creating safer 
banking entities with increased capital buffers and lower risk weighted assets. 

 

FIGURE 78: SPREADS HAVE RISEN IN RECENT MONTHS 
But do not look especially higher by recent standards 

 

Source: Barclays Live - Chart 
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The technical picture in credit remains a key challenge to the asset class. 
Trading liquidity in the secondary market is poor in the face of record issuance. 
It is looking increasingly attractive for companies to issue Euro rather than US 
denominated debt which may help to stem the heavy supply pipeline and 
stabilise US technicals. Despite the negative total returns experienced by the 
high yield asset class during 2015, outflows from retail mutual funds have thus 
far been relatively muted. Yet that could quickly accelerate if investors fear a 
turn of the credit cycle and any sell off will be exacerbated by the poor liquidity, 
so we continue to be very cautious on credit technicals. 

In summary, we have a cautious view on credit over the next 3-6 months, as 
attractive valuations are being somewhat offset by weakening fundamentals 
and technicals. We continue to be extremely selective in the sectors and 
securities we hold and going forward we expect portfolio outperformance to be 
driven as much by the bonds we don’t own as the ones we do. 

 

 

 

 

 

 

 

 

FIGURE 79: WILL GDP FOLLOW MANUFACTURING LOWER? 
Shaded areas show period of rising interest rates 

 

Source: Barclays Live - Chart 
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EM LOCAL CURRENCY: SHORT-TERM VOLATILITY, LONG-TERM VALUE 

̶ USD, commodity and EM fundamentals suggest near term caution is required 
̶ Idiosyncratic challenges persist and volatility remains elevated in many areas 
̶ Long-term investors continue to increase strategic holdings in local currency 

Summary 
The pressure on EM assets has continued unabated as the focus has moved 
from the likely adjustment in US monetary policy to the softening outlook for 
Chinese growth and weakening fundamentals in many emerging economies.  

This has further undermined already weak sentiment with many currencies 
making multi-year lows against the US dollar and local yields also moving 
higher as investors require higher risk premiums to account for elevated 
external risks and deteriorating local fundamentals. 

The weakness in local markets has created significant value – both in 
currencies and local rates markets – but a catalyst to unlock attractive 
valuations remains elusive at this point. We believe there will need to be an 
improvement in the low growth environment to form the starting point for a 
recovery in local currencies and bond markets. 

 

 

 

 

 

 

 

 

FIGURE 80:GBI-EM DEVIATION FROM FX ‘FAIR VALUE’ 

 

Source: Datastream 
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Duration View 
Growth momentum remains weak 
China unleased a wave of volatility in August by adjusting its currency regime. 
While we believe the move represents a structural shift towards a more market 
orientated framework rather than a bid to boost competitiveness, the uncertainty 
aligned with a continued slowing in the Chinese economy, saw a significant re-
appraisal of EM assets. The slowdown in Chinese activity and linked commodity 
weakness is the main risk at this point, particularly as tightening by the US 
Federal Reserve is pushed back into the end of the year or possibly further. 
With growth momentum remaining weak – forecast revisions have been 
consistently lower in 2015 – we remain cautious about local markets particularly 
regional economies with strong ties to China and also those that have 
dependence via commodity exports. 

The outlook for growth for emerging economies has been persistently revised 
lower in recent months particularly in Asia and Latin America while central 
Europe has been less impacted. In many cases currency weakness and the 
associated pass-through to inflation is limiting the ability of central banks to 
ease policy to support activity, while imbalances, both external and internal, 
remain elevated. Meanwhile, political developments have created uncertainty, 
most notably in Turkey and Brazil, which have also delayed any search for 
value in depressed assets. Amid this backdrop flows have been mixed, with 
retail investors withdrawing assets and institutional positioning little changed. 

Although the outlook is certainly challenging for EM local assets, a significant 
re-pricing has already taken place. Currently, valuations appear attractive and 
bond yields – both nominal and real – are trading above long-term averages – 
suggesting that opportunities exist when momentum in the cyclical indicators 
begins to turn. This is particularly true for economies embarking on reforms, or 
those with diversified growth models that aren’t overly reliant on commodity 
exports. Our portfolios have been defensively positioned in recent months and 
we will look to add risk when growth begins to accelerate. 

 

FIGURE 81: HISTORY OF EM LOCAL CURRENCY YIELD 
Nominal bond yields spread trading well above their long-term averages. 

 

Source: Bloomberg 
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EM HARD CURRENCY: CREDIT DIFFERENTIATION REMAINS KEY 

̶ Constructive spread view driven by the still supportive macro environment  
̶ Technical factors remain supportive but are deteriorating 
̶ Idiosyncratic challenges persist and volatility remains elevated in many areas 

Summary 
Apart from idiosyncratic country events, we can clearly discern three external 
variables that have been responsible for asset price movements over recent 
months: commodity prices, events in China and central bank policy. 

Commodity exporters have suffered from a significant deterioration in their 
terms of trade and the resulting stresses on internal and external balances. A 
slowdown in China and the restructuring of the economy from investment to 
consumption-driven is having a large impact on its trading partners, whilst the 
expectation of monetary tightening in the US has renewed fears about 
economies with large external funding needs. 

Since all three variables over recent months have proven broadly negative for 
EM economies, we have observed a weakening effect on the sentiment towards 
the asset class, associated with elevated cash balances and outflows. 
Sentiment aside, EM economies have different sensitivities towards these 
variables and it is important to position portfolios with that in mind. 

 

 

 

 

 

FIGURE 82: EM HARD CURRENCY SPREADS 

 
Source: Datastream 
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Sovereign Debt 
All eyes on the world’s central banks 
Since we last wrote this column, EMBIG spreads have widened to around 445 
(from around 390 in mid-July) mainly due to idiosyncratic events in the IG 
segment of the index. The spread change was partially offset by a decline in US 
treasury yields. 

Events in China caused a substantial increase in volatility in the second half of 
August. Extreme swings in Chinese equity markets and a surprise renminbi 
devaluation resulted in concerns about economic growth and weakness in 
broader EM markets. 

Brazil was the main contributor to IG spread widening. Following several 
downward revisions to its primary fiscal surplus target, S&P decided to 
downgrade its credit rating to sub-investment grade with a negative outlook. 
Although the downgrade was expected, the timing came as a surprise and the 
negative outlook was seen as aggressive. The move will cause the exclusion of 
quasi and corporate bonds from investment grade bond indices which will result 
in elevated levels of volatility. 

Turkey was the second worst performing country following the collapse of 
coalition talks and the announcement of new parliamentary elections in 
November. In addition to uncertainty regarding the formation of a functioning 
government and much needed structural reforms, the country is engulfed in a 
conflict with ISIS and its Kurdish minority, which adds to investors’ concern 
about the high level of short-term external funding needs. 

Ukraine has taken a step further towards the restructuring of its USD 18bn 
sovereign debt by gaining parliamentary approval. We are awaiting further 
details on the restructure. 

The last quarter of 2015 will see critical elections in the high yield sector of the 
index. In October Argentina will elect a new president, whilst December will see 
the election of a National Assembly in Venezuela. Both events could mark a 
turning point in their respective economies. Regarding Argentina – a country 
that has been cut off from financial markets for close to fourteen years – a 
policy change could provide significant opportunities for investors. In Venezuela 
the opposition parties stand a significant chance of winning the elections which 
provides the possibility of an end to years of economic folly. 

We have retained our overweight in Mexico and Hungary and increased our 
positions in the Dominican Republic and Kasakhstan. As in previous months, 
our underweights are largely determined by tight valuations in the Philippines, 
China and Chile as well as idiosyncratic issues in Brazil and Turkey. 

We are more optimistic on general valuations following the recent widening in 
spreads, but we believe that credits selection is critical for the months ahead. 
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Corporate Debt 
Commodities are in the driving seat 
The EM premium over DM has begun to correct over the recent months and 
both EM investment grade and high yield bonds now offer a more attractive 
pick-up to those in the US. However, we are still some distance from the five 
year highs witnessed at the end of 2014, driven by the RUB crisis, Lava Jato in 
Brazil and the sharp decline in oil prices. EM spreads have been very resilient in 
2015 but have underperformed in the last quarter as commodities fell again and 
EM macro risks increased. 

Commodities make up approximately 19% of our EM corporate index, with over 
13% in oil and gas and the remainder in metals and mining. Just under half of 
that number is in the high yield bucket. Although the commodity exposure is 
significant at index level, EM commodity producing credits benefit from being 
positioned lower on cost curves than DM commodity producers and from 
weaker local currency versus the US dollar. They are therefore better positioned 
to withstand the current low commodity price environment. We have remained 
an underweight to both sectors and have focused our positioning to those 
credits that sit at the very bottom of cost curves and are free cash flow positive, 
thus not requiring any debt issuance to get them through these tough times. 

Going forward we believe commodity and FX moves will have a significant 
impact on country and corporate fundamentals, so spread levels of the last few 
years do not necessarily act as a guide for current or future expectations and 
thus cheaper valuations by themselves are not a rationale for portfolio positions. 
However, we do not foresee a return to the EM premium experienced in late 
2014 without a further deterioration in commodity prices and EM growth. The 
largest risk to that view at the moment is Brazil. In a view shared with our global 
credit colleagues, we believe outperforming the market will depend on good 
individual security and sector selection as well as continued awareness of 
country risks. We used the summer sell-off to add to our stronger conviction 
positions that had been indiscriminately punished by weaker sentiment. 
However, we continue to remain underweight in the oil & gas and metals & 
mining sectors.  

 

 

 

FIGURE 83: EM VS. US IG SPREAD DIFFERENTIAL   FIGURE 84: EM VS. US HY SPREAD DIFFERENTIAL 

 

 

 
Source: Datastream  Source: Datastream 
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CURRENCY OUTLOOK: FED AND CHINA RISKS DOMINATE FOR GLOBAL FX  

̶ USD has remained strong despite Fed hikes being postponed; it cannot do that forever 
̶ EM likely to remain volatile amidst Fed and China related uncertainty 
̶ Further EUR and JPY weakness still possible, but we are now more neutral on GBP 

Summary 
For much of the last 18 months that we have seen the dollar rally, Fed hikes 
have been more a fear than an active driver of dollar strength – in fact the dollar 
has strengthened despite the FOMC progressively pushing its median growth, 
inflation and policy-rate forecasts lower, most recently in the wake of China-
induced market volatility and global slowdown (see Figure 85 below). Far more 
of the dollar’s strength has come on the back of aggressive policy-easing 
measures by other major central banks, especially the ECB and the BoJ. Now, 
with the dollar no more inexpensive and the bulk of the easing by other major 
central banks behind us, further broad dollar strength will have to rely more on a 
strong pick-up in the US economy and the Fed to deliver those long-promised 
rate hikes. 

For the ECB too, faltering risk appetite and lack of any appetite for high-beta 
investment strategies has meant that the euro has struggled to break lower from 
the 1.10-1.15 range. This reflects the fact that the ECB has turned rates as 
negative as they could, while the Fed has kept fine-tuning its message 
adaptively in response to developments in the rest of the world, first Greece 
then China. So, without the Fed making up its mind, the dollar will struggle to 
find clear direction against the majors. 

Against EM general, the outlook depends on more varied drivers. If China 
stabilises during Q4, as we expect, then the Fed will feel confident about hiking, 
which could bring EM under pressure, but also reduce uncertainty surrounding 
Fed policy, which has been a major drag on EM assets. But if China 
deteriorated further, then the Fed would be on hold, but it would still mean 
pressure on commodity currencies and the wider EM universe. Broadly on EM 
FX, our stance is still cautious, even though we recognise that there are now 
pockets of notable fundamental value within EM. 

FIGURE 85: FED KEEPS ADJUSTING TO THE MARKET 
Markets still don’t believe the FOMC’s rates forecasts 

 FIGURE 86: USD HAS LACKED YIELD SUPPORT IN RECENT MONTHS 
Unforeseen events have meant less clear direction 
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Vulnerable EMs to remain volatile  
Fed and China risks to remain in focus 
The general view about the nature of EM FX vulnerability has been that higher 
global financial costs (in the form of higher US yields) will make it harder for the 
vulnerable external-deficit EM economies to finance their deficits, putting 
pressure on their currencies. However, the reality in 2015 has been quite 
significantly nuanced. As Figure 87 shows, the MSCI EM currency index has 
declined quite significantly during late 2014 and 2015 despite the US 5-year 
yield (used as a proxy for global financial conditions) being range-bound. In fact, 
the 5-year yield is lower over the sample shown in the graph. So, clearly EM FX 
isn’t weaker because financial conditions are tighter. EM FX is weak despite 
unchanged-to-slightly easier financial conditions. Lower US yields should have 
been favourable for EM FX from the perspective of the taper-tantrum? So 
what’s going on? 

Figure 87 also shows that the direction of EM FX has been similar to that of 
global commodities which have been in a sustained bear market since 2011, 
generating large terms-of-trade headwinds for many EMs. This bear market in 
turn has reflected excess supply arising partly on account of the sustained 
slowdown in Chinese industrial demand for commodities and partly the still 
deficient demand in the rest of the world. Hence, in this respect, a much more 
powerful marginal driver of EM FX has been inadequate global growth which 
has ultimately manifested itself at the same time in lower government G3 bond 
yields and commodity prices.   

Over shorter horizons, however, it is also true that EM currencies have 
responded to shifts in US yields and the risk of Fed tightening has appeared to 
drive EM FX lower. That means that if got a sustained re-pricing higher of 
policy-tightening expectations, then that would be bad for EM too, especially for 
high external debt and external-deficit EM with valuations that still do not look 
especially cheap. At this stage, stability in the global risk factors (dollar, China) 
may be sufficient to unlock attractive valuations in EM FX, but this would require 
a very differentiated and flexible approach. Looking further ahead, an 
improvement in the domestic fundamentals of EM economies through reform 
and a concomitant pick-up in global growth would provide a stronger signal for 
broad-based strategic strength in EM, though there are insufficient signs to act 
on this yet.  

FIGURE 87: EM FX WEAK DESPITE LOWER US YIELDS 
EM is no more a simple global funding costs story 

 FIGURE 88: EXTERNAL DEBT HAS INCREASED DUE TO QE 
Those with high debt and deficits especially exposed 
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The space of majors is more varied too  
Further EUR and JPY downside not ruled out, but neutral on GBP 
Among the majors, monetary policy remains sensitive to currency strength in 
the Euro area and Japan. As discussed in the Japan section, we see significant 
near-term risks for the Japanese economy which would call into question the 
Bank of Japan’s commitment to the 2% inflation target and potentially force it 
into expanding yet again its qualitative and quantitative easing programme. A 
move up to the 130-135 area in USDJPY cannot be ruled out. 

Similarly, for EURUSD, while range-bound rates differentials have implied a 
range-bound currency pair, we see the ECB as ultimately being more sensitive 
to euro strength than the Fed is to dollar strength. Besides, the policy language 
of the two central banks remains divergent even though neither has followed up 
words with actions, i.e. Fed with rate hikes and the ECB with a further 
expansion of QE. Hence, despite relatively cheap valuations, we think there is 
still potential downside in EURUSD. On GBP, however, we are now more 
neutral. The pick-up in wages on the back of strong job-market growth is turning 
to be a catalyst for the Bank of England to surprise the market again with 
hawkish language into the year-end.   

Finally, among the majors, we continue to see further downside in AUD. While 
valuations have normalised quite significantly in recent months and a near-term 
China rebound affords the opportunity for a brief consolidation, the long-term 
weakness fundamentals remains unchanged. As we have discussed in the 
Australia section, the structural decline in capital expenditure and high debt 
levels will necessitate several years of easy monetary policy and a 
fundamentally cheap currency, which would also assist with a manufacturing 
revival. As Figure 90 shows, the AUD is still not quite fully consistent with the 
decline in industrial metals and therefore has further to go.  

 

 

 

 

FIGURE 89: BALANCE SHEETS DIVERGENCE IS FOR REAL 
Central bank assets rebased to Jan 2014 = 1 

 FIGURE 90: AUD NEEDS TO TRADE AT CHEAP LEVELS 
AUD looks a bit rich relative to historical associations 
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REAL ESTATE: RENTAL GROWTH CONTRIBUTING TO STRONG PERFORMANCE 

Summary 
In an increasing number of markets, labour market conditions are improving and 
development levels continue to be low. This is resulting in higher rental growth 
and better income prospects. Combined with favourable relative pricing and 
increased debt availability, this suggests near term performance in many 
markets will continue to be strong. But with the cycle progressing, the 
opportunity to find value for those with a medium term perspective is beginning 
to fade.  

Generally speaking, the opportunity to acquire high quality real estate in tier 1 
US cities has passed. Pricing in several APAC markets also looks stretched. In 
continental European markets, the recovery is far less advanced and the risk of 
interest rates rising is very low. So we believe that high quality assets continue 
to offer good value.  However, a low level of confidence in the strength of the 
European economic market means we remain wary of taking on significant 
income risk in most markets. 

Short term real estate returns have little relation to interest rates. But now that 
real estate has re-priced significantly relative to fixed income, a rapid increase 
in government bond yields remains a key risk for real estate globally. Improving 
rental growth prospects mitigate this somewhat, though. The slowdown in China 
is also a major concern, particularly in APAC and resource dependent markets. 

 

 

 

 

 

 

FIGURE 91: JAPANESE YIELDS CONTINUE TO SHIFT IN 
Prime Tokyo Office yields slip below 3% 

 FIGURE 92: CYCLE WELL ADVANCED IN THE US 
3.1% total returns in Q2 

 

 

 
Source: Property Market Analysis  Source: Datastream 
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Income growth aids European recovery 
Supply and demand imbalances generating rental growth 
UK real-estate continues to perform strongly. According to IPD, annual all-
property total returns were 15.7 per cent in August. The pace of capital growth 
remains high by historic standards although it has eased over the past three 
months. But, importantly, the recovery in rental values has become firmly 
established as occupier fundamentals have improved further. Indeed, August 
saw the fastest all-property annual rental growth since 2007. Looking ahead, 
real estate is likely to remain attractively priced relative to other asset classes, 
especially government bonds. Amid improving occupier fundamentals, robust 
investor demand and greater credit availability, we expect the recent strong 
performance to continue over the near term. 

On the continent, real estate markets are seeing steady improvement in 
occupier demand. According to CBRE’s prime Eurozone rent index from Q2 
2015, retail saw the strongest annual rental growth of 6.5%, compared to 2.3% 
for offices and 1.1% for industrial. In many European markets, the strong 
occupier demand and lack of development has resulted in tight office supply 
and declining vacancy rates. We believe that sustained economic recovery and 
lack of high quality space will continue to underpin near term rental growth. 

Investment activity in H1 2015 remained buoyant in a large majority of 
European markets, particularly Germany, the Nordics and Spain. Since the start 
of 2015, the rate of decline in property yields has accelerated despite the overall 
rise in government bond yields. This reflects European real estate’s 
attractiveness against other income producing assets, as well as relatively 
robust income security and growth prospects. With government bond yields set 
to remain low, the current high risk-free spread will be maintained for some time 
to come. 

 

 

FIGURE 93: STEADY INCOME, STRONG CAPITAL GROWTH 
Total returns of 6.9% in H1 
 

 FIGURE 94: OCCUPIER MARKET STRENGTHENING 
We expect continued high risk-free spread 

 

 

 

Source: Thomson Reuters Datastream  Source: Datastream, Property Market Analysis, Aviva 
Imvestors 
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Equity and debt flows pulling yields down further 
Pockets of occupier recovery, pricing looking uncomfortable in places  
The US market is much deeper into its investment cycle than other global 
regions. The relative pricing argument seems to be diminishing in the office 
market. Tier 1 cities are beginning to look expensive against other income 
producing assets. The window of opportunity in Tier 2 cities is following suit, but 
value still remains in certain markets. Pricing has moved far in the retail sector 
and outward yield shift is expected in core markets in 2016. Meanwhile, yield 
compression is expected to continue in the industrial sector.  

The ultra low yielding environment in Japan means that domestic investors are 
continuing to buy expensive real estate. Given the low cost of financing, 
investors are gearing up and buying in at extremely low yields, generating 
further compression. Robust total returns are expected over the short term. This 
is not all driven by yield impact; rental growth is coming through, especially in 
smaller office buildings.  

In Australia the retail market is benefiting from the positive wealth effects 
generated by the housing market, particularly in New South Wales. Prospects 
look weak for Perth and Brisbane; hit hard by the commodities crash, landlords 
would be taking on significant income risk in these markets.  

Economic weakness persists in Hong Kong. Furthermore, the luxury retail 
sector has been damaged by new visa legislation which limits the frequency of 
visits by mainland shoppers. Tenant demand has weakened and rents are 
falling. We do not see this as a long term decline but a correction of rents to 
more affordable levels. 

 

 

FIGURE 95: ATTRACTIVENESS OF RELATIVE PRICING FADING AS US CYCLE PROGRESSES 
Investors will have to look outside Tier 1 and 2 markets for value 

  
 

Source: Aviva Investors 
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CROSS ASSET VOLATILITY: S&P500 VOLATILITY AWAKENS 

̶ Risk asset volatility climbed as the S&P500 decisively breaks from its multi-year low volatility 
regime 

̶ In contrast, volatility on less risky assets subside by quarter end 

Summary 
Having been the steadying influence on the volatility of other risk assets for 
several years now, S&P500 volatility finally erupted in August and September, 
generating the largest intra-day price moves witnessed on the index in four 
years. This helped elevate, in some cases already inflated, levels of volatility in 
other global equity markets. 

Whilst the pound and euro volatility continued to moderate versus the dollar 
from multi-year peaks experienced in March, emerging market crosses and 
those closely linked to them began to exhibit much increased levels, as their 
exchange rates continued to weaken steadily throughout the quarter. 

Against this backdrop investors rushed to the relative safety of sovereign debt 
assets, causing volatilities to slide across term structures as yields once again 
compressed in a concerted ‘risk off’ move. However, whilst investment grade 
corporate bonds followed suit, the volatility of the high yield end of the market 
surged as their correlation to falling US equity markets increased. 

Commodity volatility also increased from lulls experienced at the beginning of 
the summer. Copper and iron ore volatility moved steadily higher throughout the 
quarter whilst Brent crude’s rebound from its August lows saw volatility climb 
above its multi-year highs from February. 

 
FIGURE 96: 60 DAY REALISED VOLATILITY AS AT THE END OF 
SEPTEMBER SHOWN AS A PERCENTILE WITHIN ITS FIVE YEAR 
DISTRIBUTION 
 
Global equity and FX volatilities have become elevated  

  
 
FIGURE 97: S&P500 30 DAY ROLLING REALISED VOLATILITY 
September saw the main US equity benchmark record its most volatile 
period since 2011 

 

 

 

Source: Bloomberg  Source: Bloomberg 
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Risk assets live up to their name 
Global equity volatility escalates as S&P500 volatility surges 
The S&P500 has been the sleeping giant of asset price volatility for several 
years, seemingly under the spell of successive Federal Reserve (Fed) QE 
programmes that squeezed the volatility out of it by fostering an environment of 
equity risk taking – thereby providing a tacit backstop to the index. The most 
recent peak in volatility (except the smaller ripples that occurred with the 
conclusion of ‘tapering’ to the asset purchase programme last October) 
occurred following the cessation of QE2 in June 2011 (Figure 97). This halt in 
asset purchasing caused the biggest spike in volatility since the Global 
Financial Crisis and forced the Fed to launch Operation Twist and then QE3, 
thereby providing additional support to asset price valuations. Fast forward to 
today and the S&P500 is once again trading without its QE security blanket and 
price action shows that its volatility is no longer smothered by it.  

Whilst the pound and euro continued to trade with less volatility versus the 
dollar than the multi-year peaks experienced in Q1, many emerging market 
currencies began weakening at an increasingly alarmingly rate in Q3. Such 
moves began to gather pace following 10th August decision by the People’s 
Bank of China (PBOC) to allow its currency to weaken, compounding fears of a 
slowdown in the region. Although the PBOC appears to have continued its 
interventionist policy to manage Renminbi exchange rates and dampen volatility 
since then, other EM crosses continue to move more erratically, exacerbated by 
increasingly poor liquidity (Figure 98) 

These growing fears for emerging markets and the perceived lack of cohesive 
direction from the Fed following its September rate-setting meeting seemed to 
engender a general ‘risk-off’ environment in markets, reminiscent of some of the 
more extreme equity market moves witnessed in recent cycles. 

 

 

 
FIGURE 98: 30 DAY REALISED VOLATILITY FOR  
SELECTED USD/EM FX 
The PBOC small devaluation sparked volatility in other Asian crosses. 
Whereas it has since successfully intervened to bring volatility under control, 
other Asian central banks have not 

 FIGURE 99: S&P500 10 DAY REALISED VOLATILITY GRAPHED 
AGAINST S&P500 10 DAY VOLATILITY FROM 18 DAYS EARLIER– 
DATA FROM BEGINNING 2012 
 
 
The recent rise in S&P500 volatility was extremely sudden  

 

 

 
Source: Bloomberg  Source: Bloomberg 
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Indeed, 10-day volatility on the S&P500 recorded 44% – in the 97th percentile 
of all such moves recorded since 2000. What makes this even more striking is 
that it came amid a period of relatively low volatility, making the jump appear 
even more extreme relative to recent history (Figure 99). In reality other equity 
markets had already been exhibiting increased levels of volatility since the 
beginning of Q2 and the S&P was to some degree catching up with this, but as 
S&P500 volatility spiked, volatility on other indices increased sharply as 
correlations between indices increased into the ‘risk-off’ move. 

Consequently, investors sought the safety of developed market bonds and 
volatilities began falling across term structures from sovereign to investment 
grade corporate issues. However, the riskier end of the corporate bond 
universe, which had in some cases begun weakening at the start of last 
summer, continued to widen out – thereby showing more equity-like pricing 
sensitivities than higher rated bonds. Indeed, the BofA Merril Lynch US ‘CCC’ 
rated High Yield index recorded levels of yield volatility last seen at the end of 
2011 in similar fashion to the S&P500, and while yield volatility on the ‘B’ rated 
High Yield index also climbed during the quarter this was in notable departure to 
investment grade indices. 

Of course, much of the ongoing weakness in the US High Yield universe began 
with weakness in the oil price, as much of the universe has exposure to the 
beleaguered US shale industry. Brent crude volatility again soared last quarter, 
eclipsing the previous peak made at the start of the year following the strong 
rebound from its August price lows. Elsewhere, copper and iron ore volatility 
also continued to climb higher and make new multi-year peaks as a result of 
weakness from ongoing supply / demand dynamics. 

Looking ahead, it seems likely that we will see more episodes of volatility across 
markets. So far in 2015 we have witnessed sequential multi-year volatility highs 
in developed market FX, European bonds and now US equities in the first, 
second and third quarters respectively. Although the US Fed can remove some 
market uncertainty by providing a more cohesive and decisive path regarding 
interest rate lift off, the S&P500 volatility genie is out of the bottle and in the 
absence of the nullifying force of QE, is at risk of responding again given an 
above average level of stress to US assets. As was witnessed this quarter, this 
could act as a conduit to higher levels of volatility elsewhere. 

  

10-day volatility on 
the S&P500 
recorded 44% – in 
the 97th percentile 
of all such moves 
recorded since 
2000 



Aviva Investors House View, Q4 2015 

 
Aviva Investors October 2015 | This document is for professional clients and institutional/qualified investors only.    
It is not to be distributed to or relied on by retail clients. 73  

SAA: LONG-TERM OUTLOOK 

̶ Equities continue to offer best long-term expected returns 
̶ Bonds are expensive relative to their fair value  
̶ Cash continues to offer the worst long-term returns 

Summary 
 
 
The Strategic Asset Allocation (SAA) process aims to generate sustainable 
expected returns assumptions i.e. prospective long-run returns given current 
valuations over the long-term horizon (understood to be typically 7-10 years). 
For equities, the approach uses a version of the Gordon growth model which 
decomposes returns into the dividend yield, dividend growth with suitable 
adjustments. For bonds, the framework relies on the initial yield as a forecast of 
long-term returns. Allowance is also made for credit risk by making an 
adjustment for the cost of default. 

The graph below shows the latest long-term nominal return expectations for 
different asset classes against their long-term risk. These have historically 
provided accurate signals on the direction of markets over a seven-to-ten-year 
investment horizon. Expected volatility is worked out from the experience of the 
last 25 years, the maximum period over which we have common data. In 
general, equities and property offer the highest long-run return potential (5-7% 
for most markets) and the highest risk of the asset classes shown. The graph 
indicates that EM equities offer the highest prospective returns. The others are 
roughly similar with varying risk levels. Bonds offer low potential returns, for 
different degrees of risk exposure. As for investment-grade credit, sterling-
denominated issues offer the best risk-adjusted return prospects, while global 
corporates are priced to return around 0.80% less per annum. EM local 
currency debt offers an attractive long-term outlook with returns around the 
same level as equities – just under 6.5% per annum. Safe-haven government 
bonds continue to offer poor potential returns in an absolute sense. 

 

FIGURE 100: RISK VS RETURN SCATTER DIAGRAM 

 
Source: Aviva Investors, Datastream 
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Risk premia vs fair value ranges 
Bonds are expensive, equities are cheaper 
This section considers the valuation backdrop for asset classes relative to their 
‘risk-free’ counterpart. To further explore our long-term outlook we evaluate the 
relative valuation of each asset class, using historical averages to estimate ‘fair 
value’ ranges. The graph below shows the resultant ‘ex ante’ risk premium for a 
range of assets, and shows this versus its fair value (estimated using long-run 
US market history).   

The risk premium for equities ranges from 1.9% to 7.8%, slightly higher than 
last quarter’s range. EM, UK, EU and Pacific ex-Japan are reasonably cheap. 
Japan singularly looks expensive on this basis. North America is close to fair 
value. 

Global high-yield bonds (though based on a shorter history) are within their fair 
value range. Hard currency emerging market debt is slightly below fair value. 
Within corporates, risk premia is slightly above fair value in the UK and below 
fair value in the US and Eurozone. As an example of Eurozone sovereign risk, 
Italian government bonds appear cheaper than Germany on this measure, 
though default risk is very hard to quantify. Govt bonds are generally expensive, 
apart from in the US. 

In summary, our analysis of potential risks and returns in various asset classes 
shows equities are cheap over the long term, especially compared with cash 
and government bonds. The table on the next page compares long-term risk 
and return assumptions between Q4 2015 and Q3 2015. 

 

 

 

 

Figure 101: Ex-ante risk premia vs long-term fair value range 
Equities are above their long run ranges, barring Japan Bonds are generally below their fair value range 

 
Source: Aviva Investors, Datastream 
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Source: Aviva Investors 
 
All assumptions are estimated in local currency. 

 

  

Asset class

30/06/2015 30/09/2015 30/06/2015 30/09/2015

UK Equities 6.96% 7.18% 15.05% 14.98%

EU Equities 5.83% 6.14% 21.14% 21.07%

NA Equities 4.89% 5.09% 17.47% 17.40%

JP Equities 2.03% 2.25% 22.49% 22.84%

Pacific Equities 6.48% 6.91% 16.53% 16.47%

EM Equities (unhedged) 9.09% 10.04% 23.24% 23.21%

Global Convertibles 3.45% 3.52% 8.07% 8.04%

Gilts 2.37% 2.12% 5.55% 5.58%

UK Credits (Non-Gilts) 3.34% 3.33% 4.52% 4.49%

Global Corporate Bonds 2.43% 2.49% 5.03% 5.12%

Global Treasuries 1.24% 1.08% 6.05% 6.22%

Global Linkers 2.48% 2.63% 4.09% 4.24%

Global High Yield 4.24% 5.63% 11.53% 11.49%

EM Bonds (hard currency) 4.50% 5.11% 8.33% 8.43%

EM Bonds (local ccy) Unhedged 6.44% 6.73% 10.06% 10.13%

EM Linkers Unhedged 6.77% 7.23% 5.16% 5.47%

UK Property 5.27% 5.20% 11.33% 11.33%

UK Cash 0.58% 0.58% 0.35% 0.35%

Sustainable return Expected Volatility
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London. Telephone calls may be recorded for training and monitoring purposes. 
 

Compliance code: RA15/0734/280216 



Aviva Investors House View, Q4 2015 

  
Aviva Investors October 2015 | This document is for professional clients and institutional/qualified investors only.    
It is not to be distributed to or relied on by retail clients.                                                                                                                               77  

IMPORTANT INFORMATION: SINGAPORE, REPUBLIC OF CHINA (TAIWAN), AUSTRALIA, 
BRUNEI, HONG KONG, JAPAN, KOREA, MALAYSIA, NEW ZEALAND, THAILAND AND 
PEOPLE’S REPUBLIC OF CHINA 

Unless stated otherwise, any sources and opinions expressed are those of Aviva Investors Global 
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nature. Past performance is not a guide to the future. The value of an investment and any income 
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