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HOUSE VIEW

The Aviva Investors House View document is a comprehensive 

compilation of views and analysis from the major investment teams. 

The document is produced quarterly by Aviva Investors investment 

professionals and is overseen by the Investment Strategy team. Each 

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

arguments are introduced, discussed and debated. The process by 

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

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

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

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

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

across the teams on the main aspects of the report.

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

preparation provides a comprehensive and forward-looking framework 

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

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

investment decisions to those whom they affect.

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

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

contents of this report represent the best collective judgement of Aviva 

Investors on the current and future investment environment over the 

next two to three years.
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SUMMARY

Markets rebounded in Q2 after Q1 jitters and macro releases generally pointed to 
ongoing, if slow, recovery and a base for headline inflation. Although that remains 
largely true still, the Brexit decision has muddied the waters considerably. The direct 
macro-economic consequences of the UK vote to leave the EU should be relatively 
contained – except for the UK itself where they are expected to be adverse and 
significant. But the consequences will be considerably worse if there is political 
contagion. The scaling back of anticipated hikes in the US, alongside some signs of 
relative stability in China has helped sentiment. Easier policy across the world will 
support growth and even those countries that have suffered most in recent times 
– Brazil, Russia – have some reason to think that the worst may be over. Overall, 
global growth expectations have been scaled back modestly again, but we hope 
that this may be the end of a long sequence of downgrades (Figure 1).

Global inflation remains low, but is expected to rise slowly and steadily from 
here, helped by the rebound in the oil price and significant base effects (Figure 2). 
To the extent that the concept has any validity, the global output gap is probably 
still negative, meaning only limited (potentially inflationary) pressures on supply 
capacity. Those buffers may be closer in the US where core inflation measures 
are more or less at pre-crisis averages already and where there are some clear 
indications of gently rising inflation pressures. Elsewhere, inflation is generally 
below target and set to remain there. Worryingly, Japan is seeing falling prices 
again which should lead to additional policy action. Overall, Central Banks are likely 
to delay hiking (US) or provide additional/extended stimulus (Japan, UK, Eurozone).

GLOBAL ECONOMIC OUTLOOK
 – Global growth expectations modestly lower – end of downgrades?

 – Inflation set to rise steadily in H2 from historically low levels

 – Brexit worries argue for loose or looser monetary policy

Source: MacrobondSource: Factset, IMF

Figure 1: Serial disappointments
Will developing economies stabilise in 2016?

Figure 2: Global inflation still low, but past trough
US leading, Japan lagging…again

Policy backdrop to remain 
accommodative for longer

Inflation low in most 
countries, policy loose or 
looser
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Political worries, sluggish growth and low inflation argue for loose policy

US (pp. 23-25) economic growth remained weak in Q1 after a subdued Q4, but 
looks to be picking up nicely in Q2. Inflation meanwhile is ticking higher slowly 
but steadily in both product and labour markets. Household sector balance sheets 
are healthy and real income growth has been robust, supporting solid consumer 
spending growth. The drag from energy and manufacturing sectors now appears to 
be waning. There are several domestic justifications for higher US rates, but global 
considerations may stay their hand until 2017. The Canadian (pp. 29-40) outlook 
is a little brighter than three months ago, because of a rebound in the oil price, 
a more competitive currency and supportive fiscal and monetary policy. Canada 
would be one of the main beneficiaries of better outcomes in the US. 

The Eurozone (pp. 26-28) seems to be having a re-run of 2015 with a promising first 
quarter growth reading suggesting their recovery was picking up speed, only to be 
followed by weaker outcomes in the rest of the year. While that is not yet certain, 
Q2 has certainly seen some moderation. 2015 saw the Greek crisis – that has been 
replaced this year with worries about the UK and Brexit. Trade linkages point to a 
modest hit to growth, but any political contagion would be far more damaging. 
Meanwhile, inflation is still low and set to rise only very slowly.

Macro outcomes in Japan (pp. 32-33) continue to disappoint. Although Q1 
saw reasonable GDP growth (+0.5% q/q) it may have been boosted by the leap 
year effect. Underlying growth looks weak and with inflation dipping back into 
negative territory and wage growth staying weak, there is plenty of justification for 
additional stimulus. A combination of fiscal and monetary policy initiatives is to be 
expected. The outlook for the UK (pp. 29-31) has changed fundamentally as a result 
of the Referendum decision. Uncertainty before the vote had already impinged 
on UK growth. It is now set to continue for years and will be sufficient, in our view, 
to push the UK economy into recession by the end of the year. A policy response 
in the form of lower interest rates looks inevitable and additional unconventional 
measures should not be ruled out. The political fallout and doubts about Britain’s 
future relationship with the EU simply add to the confusion.

Source: MacrobondSource: Macrobond

Figure 3: Unemployment falling - even in Europe 
and Japan

Figure 4: Oil and the US dollar - what next?
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China (pp. 34-36) continues to prioritise growth above all else and at the expense 
of necessary reforms, but will still struggle to reach the upper end of the growth 
target range (6.5% to 7%). The policy back-drop will remain helpful to growth, but 
some of the initiatives may be storing up problems for further down the road. We 
continue to expect only a modest depreciation in the yuan this year, with tighter 
capital account restrictions. 

In the Asian region, (pp. 41-42) the more developed economies of Hong Kong, 
Singapore, Taiwan and Korea that have traditionally relied on exports as a crucial 
growth engine have suffered because of the weakness of global trade flows. 
Indonesia and India have seen some setbacks to reforms, but have at least made 
some progress in key areas. (Three steps forward, two back.) The Latam region 
(pp. 43-45) has benefitted from the more relaxed stance of the Fed, but still faces a 
number of headwinds including weak commodity prices, fiscal retrenchment and 
complex politics. Lower inflation readings mean less need for monetary tightening 
and should provide room for rate cuts in time. Brazil is still complicated and 
combustible, but some progress has been made, including on the current account 
deficit.

Much lower inflation in Australia (pp. 37-38), along with the weakness in 
domestic demand, allowed the RBA to cut rates to a new low in May. Business 
investment, including the key mining sector, will continue to be a drag on growth, 
but consumption should hold up unless the jobs market weakens significantly. 
Household balance sheets look a little stretched by international standards, but 
sentiment remains robust. The weaker currency will help boost Australian exports, 
but sluggish global demand is still a headwind. The low inflation back-drop 
provides room for the RBA to cut again. 

Central and Eastern Europe (pp. 46-47) economies continued to grow quite robustly 
in early 2016, although Poland and Hungary saw minor growth hiccups in Q1. 
Further monetary policy stimulus now looks unlikely in the region, although rate 
rises are probably still some way off. But expansionary fiscal policies in a number of 
countries look plausible.

Source: MacrobondSource: Macrobond

Figure 5: How fast is China slowing?
GDP and PMI balances

Figure 6: Policy rates
Low or less than zero
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MARKET IMPLICATIONS

Equity markets across the globe suffered in the immediate aftermath of the 
referendum result, with the MSCI World benchmark index dropping some 7% 
in the two days after the announcement, with many investors who had been 
positioned for a Remain result being caught out. They did stage a recovery in the 
period after, with Central Banks such as the Bank of England in particular keen to 
emphasize that they will provide further liquidity if required. We expect volatility 
to remain as investors come to grips with the implications of the UK withdrawing 
from the European Union, although there will inevitably be opportunities for those 
with a longer-term investment horizon. Elsewhere, the second quarter has proved 
superficially less volatile with Emerging Markets gradually drifting lower. We believe 
they remain cheap despite a resumption of the downward trend in expectations 
for corporate earnings.

The economic back drop has continued to be supportive for fixed income markets, 
with a moderation in US growth combined with ECB asset purchases driving yields 
down over the course of Q2. The vote for the UK to leave the EU has increased 
uncertainty in the outlook. Given the likely long and difficult negotiations that will 
follow, we expect that uncertainty to persist. Despite expensive valuations, we expect 
the demand for a limited universe of safe haven assets to remain the dominant 
factor. Another key influence on rates markets will be how policy in both the UK 
and elsewhere respond to Brexit. There seems little doubt that the risks to economic 
activity are now more skewed to the downside globally, but the largest impact will 
undoubtedly be felt in UK markets. Yields have hit multi-decade lows and as such 
offer little value from a historical perspective. In our central case, we do not expect 
the hit to global growth from Brexit to be substantial. However, we think the global 
downside risks have intensified from the potential political contagion to the Eurozone 
and beyond. As such, we expect that the FOMC will further delay raising rates, in turn 
implying a global policy back drop that is unlikely to see a significant back up in yields.

The surprise EU referendum result has significantly weakened UK real estate 
prospects. A period of illiquidity and heightened risk aversion makes yield increases 
probable in the near term, while worries about the outlook for occupier demand will 
reduce rental growth expectations in many segments. However, any deterioration 
in values should be limited by easier monetary policy, which improves the relative 
pricing of real estate. If interest rates remain even lower for even longer and we avoid 
a severe recession, high-quality real estate should benefit from its status as a source 
of secure income. The global impacts of Brexit should be far more contained. Global 
activity was already cooling in Q1, but while slowdowns are typical for the opening 
quarters of each year and this one follows a particularly strong Q4 2015, other factors 
are likely to have magnified the fall. One is a volatile start of the year for the financial 
markets in general, another - caution about overpricing in the US and the UK real 
estate. Finally, a bleak economic outlook for a number of Asian markets which had 
deterred investment.

The volatility of recent months, reaching a crescendo after the EU referendum in the 
UK, has at times challenged our constructive view on FX carry that we laid out in the 
previous House View. First, a re-pricing in dollar short-end rates in May following 
verbal intervention by FOMC members, including Chair Yellen, and then heightened 
uncertainty leading into and then after the EU referendum in the UK, pushed market 
volatility to near-crisis levels in some currencies, preventing global investors from 
engaging fully in global carry trades. However, Fed rate hikes were priced out yet 
again in June, reflecting increased uncertainty near term around the strength of the 
labour market and concerns about persistent medium-term headwinds compounded 
by the Brexit vote. Amidst these developments, the broad US dollar index has once 
again softened somewhat, given the net impact of the conflicting forces of a cautious 
Fed (dollar negative) and higher risk aversion (dollar positive, especially relative to 
EM). So far at least, risk sentiment has held up well, given the lack of any contagion 
from the UK vote. But in the near term, the Fed is unlikely to treat Brexit as a benign 
event, validating yet again market expectations of no hikes over the near term. 

Equities

Fixed Income

Real Estate

Currencies
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The Aviva Investors House View Forum – chaired by CEO Euan Munro – brings 
together our senior investment professionals from across all markets and 
geographies on a quarterly basis to discuss the key themes we think will drive 
financial markets over the next two or three years. In so doing, we aim to identify 
the key themes, how we would expect them to play out in our central scenario, 
and the balance of risks. We believe that it provides a valuable framework for 
investment decisions over that horizon. In our Q3 Forum we identified the following 
key themes:

GEOPOLITICS: FROM COLLECTIVE TO NATIONAL RISKS

The global financial crisis dislocated existing political orders as well as economies. 
Rising unemployment, falling living standards and widening inequalities between 
rich and poor have resulted in greater geopolitical instability and a rising tide 
of nationalism. We have seen that development reflected in the US presidential 
campaign, the rising popularity of nationalist parties in France, Italy, Greece, Spain 
and Portugal, and during the UK’s referendum campaign on EU membership. 
Nationalist policies tend to reject globalisation and collective risk-sharing, with 
potentially significant implications for international trade and finance. The outcome 
of the UK referendum to leave the EU will have significant near-term economic 
costs. In our central case we do not expect the impact on global growth to be 
significant.  Key upcoming events include the Austrian Presidential election (likely 
September), Italian referendum on constitutional reform (October), Dutch general 
election (likely March 2017), French Presidential election (April 2017) and the 
German general election (likely October 2017). We believe that the outcome of the 
UK referendum has increased the risk around each of these events. We expect that 
will result in increased market volatility.

GLOBAL MONETARY ACCOMMODATION EXTENDED

At the end of last year, there was an expectation that policy divergence would be 
a key theme for 2016. The FOMC had raised rates in December 2015 for the first 
time in nearly a decade, while the ECB and BoJ continued to ease. However, almost 
from the first trading day of 2016 when Chinese equities fell by nearly 7 per cent, 
a series of material downside risk concerns (including Chinese hard landing, US 
energy company defaults, European banking concerns, US recession risk and most 
recently the Brexit vote) have resulted in an extended period of global monetary 
accommodation. With downside risks persisting, we expect that the global 
monetary policy remains easy, with the FOMC likely to further delay rate hikes and 
likely only deliver two over the next 18 months. In the case of the US, that is likely to 
require them to be tolerant of higher – likely above target – inflation for a period. 
Meanwhile we expect the BoE to cut rates and restart QE and for the ECB to extend 
their asset purchases beyond March 2017. We also expect the BoJ to increase 

HOUSE VIEW THEMATICS AND RISKS

1

2

1 Geopolitics: from collective to national risks in a multi-polar world

2 Global monetary accommodation extended 

3 China growth prioritisation

4 Reflation to triumph over deflation

5 Commodities lower for longer

6 Desynchronised debt cycles

7 Changing market structures
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their asset purchases in coming months, with a significant fiscal package to come 
around the same time. The extended period of global monetary accommodation 
should allow Emerging Market economies to continue to shift from tightening 
to easing, while also undertaking further structural reforms. While we expect 
monetary policy to be kept loose for some time, there remain questions over the 
effectiveness of further easing at this point.

CHINA GROWTH PRIORITISATION

With China’s economy having last year expanded at its slowest pace in a quarter 
of a century, stabilising growth and ensuring they meet the stated target of 
6½-7 per cent appears to have replaced economic and structural reform as 
policymakers’ key objective in the near term. The government provided a 
significant stimulus in the early months of 2016 through increased lending to 
finance infrastructure and looser fiscal policy. As such, the downside growth 
risks appear to be contained for now, but at the likely cost of increased domestic 
imbalances, particularly given the already large debt overhang. The challenge 
for China remains significant. Overcapacity in a range of industries, alongside a 
growing non-performing loan issue for the banks makes us cautious regarding 
the medium-term outlook. However, it is important to remember that the Chinese 
authorities exercise significant control over their economy. While capital outflows 
had been concerning earlier in the year, those appear to have slowed. The yuan 
has also been weakening over the course of this year against the basket of trading 
partners, something that has been possible given the weakening in US dollar. We 
continue to carefully monitor official statements for any change in priorities, in 
particular any sign of a shift back towards structural reform.

REFLATION TO TRIUMPH OVER DEFLATION

With headline CPI inflation rates around zero in the euro zone, Japan and the UK 
for the past 18 months, and the US only seeing modestly higher inflation, there 
has understandably been much talk about whether Central Banks will be able 
to ward off deflation. However, much of the weakness in headline inflation can 
be explained by the protracted decline in oil prices. While we expect commodity 
prices to stay lower than they had been in the early 2010s (see #5), we do not 
expect a further large decline from here. As such, the downward effect of oil prices 
will diminish over the next six months, pushing headline inflation higher. That 
should be supported by the extended period of monetary accommodation (see 
#2), particularly in the US. One exception to that outlook is likely to be the UK, 
where inflation is expected to initially move more sharply higher in response to 
the weakening in the sterling exchange rate, before weakening again on the back 
of a recession and lower medium-term growth prospects. While we expect global 
inflation to rise steadily, there are risks on both sides. On the downside, if political 
contagion spreads from the UK to the euro area, and/or China slows more quickly 
or pursues a materially weaker exchange rate policy. On the upside, if the US keeps 
policy too loose for too long.

COMMODITIES LOWER FOR LONGER

The dramatic decline in oil prices in 2014 and 2015 was seen by some as a 
harbinger of global economic weakness. However, it was an increase in the supply 
of oil rather than a lack of global demand – which was actually stronger in 2015 
than the previous year – that largely explained the fall. While it is true that the 
break-even price of oil has fallen in recent years due to technological advances, 
prices are now closer to the marginal cost of production. All else equal, that 
should suggest a more stable period for oil prices. But supply dynamics are likely 
to be the main short-term driver. The rally since mid-February largely reflected 
supply disruptions in both OPEC and non-OPEC producers. Lower oil prices 
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inevitably result in winners and losers. Net importers, such as the US and euro area 
are beneficiaries with the improvement in terms of trade. But before oil prices fell, 
energy exporters have been significant buyers of dollar and euro-denominated 
assets – sometimes referred to as “Petrodollar recycling”. The impact of a material 
reduction in demand for those assets, or even a liquidation of those assets can 
be felt more quickly than the benefits that accrue to the winners. As for other 
commodities, we believe there will be a dispersion of performance. The growth 
prioritisation in China has lifted the price of various industrial metals such as iron ore 
and copper. But we don’t expect this revival to be sustainable in the longer term.

DE-SYNCHRONISED DEBT CYCLES

We remain concerned about the amount of debt that has built up around the 
world, which in some cases is arguably unsustainably high given the low current 
rates of inflation and economic growth. However differentiation needs to be made. 
While private sector balance sheets are much improved in developed countries 
such as the US, public sector debt has ballooned. In the euro area, the question 
of sovereign debt mutualisation remains unavoidable, particularly following the 
Brexit vote. The fundamental picture in emerging countries is also of concern. While 
private sector debt ratios may be lower than in many developed markets, they 
are high by historical standards and EM interest rates are much higher and more 
volatile than in the developed world. As a result, these countries cannot necessarily 
maintain the same level of debt as advanced nations. That said, extended global 
monetary accommodation (see #2) gives Emerging Markets more time to address 
their debt overhang and implement structural reforms, supporting EM assets in the 
near-term. Should a more stressed global risk environment emerge, then we would 
expect significant divergence of performance as the market rewards those countries 
that have fewer internal and/or external vulnerabilities. China is arguable the most 
stretched EM in terms of private sector debt overhang (see #3), but near-term seems 
to have the capacity to manage defaults.

CHANGING MARKET STRUCTURES

The authorities have introduced a raft of new regulatory requirements since the 
global financial crisis. The indirect impact of some of these measures is becoming 
apparent. For instance, new capital rules have seen banks retreat from certain 
risk-taking activities. That has resulted in sharply reduced levels of liquidity in some 
markets, particularly in certain areas of fixed income. This, potentially, makes it 
appreciably riskier to invest in these asset classes than was previously the case.

6
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RISKS TO THE HOUSE VIEW
POLITICAL POPULISM 

The outcome of the UK referendum on EU membership reflected a rise in nationalism 
seen across many developed markets. Nearly ten years since the onset of the global 
financial crisis, flat or declining real incomes and rising inequality has left many in 
society feeling marginalised. In searching for a way to improve their prospects, many 
have gravitated towards non-traditional political parties or individuals, often with 
a nationalistic focus. In the medium-term, a retreat from globalisation – in terms of 
trade in goods and capital flows – poses a material downside risk to global growth. 
Near-term, the largest risk is in the euro area, where there is increasing support in 
some countries for parties that favour a retreat from the euro and the EU. Were any of 
these parties successful in gaining a mandate, serious questions about the future of 
the euro and the EU would once again be asked.

SECULAR STAGNATION 

Long-term government bond yields have been in secular decline for 30 years. In part 
that reflects the lower inflationary environment achieved in the 1990s and 2000s. 
However, long-term real rates have also fallen over the last 15 years, and in the US 
are currently around zero. The decline in real rates may reflect a steady move towards 
secular stagnation, a move that may have been accelerated by the financial crisis 
of 2008. Estimates of the current equilibrium real interest rate are around zero in 
economies such as the US, euro area and Japan, reflecting the excess supply of savings 
over investment globally. A medium-term downside risk is that economies are unable 
to naturally break out of this low-growth, low return environment, and that policy 
makers do not use the tools at their disposal (eg fiscal policy).

CHINA GROWTH

Growth has slowed in China in recent years, as the economy has matured and the 
process of transforming itself from one based on manufacturing, investment and 
exports towards one driven by services and consumption began. Authorities have 
tried to manage the pace of slowing by supporting growth through increased 
borrowing by State-Owned Enterprises (SOEs), local governments and private 
companies. More recently they have also loosened fiscal and monetary policy and 
weakened the currency. Alongside that support are a range of ambitious structural 
reforms, including financial liberalisation. There is a risk that authorities are unable to 
manage this transition. While in the near-term we see those risks as relatively low, we 
think medium-term risks have increased given the recent further increase in private 
sector debt.

RETURN OF INFLATION 

With oil and other commodity prices stabilising, headline CPI inflation will start rising 
more quickly in the coming months. While it starts from a low base in many countries, 
in the US headline CPI inflation is likely to rise to around 2¾% by early 2017. The 
realisation that inflation can indeed return, particularly if monetary policy remains 
loose, may result in a material re-pricing of global bond markets. 

RETURN OF FISCAL POLICY 

Central Banks are getting closer to the limit of what can be achieved through 
monetary policy. Should it prove insufficient to boost growth and inflation, 
governments may reverse track on the tight global fiscal stance of recent years, 
and embark on a material fiscal easing. This could come in different forms, but 
there appears to be increasing support for government infrastructure investment. 
Japan’s major fiscal stimulus package is widely expected to be introduced in coming 
weeks. The use of fiscal stimulus could provide a boost to growth and inflation, but 
potentially also help with the poor rates of productivity growth experiences since the 
financial crisis.

Rising nationalism

Low growth, low returns

Hard landing

Bond market sell-off

Monetary policy isn’t the 
only game in town
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The Brexit decision is likely to push the UK into recession by 
the end of this year. The severity and length of the downturn 
is uncertain, but will be mainly a UK phenomenon. Looser 
policy is set to follow. The fall in sterling will boost inflation in 
the short term.

The Brexit-induced UK recession will have a modest impact 
on Eurozone growth via trade links. But political contagion 
is probably the greater risk. The ECB may extend its QE 
programme beyond March 2017. Inflation will rise slowly, but 
will remain below target until 2018 at least.

Fundamentals in the US economy look reasonably robust 
and growth is set to rebound in Q2 after another weak Q1. 
Inflation is rising slowly in product and labour markets, but 
international concerns are pushing rate rises further away. 
Eventually domestic conditions will merit a monetary policy 
response. But it might not come in 2016.

MACRO FORECAST CHARTS AND COMMENTARY

Source: Bloomberg, Aviva Investors

Source: Bloomberg, Aviva Investors

Source: Bloomberg, Aviva Investors
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Prospects for the Canadian economy look a little brighter than 
three months ago. The fiscal stimulus package has helped, but 
so too has the rebound in the oil price, a recovery in exports 
and a resilient consumer. Rebalancing away from energy is 
continuing, while the weaker currency (compared to recent 
years) is also having an impact.

Abenomics is still struggling to achieve tangible results. 
Growth continues to languish – despite the Q1 rebound – 
while inflation has dipped back into negative territory. The 
absence of a pick up in wage growth is especially concerning. 
Against this back-drop, a further stimulus package is likely to 
be announced soon.

MACRO FORECAST CHARTS AND COMMENTARY

Source: Bloomberg, Aviva Investors

Source: Bloomberg, Aviva Investors
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Figure 11: Japan

The bottom of the 6.5% to 7% growth target range is still 
just about achievable, but it is a close call. Meanwhile the 
absence of significant progress on structural reform continues 
to present major risks over the medium term. Concerns over 
credit markets are rising as more defaults or “events” are 
reported.

Source: Bloomberg, Aviva Investors
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So the Brexit vote did not bring the calm that was expected. In fact the result initiates 
the next chapter of uncertainty. However this is more of a UK concern than a global 
issue. From a global perspective, the impact on fundamental growth is less significant, 
although the impact on sentiment is less clear.

From an asset allocation perspective, our key change is the exposure to UK equity. 
In particular, we reduce our exposure to mid-cap companies given these are more 
closely linked to the domestic UK economy. For large cap UK stocks, the result is 
less significant due to the offsetting translation benefit of a fall in sterling on global 
revenues.

With our expectation that the FED will delay further rate rises, we see a reduction in 
the pace of dollar strengthening. The ‘easier’ monetary conditions caused by both 
rates lower for longer, and the more stable dollar, removes some of the headwinds for 
US companies. This makes us more comfortable to increase our US equity exposure, 
although we are mindful of valuations and the corporate earnings profit cycle.

Elsewhere in equities, we reduce our allocations in Europe and Japanese equities. 
With Japanese equites in particular, whilst the BOJ is expected to conduct further 
easing, the lack of evidence that this is improving the fundamentals of underlying 
companies and the headwinds caused by the strengthening Yen, reduces our overall 
conviction.

From an FX perspective, we believe sterling will remain under pressure for some 
time and have no expectations of an immediate rebound (unlike what we saw in the 
UK stock market). Therefore for UK investors, overseas unhedged assets look more 
attractive. 

Finally, in fixed income, whilst absolute valuations and inflation-adjusted returns 
look very unattractive, the increased expectations of a ‘lower for longer’ environment 
reduce the hawkish headwinds for the asset class. We still favour the higher real 
yielding investments of high yield and Emerging Market debt attractive on a relative 
basis.

Asset allocation

ASSET ALLOCATION: START OF A NEW ERA? TIME TO ROTATE THE RISK PORTFOLIO

Equities

US

Europe

UK

Japan

Asian Pacific

Emerging Markets

Fixed Income

Domestic Govt

Investment Grade

High Yield

Emerging Govt

Cash

Currencies

USD

GBP

EUR

JPY

Underweight Overweight

Whilst Brexit grabbed 
the headlines, the impact 
on global growth is 
less significant, but it’s 
important to reassess where 
the opportunities lie.
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1. Structural demand for energy changing – lower carbon trend continuing

The global climate agreement reached at the 21st Conference of the Parties 
(COP21) in Paris last year was formally signed in April 2016 and is expected to be 
ratified by early 2017. It commits governments to limit temperature rises to within 
2°C and to pursue efforts to limit it to 1.5°C. We believe the Paris Agreement is 
pivotal for the global energy sector, sending a strong signal through its aims to peak 
global emissions as soon as possible and reach net-zero emissions in the second half 
of this century. We continue to maintain a close watching brief on the companies in 
this sector to see how they are responding to this systemic challenge.

Decarbonisation of the energy sector requires rapid and effective policy action 
alongside appropriate financing to encourage lower total and lower carbon energy 
demand. We are already seeing important signals in the largest energy consuming 
nations – China, United States and India. The most recent BP Energy Outlook 
and Statistical Review of World Energy (June 2016) highlighted a second year of 
below average growth in global primary energy consumption (1.0% increase in 
2015 compared to 10-year average of 1.9%) and strong growth in renewables in 
power generation (to nearly 3% of global primary energy consumption), while 
coal consumption recorded the largest percentage decline on record. The share of 
primary energy mix is anticipated to change considerably over the next 20 years 
(Figure 13). 

China’s 13th Five-year Plan (13FYP) set both an energy intensity target (energy 
consumption / GDP is to decline by 15% by end 2020) and a new cap on total 
energy consumption set at 5bn tonnes of standard coal equivalent. According to 
the International Energy Agency (IEA) figures (March 2016) emissions fell at the 
same time that China’s economy grew, indicating a decoupling of carbon emissions 
from economic growth. Last year China also recorded the second largest increment 
in renewables in power generation (+20.9%) behind Germany, while coal is 
declining (Figure 14). 

In the US, Morgan Stanley recently (June 2016) warned that US electricity demand 
is expected to decline by 0.5-1% annually driven by energy efficiency (e.g. LED 
lighting & smart home technology), industrial weakness and distributed generation 
(e.g. rooftop solar). This may be increased by further efficiency breakthroughs or 
incremental government regulation. 

ESG INSIGHT

Below average growth in 
energy consumption

China, US and India all 
look to improve efficiency 

and decarbonise energy 
generation

Figure 13: Share of primary energy Figure 14: Has coal already peaked? Driver for Chinese 

coal-based power generation decline

Source: IEA Medium Term Coal Market reportSource: BP 2016 Energy Outlook
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In India, its ambitious plan to install 175 gigawatts of renewable energy by 2020, 
100 gigawatts of which would be from solar energy, was given a boost in June 
2016 when President Obama and Prime Minister Modi announced a jointly funded 
US$20 million US-India Clean Energy Finance (USICEF) initiative. This is expected 
to mobilize up to US$400 million to provide renewable electricity to up to one 
million households by 2020. They also reiterated support for the International Solar 
Alliance, launched by France and India during COP21. 

Currently over half the global population and 80% of the world’s GDP resides in 
cities and account for approximately two-thirds of primary energy demand. By 
2050, the urban population will grow to two-thirds of global population, and the 
urban share of global GDP will be approx. 85% (IEA Energy Technology Perspectives 
2016). Cities and municipalities played an important role in the Paris Agreement 
with 1985 cities and 103 regions globally making their own voluntary emission 
reduction pledges. This is important as they have the potential to be more agile 
in decision-making and implementation and are likely to have more flexibility in 
accessing finance. A number of cities have already issued green bonds to finance 
clean transportation including an electric powered light railway, green buildings, 
and smart grid infrastructure projects. We are in favour of the green bonds market 
and welcome its growth. However, we have concerns about many of the green 
claims being made. If the green credentials do not bear scrutiny, there is likely to be 
subsequent negative impact on bond valuation.

2. The carbon transition – a turning point for electric vehicles (EVs)?

The electric vehicle (EV) market, while currently small (below 1% of new car 
registrants), is set to grow. It will be driven by government support (for low or 
zero emission vehicles and associated infrastructure), an improved offering of EVs 
(increased range, increased speed of charging and reduced cost), and a growing 
familiarity and acceptance by consumers. 

Governments are already tightening fuel consumption standards and offering 
incentives for low or zero emission vehicles. Europe is driving emissions standard 
ahead of US but trajectory clear (Figure 15). EVs are still highly dependent on 
subsidies but we are seeing the policy support (in the form or taxes or subsidies) 
coming through. Electric vehicles, batteries and components for self-driving cars are 
now the main focus of leading carmakers’ R&D strategies. 

Figure 15: CO2 emissions reduction between 2015 & 2025 Figure 16: Proliferation of electric vehicles

Source: : SG Cross Asset Research/Credit/IHSSource: SG Cross Asset Research/Credit
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Cities are the main drivers of global mobility demand, both as a result of direct 
passenger transport activity within and among urban areas and freight activity 
needed to meet the demand for goods, accounting for approximately 40% of total 
transport energy use. Investment in lower carbon urban mass transport systems and 
an increase in the trend for ‘shared mobility’ are likely to provide strong tailwinds 
for EV penetration.

According to HSBC, China has begun to play a crucial role in both the demand and 
supply for EVs; pursuing a series of policies (such as the Energy Saving and New 
Energy Auto Industry Development Plan and Electric Vehicle Charging Infrastructure 
Guidelines) to support EV market growth. At a regional level, Beijing and other 
major cities are likely to continue to promote expansion of the domestic EV 
market to facilitate the development of technology and mitigate the significant air 
pollution issues and current heavy reliance on imported energy, especially imported 
oil. 

Pre-orders for Tesla’s Model 3 hit 276,000 three days after the company unveiled 
the model on 31st March 2016. Requiring a deposit of US$1000 and representing 
2.66 times Tesla’s cumulative vehicles sales since 2012, this represents a very strong 
signal and essentially free financing given the vehicles are not due for delivering 
until late 2017. While we like Tesla’s innovation, we have concerns regarding its 
governance model. It is clear that incumbent OEMs are increasing R&D in this area. 

3. Country vulnerability to climate – extreme weather impacts & food shocks

Climate change exacerbates resource stress, raising risks to the global economy, 
populations and to global energy, food and water systems. HSBC recently re-ran 
their assessment of climate risk vulnerability and adaptability in G20 countries. 
Exposure (to rising temperatures, water availability and extreme events), sensitivity 
(number of people affected by extreme events and the damage costs), adaptive 
capacity (income and debt levels) and adaptive potential (rule of law, corruption 
and education indicators across countries) were assessed (Figure 17). 

India, China, Indonesia, Brazil and South Africa, are the five most vulnerable 
G20 countries. As the number of extreme weather events (droughts, extreme 
temperatures, floods and wildfires) rise in aggregate on a global basis adaptive 
capacity will become increasingly important. 

G20 economies exposed to 
climate risk 

Tesla pre-orders surprise 
on the upside

China ratcheting EV 
demand & supply

Figure 17: G20 Climate vulnerability ranking 
(1=most vulnerable)

Source:HSBC

Relative Basis: Scoring Climate 
Risk - report date 2013 2016
India 1 1
China 2 2
Indonesia 3 3
Braxil 5 4
South Aftrica 4 5
Mexico 7 6
Argentina 10 7
Saudi Arabila 6 8
Russia 8 9
Turkey 11 10
Italy 9 11
France 12 12
Australia 13 13
UK 14 14
Japan 16 15
Germany 15 16
US 17 17
South Korea 18 18
Canada 19 19
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Figure 18: Countries experiencing the largest positive and negative effects on real 

GDP from a doubling in food commodity prices

Source: Global Footprint Network & UNEP

A growing imbalance between food supply, driven by both acute and chronic 
impacts on production from climate change and water scarcity, and food demand, 
driven by global population and income growth is likely to lead to greater variability 
in food production, higher and more volatile food commodity prices and a higher 
likelihood of price shocks. 

A report by the Global Footprint Network and UNEP FI, together with HSBC and S&P 
Global Ratings modelled the impact of a rapid doubling in global food commodity 
prices on GDP, current account balance and CPI. Unsurprisingly the countries most 
severely impacted are those combining high food commodity imports with high 
household spending on commodities such as Egypt, Morocco and the Philippines. 

In terms of the highest percentage loss to GDP, the five countries that will be worst 
hit if food commodity prices double are all in Africa – Benin, Nigeria, Cote d’Ivoire, 
Senegal and Ghana. However, in absolute terms China will see the most total 
amount of money wiped from its GDP of any country (US$161 billion) followed 
by India (US$49 billion). Nine countries experience an increase in GDP including 
Paraguay, Uruguay, Brazil, Australia, Canada and the US (Figure 18). 

The social and political implications of extreme weather events and food shocks 
may be material. In 2015, Lloyds published a report on the insurance impacts of 
acute disruption to global food supply highlighting the potential for civil unrest 
could lead to property damages and strikes. Where the resulting impacts on 
national economies are material we see a potential impact on sovereign credit risk 
ratings, in particular those countries at the lower end of ratings. 

Significant GDP impacts of 
high & volatile food prices

Climate vulnerability could 
impact sovereign 
credit ratings
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Country

Highest Positive Effect Highest Negative Effect

Real GDP Effect (%) Real GDP Effect (%)Country
Paraguay 5.7 Benin -8.6

Uruguay 2.5 Nigeria -7.2

Bulgaria 0.6 Côte d’Ivoire -7.0

Australia 0.1 Senegal -6.6

Brazil 0.1 Ghana -6.5

Canada <0.1 Mozambique -6.1

USA <0.1 Rwanda -5.5

Hungary <0.1 Malawi -5.4

Vietnam <0.1 Ethiopia -5.4

Tanzania -5.2
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“All changed, changed utterly:”
~ W.B. Yeats

When the parallel universes of politics and markets collide it is normally financial 
markets that misunderstand the probability of events occurring before reacting with 
what is often violently fury.  

These risks can be significant because:

 – Developed markets have shown limited ability to recognise and therefore price 
this risk.

 – Political risk can suddenly spike but rarely dissipates quickly.

 – Electorates, like all crowds, are not necessarily rational and this irrationality may 
not lead to sensible solutions from the market’s viewpoint.

The most recent illustration of these points is the surprise news that the UK electorate 
has decided that the UK’s future is best served being outside the EU. Heading into the 
referendum the markets were still pricing ‘Brexit’ as an outside possibility rather than 
a central scenario. Indeed the ferocity of the response tells us how far that was from 
most investor’s predictions (Figure 19).

While Brexit is the most obvious and immediate example, it is unfair to suggest 
that the UK is alone in facing political conundrums. The second half of 2016 brings 
American Presidential elections and an Italian referendum on the constitution which 
has become mixed in with concerns about banking stability and dis-satisfaction with 
the government. These may turn out to be just as unpredictable and disconcerting for 
the markets as Brexit has been, however, while they are the most clear-cut risks they 
are far from the only ones.

The madness or otherwise of crowds & Brexit

“Now here comes in the whole collapse and huge blunder of our age. 
We have mixed up two different things, two opposite things. Progress 
should mean that we are always changing the world to suit the vision. 
Progress does mean (just now) that we are always changing the vision.” 
~ G.K. Chesterton 

RISK

Source: BloombergSource: Bloomberg

Figure 19: GBPUSD exchange rate Figure 20: One month Treasury and Euro option 
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In the post World War II period the leaders of Europe offered a vision of closer union 
as a response to their conflicts. The logic was simultaneously both stunningly simple 
and radical, by bringing the states together, conflict became more remote towards 
the point of impossibility. It was for many a panacea for centuries of discord and 
wars between Europeans and, an elegant use of economic self interest.  Since it’s 
foundation it is clear that this onward progression of closer unity is not necessarily 
universally shared by all, a concept tested during by David Cameron’s offer of a 
referendum on membership of the EU.

“Nothing is more unpredictable than the mob, nothing more obscure than 
public opinion, nothing more deceptive than the whole political system” 
~ Cicero

On the 23rd of June 2016 the UK electorate did the unexpected - well the unexpected 
from the market’s viewpoint - it voted to leave. While there will be debates and 
arguments in the future about why this result occurred, what is clear is it has created a 
great deal of uncertainty.  

Even in the few weeks since the result we have seen an outburst of blood letting 
on both sides of the political spectrum in the UK, which has left the UK with a less 
stable government. Fundamentally markets dislike instability. However, considerable 
uncertainty surrounds British ties with the Eu and whether article 50 will be triggered .

“There are known knowns.                                                                                                                             
These are things we know that we know.                                                                                                  
There are known unknowns.                                                                                                                           
That is to say, there are things that we know we don’t know.                                                                   
But there are also unknown unknowns. There are things we don’t know 
we don’t know.” 
~ Donald Rumsfeld

US Election

We are moving apace through the US Presidential race with Donald Trump and Hillary 
Clinton currently going head to head. While the Democratic Convention looks likely to 
be a rather sedate affair regarding the coronation of Hillary as the candidate, there is a 
risk that the Republican Convention might denigrate into open civil war. 

The Republican candidate, Donald Trump, has run an undoubtable populist campaign, 
and populist do not always follow predicable routes. Building walls is always less 
likely to help an economy than building bridges and politicians who want to put their 
electorate’s economic welfare first would be wise to heed this lesson. 

The Italian Job ~ Renzi, banks and another referendum

The third major political risk faced by the markets is the up coming Italian 
constitutional referendum, to which PM Renzi has effectively tied his political career. A 
failure to pass would in theory lead to his resignation and presumably fresh elections 
in which the Five Star movement might well be the victors. This outcome would 
throw greater uncertainty into the European project at a time when it can ill afford it. 
Indeed, while it could be argued that currently the damaging fall out from Brexit has 
mainly being contained to the UK, there is some risk that instability and an less friendly 
government at the heart of the European project would be far more difficult to 
contain.  What this means for investors is that volatility will be a persistent companion 
for the foreseeable future.

Summary Aviva Investors House View, Q3 July 2016
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Volatility

In the first half of the year we witnessed transient increases in FX, equity & fixed 
income volatility (Figure 20). The willingness of authorities to dampen such volatility 
has abated and their tolerance of investor’s 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.  We can perhaps observe this conundrum best when 
we see the uncertainty created by the Fed’s public engagement. While the Fed 
leadership has lauded the success and clarity of their communication it appears that 
confusion may well be an abiding state of mind for investors in this quarter. 

Regulation

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

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 a wise 
investment.

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 are not attuned will suffer.
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Economic Outlook Aviva Investors House View, Q3 July

US GDP growth slowed to a disappointing 0.8% (annualised) in Q1, as household 
consumption growth slowed to its weakest rate of increase in over a year, while 
business investment and net trade subtracted over 0.5% from headline growth (Figure 
21). Over the past 6 months growth has averaged just 1.1%, well below the estimated 
trend rate of growth around 1¾-2%. Much of the weakness over that period can 
be attributed to the fall-out from the sharp decline in oil prices and the previous rise 
in the US dollar. A precipitous fall in mining investment has subtracted around ½% 
from growth in each of the past two quarters, while declines in energy output have 
subtracted roughly another ¼% from both Q4 and Q1. In other words, before even 
considering second-round effects on other industries, the direct negative impact on 
growth of the energy industry has been enough to explain the shortfall in growth 
from trend.

Outside the energy sector, the underlying growth dynamics look more encouraging. 
Household consumption remains the most important driver underlying growth. 
Were that to slow materially, the prospect of a continuation of the long but uneven 
expansion of the last six years would be called into question.  Therefore it is significant 
that the slowdown in Q1 looks to have been temporary, with recent monthly data 
for retail sales and personal spending accelerating. The main drivers of household 
consumption – real disposable income and wealth – remain healthy. The continuing 
improvement in the labour market, a modest increase in earnings growth and low 
inflation are supporting an annual rise in real disposable income growth of around 
3.5%. At the same time net worth (as a percent of disposable income) is close to its 
pre-crisis peak, and while measures of consumer sentiment have eased a little, they 
remain above their long-run average. That said, households have shown some degree 
of increased caution, with the saving rate rising a little over the past year. However, 
with household balance sheets in their best shape in around 15 years, the risk of 
acceleration in the deleveraging process seems remote.

The steady recovery in the housing market has also picked up pace in recent months, 
with builder sentiment at an eight month high (and well above average), permits 
for new houses rising again, existing home sales accelerating and average prices 

ECONOMIC OUTLOOK

US: STRUCTURAL HEADWINDS TO PERSIST
 – Growth disappointed in Q1, but looks set to rebound Q2

 – Wage growth steadily rising as labour market tightens and headline inflation picks up

 – Brexit means lower for longer for the Federal Reserve

Figure 21: Contributions to GDP growth 
Investment and net trade drag growth down

Figure 22: Business investment 
Mining investment collapses, non-mining soft

Source: MacrobondSource: Macrobond
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back to their pre-crisis peaks. Looking ahead, with most of the necessary key stock 
adjustments post-crisis having taken place (e.g. inventory levels are close to historic 
lows), favourable borrowing conditions (mortgage rates are only marginally above 
their all-time lows) and household formation set to rise, the housing market should be 
a positive source of growth.

The corporate sector has had a more challenging period over the past year. Economy-
wide profit margins had been close to historic highs for much of the previous three 
years, but fell somewhat through 2015. Reflecting the decline in profit margins, non-
financial corporate profits fell at their fastest pace since the Great Recession. Some of 
that reflected the both direct and indirect impact of lower oil prices on energy and 
related industries. But that was not the only factor. The earlier rise in the dollar also 
weighed on profitability, and for the first time in nearly 20 years the labour share of 
income rose, as wage growth slowly picked up pace despite the weakness in revenue 
and profit growth. At the same time, corporates have continued to shift towards 
financing the balance sheet through increased debt issuance or loans. As a result, 
balance sheet metrics such as debt to income have worsened materially. However, 
interest coverage ratios remain near all-time cyclical lows, reflecting the historic low 
cost of finance. A combination of a precipitous fall in investment in the energy sector, 
along with uneven growth in recent quarters and uncertainty around expected future 
demand, has also seen business investment weaken. Instead, many large companies 
have engaged in share buy-backs, rather than seek out opportunities to expand. 
Somewhat concerning has also been the recent tightening in lending standards to 
corporates as measured by the Federal Reserve’s Senior Loan Officer Survey.

While conditions for corporates have become more challenging, overall they remain 
well-placed, with an expectation that profit growth will return in Q3. That said, some 
industries, such as energy and manufacturing have suffered due to external factors; 
although the latter has shown signs of recovery more recently. A key metric we will 
be monitoring over the coming quarters to gauge the health of the corporate sector 
and growth prospects more broadly will be the growth of non-mining investment 
spending (Figure 22). With disappointing productivity growth for several years, a 
resumption in the rise in investment as a share of GDP will be needed to facilitate 
future productivity gains.

The earlier rise in the US dollar, alongside weak global demand, has meant that net 
trade has been a drag on growth. However, it has started to show some signs of 
improvement in recent months, likely reflecting the waning impact of the higher 
dollar. Looking ahead, the risks to global growth remain tilted to the downside, 
limiting the extent to which net trade will be able to boost US growth. However, the 
drag of recent years should be smaller.

Bringing together the latest information available on activity for Q2, the range of 
“nowcast” estimates is between 2-3%  (Figure 23). While those are based on only 
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Figure 23: US Q2 GDP “nowcast” models 
Growth set to rebound

Figure 24: Unemployment and earnings growth 
Wage pressures rising 

Source: MacrobondSource: New York Federal Reserve, Atlanta Federal Reserve, Macrobond
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around half of the full information set for the quarter, they suggest a relatively robust 
rebound. One factor supporting that rebound has been the softening in financial 
conditions since February. Indeed, on some measures financial conditions are less tight 
now than at the time of the Fed rate hike in December. E.g. household mortgage rates 
are around 40bp lower over that period, while the dollar index is around 1% lower.

Throughout the uneven growth recovery of the past seven years, the one area of the 
economy that has surprised with its rate of improvement has been the labour market. 
Most forecasters have underestimated the pace of decline in the unemployment rate, 
which now sits at a cyclical low of 4.7%. Even at the start of this year, when activity 
disappointed, employment growth was remarkably strong. However, the employment 
report for May saw the smallest increase in non-farm payrolls in nearly six years. With 
the accompanying downward revisions to earlier months, it suggested a material 
slowdown in the labour market. But it is important not to place too much weight on 
one observation, particularly with data as noisy as non-farm payrolls. A range of other 
labour market indicators continue to improve, including vacancies, quit rates and long-
term unemployed. That said we will be watching the coming months carefully. The 
June rebound suggested that the US labour market remains in good shape.

As the improvement in the labour market matures, earnings growth should continue 
to rise, particularly as headline inflation also picks up in H2. While the commonly-
cited measure of hourly earnings has risen only modestly, other measures such as the 
Atlanta Fed median wage tracker shows a more robust picture (Figure 24). Recent 
analysis of those data show that wage growth for those changing jobs has picked up 
even more markedly, and is now around its pre-crisis average.

With rising wage growth, and the temporary effects of the decline in oil prices set 
to drop out of the annual comparison in the coming months, we expect headline 
inflation to continue rising (Figure 25). Indeed we expect CPI inflation to be around 
2.6% by the end of the year, while core PCE inflation, the measure the Fed tend to 
focus on is likely to be close to the target of 2%. That should reflect a modest pickup in 
core goods inflation (as the effects of the stronger dollar on import prices wanes), with 
service inflation set to remain around 2¼%.

Looking ahead, the central case remains one of steady growth, around trend, 
tightening labour market conditions and rising wage growth and inflation (Figure 
26). With policy rates still near all-time lows, that ought to be a backdrop consistent 
with the Fed delivering a gradual increase in interest rates. However, in our central 
case we have reduced the pace at which we think they will raise rates over the coming 
18 months to just two. That reflects the ongoing disappoint in global growth, the 
outcome of the UK’s referendum on leaving the EU, a slower pace of increase in the 
neutral or equilibrium real rate in the US and the sensitivity of financial conditions, in 
particular the US dollar, to the tightening cycle.

Figure 25: Measures of core inflation
Core inflation rising steadily

Figure 26: US economic forecast 

Source: Bloomberg, Aviva InvestorsSource: Macrobond
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The main reason that the Eurozone saw a second dip in activity in 2011/12 
following the huge downturn in the global financial crisis (GFC) was of course its 
very own sovereign debt crunch. But the ECB’s painfully slow response to difficult 
circumstances also contributed. Moreover, their tardiness starkly revealed the 
critical fault-line in the single currency project – monetary union without fiscal 
(political) union is fundamentally flawed. This has not yet been fully resolved and 
could yet resurface as a major problem. But for the moment there has been an 
unusual breakout of calm and harmony within the Eurozone, helped significantly 
by improved economic outcomes. The region has now seen three consecutive years 
of growth at an annual average pace of 1.4%. (Figure 27) As this has comfortably 
exceeded the trend rate of perhaps 1.0%, unemployment has fallen steadily, 
although it is still unacceptably high in several countries.

Perhaps most importantly, the ECB has finally embraced activism. Political stresses 
still influence its thinking and its actions, but they can hardly be criticised for 
intransigence these days, something that has not always been true in the past. 
Policy interest rates are negative, QE has been underway for more than a year 
and, in a recent initiative, the programme has been extended to €80bn of asset 
purchases a month and to include non-financial corporate bonds. Whether such 
unconventional monetary policy will work or not (and we are optimistic that 
it is helping enormously), these actions have certainly boosted sentiment and 
encouraged greater belief that the Eurozone is playing an important part in the 
admittedly still fragile global economic recovery. And as we have stressed before, 
the longer the recovery continues, the greater the chance that it becomes self-
sustaining. Unusually for Europe, the recent revival has not relied heavily on exports 
– it has been domestic demand growth (of 1.6% annualised) that has underpinned 
growth since 2013. In these circumstances, the external shock from the Brexit vote 
is especially unwelcome.

EUROZONE: ECB TO STAY IN STIMULUS MODE FOR LONGER
 – Momentum has slowed a little, but the Eurozone is growing at a modestly above-trend pace

 – Inflation is still subdued, but we have probably seen the lows – it will move higher from here

 – Brexit impact should be contained unless there is political contagion

Source: MacrobondSource: Eurostat, FactSet

Figure 27: Eurozone quarterly GDP growth, 2000 - 2016 Figure 28: Eurozone average interest rates
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But it is still too soon to sound the victory salute. In addition to the likely long-
winded political wrangles related to “ever-closer integration”, economic success 
is not yet guaranteed. It would have been remarkable if the Eurozone economy 
had not reacted to the extreme levels of stimulus that have been provided 
with a worthwhile cyclical recovery. But the area has a history of providing 
disappointments – 2015 also began with a bumper first quarter (2.3% annualised), 
a pace that was repeated in Q1 2016. But growth then faded in the rest of the 
year. There are already some signs that the momentum from Q1 has slipped a little. 
Brexit worries can only add to that. We expect the ECB may now choose to extend 
their current QE programme beyond the previously-scheduled end date of March 
2017. And any rate rise is still a long, long way off. Meanwhile, low interest rates 
are having an impact: borrowing costs are at all-time lows and lending growth has 
moved back into positive territory for both households and, more importantly, for 
non-financial corporations (Figure 28). Monetary growth – the ultimate target of QE 
programmes – is strong on both the M1 and the M3 measures (Figure 29).

Moreover, fiscal policy is set to be less of a brake in 2016 and 2017 than it has been 
in earlier years. Fiscal aggregates (deficits compared to GDP) have improved in most 
countries – although not by as much as might have been hoped in some – and that 
has provided some room for a reduced squeeze, an outcome that would have been 
unthinkable if adherence to the Maastricht criteria was still strict (Figure 30). The 
policy backdrop will therefore continue to be helpful for growth. However, before 
leaving the policy arena, it is important to note that many Eurozone countries still 
require structural reform of rigidities in product and labour markets if they are to 
improve productivity and GDP growth rates in the future. With all countries facing 
inevitable demographic challenges associated with aging, it is vital to make some 
progress in this direction. Some have done so (following Germany’s lead a decade 
or more ago) – Ireland, Spain, even Italy – but others have further to go. Cyclically-
high unemployment rates can be tackled by better growth; structurally-high 
unemployment rates need something more fundamental.

Source: FactSetSource: FactSet

Figure 29: Eurozone M3 Growth Figure 30: Eurozone change in budget balance as % of GDP
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Little wonder then that ECB officials have been relentless in stressing how essential 
structural policies are: Governor Draghi ends every ECB press conference with a plea 
for greater reform, growth-friendly policies and progress on capital markets union. 
Part of the reason is that since the GFC, there has been a tendency for countries 
to back away from such reforms as soon as the ECB provides policy stimulus or, in 
extremis, a rescue package. This has been the playbook since 2008. Ultimately, the 
ECB’s mandate is to achieve the inflation target of “close to, but below, 2%” on the 
headline CPI measure. The last time it was there was in February 2013. Since then 
it has averaged 0.4% and it was still in negative territory – just – in May this year 
(-0.1%.) Given the bounce in oil prices this year, it is almost inevitable that inflation 
will rise from here – we envisage a rate of perhaps 0.5% by the end of 2016 and 
1.5% a year later. The ECB’s own projections are for annual averages of 0.2% and 
1.3% respectively, but those are entirely consistent with our end-year projections 
(Figure 31).

The bottom line is that while growth has returned to the Eurozone and been 
maintained for a decent length of time now, it is still struggling to pick up to pace 
that could really make a difference quickly (2% to 3%), even with the extreme level 
of stimulus (Figure 32). As Draghi stressed at this month’s ECB press conference, the 
risks to the growth outlook remain tilted to the downside, although recent policy 
actions have at least mitigated some of the domestic economy concerns; those that 
remain are concentrated in the international arena and in political developments 
both inside and out of the Eurozone. It is too easily forgotten that it was only a 
year ago that the Greece crisis was dominating headlines and threatening global 
macroeconomic stability. We do not expect another Eurozone crisis to erupt in 
the immediate future, but it would be naïve to expect the path to closer union to 
be a smooth or a quick one. As a result of the Brexit vote, growth in the Eurozone 
will be modestly lower because of trade linkages. But if there is significant political 
contagion, it could swiftly become far worse.

Source: MacrobondSource: Macrobond

Figure 31: Eurozone annual inflation rates Figure 32: Eurozone economic forecast
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The decision of the UK to leave the European Union has fundamentally changed 
the outlook for the British economy. Before concerns about Brexit took over, UK 
prospects had actually been reasonably bright. That has all changed now. The 
political maelstrom that has been churned up will have significant ramifications for 
the UK (and possibly elsewhere) – we may soon have new leaders for both major 
political parties and it is not at all clear how things will look in the days, weeks, 
months, even years to come. Uncertainty in many areas is likely to dominate the 
political, economic and investment backdrop for some time yet. In the run up to the 
referendum GDP growth had slowed only modestly (Figure 33), consumer spending 
hadn’t shifted down at all (Figure 34) and reliable leading indicators suggested that 
trend or above-trend growth was more likely than not. There were still legitimate 
and understandable concerns about aspects of the UK economy – too much 
reliance on consumption, over-valued housing, large current account deficit and 
painfully slow improvements in public finances. But the economy was far more 
robust than many would have believed.

Uncertainty about the outcome of the referendum had already had a significant 
impact on sentiment and activity, especially among businesses. GDP growth slowed 
to just 0.4% in Q1, the lowest since the double-dip jitters in 2012, and surveys had 
suggested that some further weakness was to be expected. The referendum was 
recently cited as the single largest worry among UK companies, so it should come 
as no surprise that “discretionary” activity had been put on hold where possible: 
business investment fell in Q4 last year and Q1 2016, while jobs growth has slowed 
noticeably so far in 2016. Unfortunately, this looks as if it will now get worse before 
it gets better. The referendum may have resolved uncertainty about the result, but 
that is all (and even that is still being questioned in many circles). It has emphatically 
not resolved the uncertainty about the UK’s political backdrop or about the future 
relationship which the UK has with Europe. And that uncertainty could last for 
many months, years even. On its own, we consider it sufficient to push the UK back 
into a mild recession by the end of 2016. Two questions then arise, the answers to 
which will largely determine how long and how deep the downturn is: will there 

UK: BREXIT DOMINATES
 – Brexit fallout will dominate the UK outlook for at least the next two or three years

 – The UK economy is likely to slip into recession by the end of 2016

 – Weaker sterling will boost import prices and push inflation up more sharply

Source: FactSetSource: FactSet

Figure 33: UK quarterly GDP growth, % Figure 34: UK consumption: quarterly growth
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be second round effects on sentiment, employment and consumption? And will 
some swift and constructive progress be made on the parameters of our future 
association with the EU?

The longer the uncertainty persists, the more prolonged the period of slowdown 
or stagnation and the greater the risk of second round effects. For now, the worries 
will be focussed on investment (and business investment in particular) and big-
ticket spending by UK households. These are the areas of spending most sensitive 
to changes in sentiment and, along with inventories, are the key drivers of turning 
points in the business cycle. Business investment had already stalled (Figure 35). 
If past downturns are any guide, it will now fall steeply. Annual rates of decline 
of 10% at such times are not unusual – but from peak to trough the figure can 
easily be double that. Similarly, consumption spending on durable goods typically 
makes up only about 8-10% of total spending for UK households. But it tends 
to grow at more than double the pace of aggregate expenditure and is far more 
volatile – it can rise by 10-15% in booms and slump by 5% or more in downturns 
(Figure 36). Presumably around 52% of UK households will be happy with the 
referendum result for now. But if their optimism were to prove misplaced over 
time, and the jobs and housing markets weakened, then sentiment would shift, 
precautionary saving might rise and discretionary spending could be put on hold. 
Consumer spending is 62% of GDP. A 10% swing in the 10% durables component 
of consumption would knock 0.6% off total GDP growth, compounding the adverse 
impact of weaker investment. If belts were tightened more generally, it would only 
be worse than that.

The weaker exchange rate will help offset lower domestic demand by stimulating 
exports and encouraging import substitution. But this impact will take time to feed 
through. Any downturn or recession will also help shrink the UK’s alarming current 
account deficit which is currently running at close to 7% of GDP. Given heightened 
uncertainty about the UK’s future, we cannot be confident about our ability to 
continue to attract sufficient capital inflows to finance this gap – sterling could 
easily fall further. 

As Britain’s post-war history has shown on so many occasions, moves in the 
currency – especially large ones – have usually had inflationary (or deflationary) 
consequences. Once the referendum result became known, the pound fell by 
between 8% and 10%, including its largest one-day fall since it has freely floated. 
With imports making up around one-third of GDP, the potential impact on prices 
overall is obvious. But it will not all feed through and what does will do so only over 
time. We estimate that CPI inflation could easily be up to 0.5% points higher by 

Source: MacrobondSource: Macrobond

Figure 35: UK business investment, YoY% Figure 36: UK household goods sales, YoY, 3m MA %
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the end of this year than previously thought and 1% higher twelve months after 
that. This would give end-year rates of 1.5% and 2.5% respectively. But if sterling 
were to fall further, as we expect, then inflation will be higher than that – probably 
well above 3%. Higher inflation will put downward pressure on real incomes, just 
as it did in the 2010-13 period. During the Global Financial Crisis – when sterling 
fell by up to 30% -- CPI inflation spiked from 2% to 5% (Figure 37). The Bank is 
almost certain to “look through” such an inflation episode, but no doubt there will 
be some debate about a policy dilemma. Further out, the economic downturn and 
emergence of spare capacity will push inflation much lower again.

Finally, and as already acknowledged by Chancellor Osborne, the coming downturn 
will halt progress on fiscal consolidation. Automatic fiscal stabilisers (higher welfare 
spending, lower tax receipts) will kick in quite quickly, but an overt and deliberate 
fiscal expansion is unlikely unless the recession deepens markedly. The overall policy 
stance in the UK is set to remain stimulative for several years yet.

Source: Macrobond Source: Bloomberg, Aviva Investors

Figure 37: UK CPI inflation and exchange rate Figure 38: UK economic forecasts
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The Bank of Japan has disappointed markets so far this year. Expectations are high 
that more QQE is coming. The BoJ’s inaction coupled with increased risk aversion 
has led the Nikkei to decline nearly 18% ytd and USDJPY to 2-year lows (Figure 
39). The case for more QE is already there given the BoJ’s downgraded growth and 
inflation forecasts in April. With the renewed strength in the currency, they are 
increasingly unlikely to reach their inflation target (Figure 40). We expect the BoJ to 
extend its asset purchase programme in the coming months. The announcement 
is likely to come just ahead of, or at the same time, as the fiscal stimulus package. 
While Abe did not disclose the size of the fiscal package in his recent speech (where 
he also announced the delay of the sales tax hike until 2019), analyst estimates 
are in the range of 1-2% of GDP. He also indicated that the stimulus would include 
major infrastructure projects, as well as increased spending on childcare and elderly 
care facilities and hinted at household subsidies. 

Q1 GDP surprised to the upside, coming in at 1.9% q/q saar. Private consumption 
was relatively strong, but investment was a drag on the economy. Capital spending 
increased by 4.2% in Q1 despite lower corporate profits which fell 2% in 4QFY3/16. 
This was the first full year decline since Abenomics. Business indicators like 
machine orders, industrial production, and small business confidence suggest that 
investment spending by corporates is unlikely to improve in Q2. The Q2 Tankan 
survey showed a slight improvement in business sentiment from the previous 
quarter (Figure 41). The stronger Yen is hurting automakers and machinery 
companies, but helping domestic companies and companies dependent on 
imports. Net exports were a positive contributor to growth in Q1 largely because 
imports were much weaker than exports. The data for April and May suggest that 
the trend persists. 

JAPAN: THE WAITING GAME
 – We expect the BoJ to expand its asset purchase program within the next few months

 – The BoJ’s inflation target will likely be pushed further out with consumption tax delay

 – Political backdrop would work in favour of putting the reform agenda back on the table

Figure 39: JPY and NKY inverse relationship still holds
JPY strength has coincided with NKY weakness 

Figure 40: Inflation remains well below BoJ’s target
Core inflation is picking up only slightly

Source: MacrobondSource: Macrobond
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A slump in business spending has put the focus back on the consumer. Recent 
Yen strength helps improve purchasing power, as will the 2.5 year delay in the 
consumption tax. However, wage growth remains subdued. The government 
had wanted corporations to increase wage growth to cement a rise in consumer 
spending and inflation. The result of the first round of the ‘shunto’ spring wage 
negotiations was disappointing to policymakers hoping to see faster earnings 
growth. The major car makers and electronics firms agreed on smaller hikes in base 
pay than a year ago. The annual increase fell to around 2%, down from around 
2.5% the previous year. Overall, real wages are flat (Figure 42). Although these 
companies were more generous with bonus payments, and in terms of pay rises to 
temporary workers, if other firms follow suit, as seems likely, the BoJ will be faced 
with another headwind in its efforts to lift inflation.

Given the outlook for inflation, we expect that the BoJ will be forced to respond 
with more QQE. Of course, the question is what form it will take. It will likely be a 
combination of government bonds and equities (ETFs). We think that the scope for 
rate cuts is more limited. Inflation expectations have fallen sharply since the end 
of June. Even with the stimulus, it will be very difficult to see USDJPY weaken very 
much now that the market has priced out any Fed rate hikes this year and market 
uncertainty lingers over Brexit. Aggressive QE and surprising the markets may be 
the only chance the authorities have to weaken the currency in this environment. 
Speculation of currency intervention is also likely to rise if USDJPY dips and stays 
below 100. In our view MoF intervention cannot be ruled out; however, its impact is 
likely to be short-lived. 

On the politicial front, PM Abe secured a two-thirds majority after the July 
10 elections in the Upper House. This suggests that the people still believe in 
Abenomics, and are willing to back him on constitutional reform. With that, 
amending the constitution is likely to be a bit easier. However, he will not be able 
to ignore the economy which could mean we get a bigger stimulus package than 
initially suggested.

Figure 41: Business expectations steady according to the 

Tankan survey
Investment is unlikely to provide the boost the economy needs

Source: Macrobond Source: Macrobond

Figure 42: Real wages in Japan remain flat
The ‘shunto’ wage negotiations failed to provide the 
necessary increase to support consumption
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Heading into H2, the key task for Chinese policymakers is to achieve the 6.5-
7% growth target. This will be quite challenging considering the recent data. 
The momentum since the end of Q1 appears to have slowed. It appears that 
policymakers are not willing to push the accelerator too much and risk generating 
even more excesses. Reforms may not be the government’s main priority, but 
they linger in the shadows. Our view is that if growth falters, the government will 
provide the necessary stimulus to meet their objective. We remain concerned about 
the medium-term implications of the further expansion in credit. Total debt to GDP 
which is currently around 237% needs to stabilise rather than increase further. Risks 
to the banking sector also remain elevated, with the recent IMF WEO estimates 
suggest as much as 14% of corporate bank loans are vulnerable to default. 

While growth may have stabilised, credit risk and the delay in structural and 
economic reforms are the key medium-term risks for the economy. The credit 
markets will be the main concern heading into the second half of the year. A rise 
in defaults among both private and state-owned enterprises (SOEs) has led to 
widening credit spreads. Since the start of April, there have been three distinct 
credit events and an additional three defaults since May bringing the total number 
of defaults to twenty. More are likely to emerge. The maturity schedule for this year 
is the highest compared to the next 5 years (Figure 43). An estimated RMB3.7bn 
is due to mature this year; RMB1.5bn is from overcapacity sectors (Figure 44). 
Their ability to get refinancing will be crucial which means policy rates will need 
to remain low. A policy rate cut or RRR cut cannot be ruled out. As long as these 
credit events do not lead to broader financial stability concerns, the realisation of 
credit risk should be viewed positively. It is a sign that the government is managing 
the moral hazard issue. But, the government will likely bail out an SOE deemed as 
systemically important. 

CHINA: STRUGGLING TO HIT THE TARGET
 – Growth stability is the main priority for policymakers 

 – Leverage will increase but not as extreme as previous years 

 – With leverage rising and reforms sidelined, credit markets will be the key risk in H2

Figure 43: Largest bond payments due this year
Credit markets are a risk given the payment schedule 

Figure 44: Payments due are in the troubled sectors
Overcapacity industries have largest payments due 

Source: BloombergSource: Bloomberg
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The concerns over the credit market highlight the need for reforms in these 
overcapacity sectors. However, reforms mean greater economic pain at the expense 
of growth which is a sacrifice the government is unwilling to make. The government 
will not completely abandon the reform, but will go about it at a much slower 
pace. At the recent World Economic Forum in Tianjin, the Chairman of the NDRC 
said that the central government is committed to implementing cuts in production 
of coal, iron and steel. It is estimated that these cuts would affect nearly 900,000 
workers. By the end of May, the central government disbursed RMB27.64bn of 
the RMB100bn promised to help laid off workers. At the March NPC meeting, the 
government agreed to allocate funds to retraining and compensation for workers 
in these sectors. In the meantime, the ailing steel industry is becoming profitable 
again thanks to the recent bounce in prices. CISA reported on May 27 that 93 major 
steel companies in China recorded monthly profit of RMB 7.2bn in April, the second 
consecutive month of profits. Also, two large steel companies are set to merge to 
become the largest steel company in China. This should be seen a sign of supply 
side reforms. 

To achieve its growth target, policymakers will have to forge ahead with investment 
spending. The government seems to be more willing to expand its own balance 
sheet. Fixed asset investment in May was weaker than April because of the 
weakness in manufacturing investment (Figure 45). Once again, this highlights 
the negative impact the overcapacity industries are having on the economy and 
the need for reforms. Infrastructure investment is holding up, and new project 
approvals are high although they have slowed since the start of the year to 32%y/y 
ytd in May versus. 41% y/y ytd in January-February (Figure 46). The government has 
the fiscal space to spend with a fiscal deficit of 3% and government debt to GDP 
of 57% (including general government debt plus off budget activity). In addition 
to infrastructure spending, they will need to allocate capital to more productive 
parts of the economy including the services sector, higher-end manufacturing, and 
research and development. 

Figure 45: China FAI is rising in services and government sectors 
Government is boosting spending 

Figure 46: Number of newly approved projects has slowed  
The impact of the recent fiscal impulse has slowed in Q2 

Source: Macrobond Source: Bloomberg
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In the meantime, credit is rising. New loans in May nearly doubled from the 
previous month, but 60% of those new loans were for households rather than 
corporates. Household debt-to-GDP is only about 40%. Relaxation on house 
purchase restrictions in lower tier cities and mortgages has given a boost to the 
property sector. Tier 1 cities, especially Shanghai and Shenzhen, continue to 
be a concern for policymakers given the recent spike in prices. Restrictions will 
remain in those cities, to prevent overheating. PMIs and industrial production 
have been stable, but have not signalled a robust improvement in the economy. 
While inflation is rising, it is not a real threat. Rising pork prices have been the key 
driver. The underlying components of inflation remain subdued (Figure 47), but 
policymakers will need to prevent credit growth from rising too much for the sake 
of inflation and structural risks. 

With Fed hikes likely off the table this year, persistent USD strength may increase 
fears of CNY depreciation; however, we think the likelihood of significant CNY 
weakness is low given the surge of outflows seen at the beginning of the year. 
Outflows for now have been limited thanks to the capital account restrictions 
and CNY stability. However, CNY has depreciated nearly 7% against the CFETS 
basket since the beginning of December 2015. Over that same time period, CNY 
has fallen by about 4%  against the USD (Figure 48). By maintaining a steady 
depreciation against the basket, the CNY maintains its competitiveness without 
sparking concerns of a depreciation policy. A one-off adjustment against the USD 
would have sparked those concerns. The PBoC recently noted that they could see 
USDCNY fall to 6.80 this year which is about 2.4% from the current level of 6.64 
only if depreciation expectations are under control. The IMF argues that the CNY 
is broadly in line with fundamentals, and the goal is to achieve an effective float 
within the next couple of years. Progress on opening of the capital account is likely 
to be limited in the near term. 

Figure 47: China CPI should remain subdued
Pork prices are the key inflation driver 

Source: Macrobond Source: Macrobond

Figure 48: RMB is slowly regaining its competitiveness 
RMB is falling faster against the basket than the USD
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SUMMARY

The most significant recent development in the Australian economy has been the 
sharply weaker Q1 inflation print. Headline CPI inflation fell to 1.3%, as weak as 
at any time in the last decade. Moreover, the core measures of inflation that the 
Reserve Bank (RBA) focuses on fell to their lowest levels on record (Figure 49). The 
decline in in inflationary pressures follow an extended period of soft domestic 
demand and very little growth in unit labour costs. In response the RBA cut rates to 
a new low of 1.75% in early May, and revised down their inflation forecast for the 
coming two years. With inflation expected to remain below the centre of the target 
range for much of the forecast, expectations are that the RBA will need to cut rates 
again this year.

In the Q2 House View, we had described the boost to Australia from the recovery 
in commodity prices as a “temporary reprieve”. Iron ore prices (a key export for 
Australia) did indeed fall back from their highs of March and April, but have held 
up a little better than we had expected. As such, the Australian dollar (AUD) has 
been supported by external fundamentals, but has weakened in response to the 
deterioration in domestic conditions and the outlook for more rate cuts.

We expect domestic demand conditions to remain soft, with business investment 
continuing to be a material drag on growth. Household consumption is likely to 
continue to grow modestly, as we do not expect a major shake-out in the labour 
market. However, we expect wage growth, which has been slowing for the last 
five years, to remain low (Figure 50). Net trade is expected to provide an increasing 
boost to growth, as the lower AUD supports tourism and education services, and as 
the large mining (primarily LNG) projects come online.

Overall, we expect inflationary pressures to remain weak and for the RBA to retain 
an easing bias. That view is reinforced by the shift in global risks to the downside 
following the Brexit vote, and by the political and fiscal uncertainty following the 
Australian general election.

Figure 49: Headline and core inflation measures
Reaching new lows

Figure 50: Wage cost index
Outlook remains subdued

Source: MacrobondSource: Macrobond

AUSTRALIA: LOWER INFLATION, LOWER RATES
 – Domestic demand conditions remain soft

 – Commodity prices reversed some of the Q1 rally

 – RBA ease as we expected, with inflation falling to new low; potential for further rate cuts
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A slow rebalancing

Headline quarterly GDP growth picked up in Q1 to 1.1%, the fastest rate of increase 
in four years. That reflected an unusually large contribution from net trade, which 
accounted for all of that increase. While the contribution from net trade will not be 
so great on average over the coming years, we do expect that the decline in the AUD 
will continue to support trade in services (tourism and education), while at the same 
time mining export volumes (which are contractually agreed) begin to pick up. That 
steady rebalancing is an important element to the sustainability of growth in the 
years ahead. However, the decline in the terms of trade over the last four years has 
meant that despite the robust headline growth rate, Australia has been in an “income 
recession” (Figure 51). While the terms of trade have improved somewhat this year, 
we expect that the downward pressure on commodity prices will resume as the 
economic stimulus in China wanes in the second half of 2016.

Little has changed in the past three months in terms of consumer demand. Sentiment 
remains relatively soft, and real spending growth has slowed somewhat. Household 
balance sheets remain stretched by international standards, but there remains scope 
for household savings to fall further from the current rate of around 7.5%. The 
housing market softened earlier this year, particularly in the key markets of Sydney 
and Melbourne. However, the recent rate cut by the RBA seems to have boosted 
sentiment once again, with auction clearance rates recovering and prices rising again. 
That said, there are large numbers of new apartments due for completion over the 
coming year that are likely to put some pressure on prices in that sector of the market.

Business investment has evolved broadly in line with our expectation, with mining 
investment now around half of the way down the “capex cliff”. The subtraction from 
GDP growth this year is likely to be around 1.5%, with the rate of decline slowing 
somewhat the following year, but still likely to subtract around 0.75%. The outlook 
for non-mining investment remains disappointing, with little response so far to the 
recent rate cut.

The surprising strength of employment in late 2015 has been steadily unwinding over 
the course of this year. While GDP growth for 2016 is likely to be a little better than 
last year, we expect the labour market to soften somewhat, with that growth to be 
somewhat less favourable for the labour market (eg mining extraction is capital, not 
labour intensive). We also expect wage growth to remain low given the expected 
softening in the labour market and the low rates of headline inflation (Figure 52).

With the global balance of risks tilted to the downside following the Brexit vote, 
alongside the ongoing domestic challenges, we expect the RBA to continue to have 
an easing bias, with another rate cut likely later this year.

Figure 51: GDP and terms of trade
Headline growth robust, but income recession

Figure 52: Australian economic projections

Source: Bloomberg and Aviva InvestorsSource: Macrobond
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SUMMARY

Following a very lacklustre end of 2015, this year started on a stronger note. 
Economic activity rebounded in the first quarter as the aftershocks from the oil 
price decline started to fade and non-energy activity gradually gained momentum. 
Real GDP expanded at an annualized pace of 2.4%, driven mostly by a surge in 
exports, private consumption and residential investment (Figure 53). However 
investment expenditure, in particular non-residential spending, continues to be the 
weak spot in the economy. Looking ahead, although Alberta wildfires are likely to 
pull down economic activity in Q2, underlying growth remains constructive. We 
expect government spending to kick in from the second half of this year to support 
domestic demand and business investment to recover on the margin given an 
environment of strengthening US demand and the weak currency. 

With the fiscal stimulus already in the pipeline, we expect the Bank of Canada 
to keep its policy stance unchanged for some time barring an external shock 
(Figure 54). We don’t think Britain voting to exit the European Union will derail 
the recovery but will probably push Central Bankers across the developed world to 
keep rates lower for longer. It is clear that Governor Poloz is expecting a significant 
contribution to growth from non-energy exports. As such, we expect the rhetoric 
from the BoC to put little upward pressure on the Canadian dollar.

CANADA: ONGOING ECONOMIC ROTATION
 – Resilient consumer and stronger external sector supporting economic activity

 – Fiscal stimulus delivered, focusing on the long-term potential outlook

 – Difficult trade off between loose monetary policy for too long and financial stability

Figure 53: Canada’s GDP decomposition
Consumer spending and net exports main engines of growth

Figure 54: Canada economic forecasts
Policy rate to remain on hold this year and next

Source: Thomson Reuters DataStream, Aviva Investors Source: Bloomberg, Aviva Investors
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ONGOING ECONOMIC ROTATION TAKING PLACE SLOWLY BUT SURELY

The strength of US demand continues to play a key role in the Canadian rebalancing 
story, supporting Canadian manufacturers and job creation in non-energy 
provinces. Labour market resilience (Figure 55) reflects the strength in consumer 
spending and more importantly the strength of the housing market. The excess 
capacity in the economy seems to be slowly absorbed thanks to the revival of the 
manufacturing sector where capacity utilization is on the rise. The importance of a 
cheap currency can be seen in the trade numbers. Exports are still benefiting from 
the more competitive dollar. We don’t expect the impact of Brexit and weaker 
demand from the UK on Canadian exports to be material given it’s small weight 
(around 3% of total exports). Therefore, we continue to believe that exports will 
remain a key driver of growth supported by the combination of healthy US demand 
and weaker $CAD.

On the inflation front, the impact of the currency depreciation over the past two 
to three years is still feeding through via higher import prices. Headline CPI at 
1.5% remains below the Central Bank’s 2% target while core infaltion remains 
sticky above 2%. However, the existing economic slack in the economy will likely 
ease inflationary pressures going forward. In this context, we continue to think 
the Central Bank will keep its expantionary bias to support the country’s ongoing 
economic rotation.

Canadians have taken advantage of cheap credit for years now. The rapid rise 
in house prices combined with already elevated and increasing household debt 
(170% of disposable income) are gaining increased attention. While growth in 
consumer credit is slowing, residential mortgage growth remains very strong 
especially in provinces like Vancouver and Ontario where house prices are growing 
in double digit territory (22% yoy in Vancouver and 11% in Toronto, Figure 56). 
Although these high debt metrics and rapid house price inflation are unsustainable 
and put the broad economic outlook at risk, we still think the probablity of systemic 
risk remains very low in a environement of robust income growth and record low 
interest rates and debt servicing costs.

Figure 55: Canadian Labour Market
Job creation remains strong in service driven provinces 
(Nov 2014-May 2016)

Figure 56: Canadian Housing Market
Trifurcated housing market, driven by Ontario and B.C

Source: Thomson Reuters DataStream, Aviva Investors Source: Thomson Reuters DataStream, Aviva Investors
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SUMMARY

The economies in Asia have either slowed or continued to muddle through. There 
has yet to be a catalyst in the global or domestic economies to fire up the growth 
engine. This is likely to continue given the uncertainty surrounding ‘Brexit’. The 
more developed economies within Asia, like Hong Kong, Taiwan, Singapore, and 
Korea are battling low inflation and weak external demand (Figure 57 and Figure 
58). The last few years have demonstrated that they cannot depend on external 
demand. Structural reforms to improve productivity in these aging economies are 
required. The same holds for Thailand. Meanwhile, Malaysia has held up relatively 
well despite the decline in oil prices thanks to strong domestic demand. India and 
Indonesia have been slow on delivering reforms and spending on infrastructure 
projects. Overall, the region will continue to slow unless these respective 
governments embark on ambitious structural reforms or spending plans. With a Fed 
hike possibly off the table this year, loose monetary policy throughout the region 
will dominate. 

Subdued export demand and looser policy

The export driven economies, Hong Kong, Taiwan, Singapore, and Korea, are 
struggling with weak external demand and low inflation. The US, eurozone, and 
China have failed to support exports (Figure 59). Hong Kong and Taiwan are 
suffering the most from the slowdown in China. The Central Bank of Taiwan has cut 
rates four times since last year. Singapore moved to a neutral bias on its currency 
policy. If the labour market deteriorates in Singapore, the MAS is likely to re-centre 
the band this year. The Central Bank of Thailand has been reluctant to cut, but has 
been advocating a weaker currency to help boost exports. However, if government 
spending doesn’t pick up as expected, they will be forced to cut. 

In Korea, corporate restructuring is underway in the shipbuilding industry which 
is dealing with overcapacity. As a result, the government unveiled a plan to 
recapitalise the policy banks to support this industry. The short term pain of 

Figure 57: Inflation remains low across the region  
India is seeing some rise in inflation due to food

Figure 58: Asian export volume index still shows a bleak 

outlook for trade  
Thailand’s trade is picking up thanks to a weak currency

Source: DatastreamSource: Datastream

ASIA EX-JAPAN: LUKEWARM
 – Growth in the region will remain subdued due to weak external demand 

 – This will prompt Central Banks across the region to cut rates especially since the Fed is unlikely to cut 
this year

 – Investment spending is key in Indonesia, Thailand, and the Philippines 
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the restructuring prompted the BoK to cut in June. We believe that if the data 
deteriorates further, the BoK will be forced to cut again, but the bar is low. In 
addition, the government unveiled a fiscal spending plan similar to the one last 
year. It is unlikely to have a meaningful impact on growth which will leave the 
burden on the BoK. 

India and Indonesia failed to deliver on their overly ambitious reform promises, but 
they have made marked strides in the last few years. Both contained inflation and 
their current account deficits. While the decline in oil prices played a major role, 
Indonesia managed to eliminate gasoline subsidies and keep them only for diesel at 
IDR1000/liter. They halved their energy subsidy bill from 2015 to 2016. Indonesia’s 
main setback has been the failure to deliver on investment projects. They have 
started to make some headway in that direction, but progress is slow. A shortfall in 
government revenues resulted in spending cuts. The passage of the tax amnesty 
bill should provide a bit of a buffer. But, growth is still below potential which is why 
Bank Indonesia has cut four times since the start of the year. We do expect to see 
further cuts from the BI to help boost growth. 

As for India, the Central Bank may be reluctant to cut as food inflation creeps up to 
6%, but CPI inflation is stable at 5.2%y/y. The RBI inflation target for January 2017 
is 5%. The Central Bank’s transmission mechanism may be weak. Corporates are still 
deleveraging and banks just underwent an aggressive overhaul of their NPLs. While 
this may be a short run negative, it is a long term positive. However, investment will 
continue to be a drag on the economy. Private consumption will be the key driver of 
growth. The departure of the Central Bank governor Raghuram Rajan raises some 
concern for markets, but so far the list of successors suggests a continuity of policy. 
Once inflation stabilises, the RBI will likely cut again. With a strong easing bias in the 
region, rates will continue to drift lower. (Figure 60)

The Malaysian economy continues to positively surprise despite the decline in oil 
prices. Domestic demand has been its saving grace. Political corruption allegations 
surrounding the Prime Minister will play on in the background. Now that elections 
are out of the way in the Philippines, the execution of the Duterte administration’s 
economic agenda will be crucial to regain investor confidence. His priorities include 
improving government revenue collection, accelerate infrastructure spending, 
attract FDI flows, modernize the agriculture sector, address land administration 
and management, make tax administration more progressive, improve and expand 
the conditional cash transfer program and strengthen basic education system. This 
agenda was welcome by markets since his economic platform during the campaign 
was unclear. Growth should remain strong thanks to domestic demand and the 
new administration’s emphasis on infrastructure projects. 

Figure 59: Asian exports to the US remain weak 
Despite US growth, Asian exports failed to pick up

Figure 60: Asian 10yr rates will remain low 
Inflation remains subdued and slack in the economy persists 

Source: CSO India, Aviva Investors Source: OECD, Aviva Investors
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SUMMARY

Latin America took another step forward over the most recent quarter as an 
improved external environment continues to support commodities and currency 
stabilization limits upward pressure on inflation. Tighter monetary conditions and 
below-trend growth are triggering an inflation inflection point across the region. 
Stabilizing inflation signals an end to the tightening cycle and suggests confidence 
measures may start to improve. Despite these modestly positive developments, the 
region still faces headwinds. Absent a rebound in commodity prices, growth is likely 
to remain below potential for the region for some time. Fiscal spending still needs 
to be reduced and global trade remains subdued, limiting traditional export-driven 
growth. However a more stable global environment and a break in inflationary 
pressures open the door for a better policy mix and continued economic 
improvement in coming months. 

Peru continues to be supported by strong mining production and growth will 
likely see a boost from investment on the back of the election outcome.  Declining 
inflation in Brazil should allow the Central Bank to ease policy and recently 
announced fiscal measures are a step in the right direction on the political front.  
Mexico’s growth looks a little less balanced with manufacturing stagnating and 
consumer spending contributing a disproportionate amount to growth. Domestic 
demand in Colombia will likely slow which will help close the current account but 
could complicate much needed fiscal reform. Finally, Chile continues to struggle 
with low copper prices, but with inflation declining, there is scope for the Central 
Bank to move towards more accommodative stance later this year. 

LATIN AMERICA: BREATHING ROOM
 – Inflation inflection

 – Hiking cycles coming to a close 

 – What about growth?

Figure 61: Figure 1: Inflation inflection
Improved inflation outlook signals the end of tightening cycles 

Figure 62: Inflation to peak later this year
And will remain so absent a strong rebound in commodities

Source: BloombergSource: Bloomberg
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The two-speed growth pattern continues in Mexico with the consumer carrying 
the economy while manufacturing activity remains subdued. Unemployment near 
seven year lows at 3.8% y/y and CPI lingering near all-time lows near 2.5% y/y, has 
supported consumption growth at 3.5% y/y. Consumer strength is offset by only 
moderate growth in the manufacturing sector.  Industrial production continues to 
track sub-2% and manufacturing PMIs hover just over 50. Additiionally, government 
continues to cut spending and private investment has slowed to below 1% y/y in 
recent months. While financial conditions remain easy, the Central Bank is expected 
to increase interest rates in coming months suggesting some of a headwind to 
the consumer. Additionally, the Central Bank has continually raised concerns 
over financial stability, suggesting the potential for policy to tighten more than 
economic conditions warrant. On the other hand, given the sharp depreciation of 
the currency year-to-date, Mexico should be well positioned for a rebound in trade 
and global activity. 

The Brazilian economy continues to show nascent signs of bottoming out in 
recent months. The impeachment of Dilma moves forward and Temer has shown 
his political adeptness and ability to build consensus in congress. This has led to 
a modest rebound in business and consumer confidence. Equally important for 
confidence has been the turn in inflation that recently moved back into single 
digits and has decreased nearly 200 bps over the past three months. While much 
of the decline has been driven by the regulated prices, with unemployment now 
approaching double digits and real wages declining, service inflation which makes 
up 70% of the economy should follow suit allowing the Central Bank to begin an 
easing cycle in coming months. Another positive development has been the swift 
improvement in the current account, which at 2% of GDP is one of the best in the 
region. Despite the improving overtone, there are still difficult reforms to be pushed 
through in congress to reign in fiscal spending and help close the primary budget 
balance which is rapidly approaching 3% of GDP. Additionaly, fiscal tightening 
and low commodities will limit growth in coming years.  While the political 
environment is likely to remain turbulent, welcome developments on the inflation 
and confidence fronts suggest Brazil could exit recession as early as  
Q1 2017.                   

Figure 63: Mexico consumer spending support
So much for the Phillips Curve

Figure 64: Inflation and CA improvement in Brazil
Should allow Central Bank to ease policy

Source: BloombergSource: Bloomberg

Aviva Investors House View, Q3 July 2016  Economic Outlook

1

2

3

4

5

3

4

5

6

2012 2013 2014 2015 2016

Y
oY

Pe
rc

en
t

Unemployment Rate CPI YoY (RHS)

-5

-4

-3

-2

-1

0

1

2

0

2

4

6

8

10

12

Mar
2007

Sep
2008

Mar
2010

Sep
2011

Mar
2013

Sep
2014

Mar
2016

%
 G

D
P

Y
oY

CPI IPCA YoY Current Account (RHS)

Maintaining stable financial 
conditions are key to 

outlook in Mexico

Decline in inflation in 
Brazil a very welcome 

development 



This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients 45

Figure 65: Confidence in Peru & Chile
Peru surging, Chile stagnating

Figure 66: Sticky inflation in Colombia
Expectations of an easing cycle approaching though

Source: BloombergSource: Bloomberg

The Chilean economy remains hamstrung by low copper prices and limited 
policy flexibility. After a modest improvement in domestic demand and 
confidence measures earlier this year, activity indicators again turned south with 
confidence measures making new lows, retail sales slowing to 3% y/y and the 
unemployment rate up to a five year high at 6.8%. The recent rally in the Peso 
should reduce some pressure on tradeable inflation and help to bring inflation 
down within the Central Bank’s 4% upper limit, but with real rates still negative, 
there is limited room for an aggressive easing cycle. With copper prices still 
hovering near seven year lows, private investment and industrial production are 
likely to remain in contractionary territory. Additionally, fiscal policy will remain 
restrictive, keeping growth below 2% the remainder of 2016. 

A positive outcome in the April presidental election keeps the Peruvian economy 
as a bright spot in the region. In a highly contested outcome, the market-
friendly Pedro Pablo Kuczynski (PPK) emerged victorious adding another boost 
to the economy. Along with increased copper production, PPK announced new 
fiscal spending plans to spur investment. Confidence should improve and unlock 
private investment and industrial production which are both still quite subdued. 
Additionally, inflation has already declined 150bps this year to 3.3% and should 
allow the Central Bank to end the hiking cycle at the current rate of 4.25%. 
The current account remains wide near 4% of GDP, but a more positive growth 
outlook and less political uncertainty should support FDI reducing concern of 
external vulnerability. 

Terms of the long awaited peace agreement with FARC have finally been 
agreed which should allow authorities to refocus on much needed fiscal reform. 
GDP in Colombia took a step backwards in Q1, growing at the slowest pace 
in five years as elevated inflation continues to weigh on confidence. Despite 
expectations for inflation to decline later this year as FX pass-through and El 
Nino effects dissipate, CPI has remained sticky above 8% y/y while PPI is back in 
double digits at 10% y/y. The Central Bank has hinted that the tightening cycle 
is ending, but with the fiscal deficit at 3% of GDP, the fiscal tightening cycle is 
just commencing. The Central Bank is likely to reduce policy rates later this year, 
however with the current account deficit still greater than 6% of GDP, there is 
a risk of currency depreciation keeping inflation elevated that limits the Central 
Banks ability to ease policy. 
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Growth in Central Europe provided mixed messages in Q1 2016. The bright spots 
were Serbia, Romania and Croatia, which all surprised positively. On the other hand 
growth in Poland and Hungary was weaker than expected but still at a healthy pace. 
The main explanation behind disappointing data was weaker investment resulting 
from transitional period between the two EU budgets. Therefore we expect growth in 
general to bounce back and keep a solid pace in 2016/2017 (Figure 67). Recovery in 
domestic demand should continue, driven by expansionary fiscal policies, cheap and 
easily accessible credit and improving conditions within labour markets. Prospects 
for external demand have also improved somewhat recently. Most countries saw 
improving current accounts (Figure 68) and fiscal metrics that enabled them to 
engage is some sort of fiscal expansion (either through tax cuts or increasing social 
benefits). In all CEE3 countries we will have deterioration of budget deficits this year 
but it should be kept in control and remain under the 3% threshold. The situation 
is less clear for 2017, especially in Poland and Romania where governments have 
expanded expensive social spending significantly.

Rating agencies in general are moderately positive for the region with some 
countries already being upgraded (Hungary, Slovenia, Serbia) this year. We expect 
more upgrades in coming quarters. The improvement is attributable to better 
growth prospects and reduced external vulnerability. The exception here is Poland 
where S&P have downgraded it by two notches in January and Moody’s put it 
on negative watch in May (Figure 69). However, the changes were not driven by 
deterioration of fundamentals but rather by concerns about how the political 
backdrop might influence checks and balances in the system and thus investors’ 
confidence going forward. Another country that was downgraded was Croatia, but 
given positive growth developments this year there should be no more negative 
rating actions. 

CENTRAL EUROPE: FISCAL POLICY TO TAKE OVER 
 – The CEE EU region began 2016 with mixed results for Q1, but overall growth for the region 
should be solid. 

 – As the Central Bank’s policies seem to have less influence on the real economy, governments 
have opted to boost consumption by fiscal expansion.

 – Inflation is not an issue for the time being, but with growth above potential for some time now, 
output gaps may be closing fast.

Source: Thomson Reuters DatastreamSource: Consensus Economics, Aviva Investors

Figure 67: Q1 GDP actual GDP growth vs forecast Figure 68: Current accounts in the CEE region 

Turkey

Romania
Serbia

Slova
kia

Poland

Cze
ch

 Republic

Bulgaria

Croatia

Hungary
0 

1 

2 

3 

4 

5 

%
 c

ha
ng

e 
y-

o-
y  

 Actual  
 Forecast

-9 
-8 
-7 
-6 
-5 
-4 
-3 
-2 
-1 
0 
1 
2 

2004 
2005 

2006 
2007 

2008 
2009 

2010 
2011 

%
 c

ha
ng

e 
y-

o-
y

 

Poland 
CEE10 (ex Poland) 

2012 
2013 

2014 
2015 

2016 

Solid growth outlook 
for 2016 despite some 
disappointments in Q1

Ratings on the rise except 
for Poland

Aviva Investors House View, Q3 July 2016  Economic Outlook



This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients 47

Central Banks in the region changed their stance from dovish to neutral in 
general. Inflation troughed some time ago but is picking up more slowly than 
expected mainly due to another leg down in oil prices at the beginning of this 
year. Core inflation is in stable for the time being. Wage growth has finally picked 
up, but is still at a moderate pace (but higher in Romania and Hungary). (Figure 
70). The Polish Central Bank will likely stay on hold for a prolonged period of time, 
at least until the end of 2017. Further easing here cannot be excluded but is a less 
likely scenario and would require a tangible deterioration in economic activity. The 
Hungarian Central Bank has ended the easing cycle, leaving rates at 0.9% and has 
already started to unwind some of its unconventional measures. However, given 
weak growth dynamics, more unorthodox measures cannot be ruled out. The Czech 
Bank will want to stick to its EURCZK target until 2017 but we doubt it will be able 
to, given very solid Czech fundamentals. The Romanian Central Bank seems to be 
an outlier, delivering more hawkish rhetoric, but we think it’s also unlikely to act 
(raise rates) pre-emptively unless there are clear signs of the economy overheating. 
Nevertheless the Romanian Central Bank may be the first to raise rate in the CEE 
region. Against the backdrop of Central Banks more likely to err on the dovish side, 
it should be of note that growth in the CEE-EU countries has been, for some time 
now, above potential and that the negative output gap is closing relatively fast. 
Were the impact of global deflationary forces to wane over time, inflation could 
come back faster than currently anticipated. 

Politically the region seems stable with parliamentary elections in most countries 
mainly complete. Exceptions are Romania and Croatia. In the latter we have just had 
the collapse of the ruling coalition and new elections are likely to be announced in 
September. In Romania planned parliamentary elections are due in November, but 
we do not forecast any radical change of course for the country. 

The biggest external risk for the region comes from Brexit. Any risk-off environment 
will hurt local economies and especially investors’ confidence, but most of the 
countries have tight trade links with UK and are among biggest beneficiaries of  
EU funds. 

Source: Thomson Reuters DatastreamSource: S&P, Moody’s, Fitch 

Figure 69: Sovereign credit ratings Figure 70: Wage growth yoy
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SUMMARY

Equity markets across the globe suffered in the immediate aftermath of the 
referendum result, with the MSCI World benchmark index dropping some 7% in the 
two days after the announcement, with many investors who had been positioned 
for a Remain result being caught out. They did stage somewhat of a recovery in the 
period after, with Central Banks such as the Bank of England in particular, keen to 
emphasize that they will provide further liquidity if required. We expect volatility to 
remain as investors come to grips with the implications of the UK withdrawing from 
the European Union, although there will inevitably be opportunities for those with 
a longer-term investment horizon.

UK Equity market divergence 

There was a large divergence in the performance of stocks within the UK in 
particular, which is illustrated by looking at the relative performance of the mid-
cap FTSE 250 index to that of the larger cap FTSE 100 (Figure 71). This divergence 
can be mainly explained by looking at the revenue exposures of the underlying 
companies, with the FTSE 100 deriving around three-quarters of its sales from 
outside the UK. The recent performance should also be put in the historic context 
that mid-caps have significantly outperformed large-caps since the beginning of 
2008 (Figure 72).

MARKET OUTLOOK

DM EQUITIES: IMPLICATIONS FROM BREXIT
 – Equity markets have been volatile post the referendum result

 – UK large-cap companies have outperformed their mid-cap counterparts

 – Defensive stocks have been leading relative to cyclicals

 – European Financials under pressure but valuations offer some comfort

Aviva Investors House View, Q3 July 2016   Market Outlook

Source: Bloomberg as at 30th June 2016Source: Bloomberg as at 30th June 2016

Figure 71: YTD Relative performance of FTSE 250 index vs 

FTSE 100 index (total return, rebased to 100)

Figure 72: Relative performance of FTSE 250 index vs FTSE 

100 index (total return, rebased to 100) from 09 to June 16
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Soruce: Bloomberg, as at 30th June 2016 Source: Bloomberg, as at 30th June 2016

Figure 73: Performance of European defensive  

and cyclical stocks

Figure 74: Performance of European banks and insurers  

after vote result

The significant depreciation of sterling after the referendum (c.10% 
depreciation against the $) has made UK-listed, GBP reporting international 
companies particularly attractive. The table below lists some UK names that 
derive a large proportion of their revenue from overseas and the share price 
performance since the vote result. 

With the likelihood of sterling coming under continued pressure from the 
economic uncertainty and political fallout that has resulted from the Leave 
result, we would expect UK companies with material overseas revenue 
exposure to continue to perform well relative to those with a more domestic 
bias. 

UK companies with large foreign revenu exposure

Name Ex-UK  
revenue exposure

Performance since  
referendum announcement

British American Tobacco 99% 13.29%

GlaxoSmithKline 97% 12.28%

Astrazeneca 97% 14.60%

Shire 97% 14.65%

ARM Holdings 97% 10.99%

Unilever 94% 12.34%

Smith & Nephew 94% 9.22%

Diageo 93% 13.83%

Compass Group 90% 9.47%

Pearson 87% 8.90%

Source: JPMorgan Strategy and Bloomberg, data as at 30th June 2016

There have been only a handful of UK companies that have issued statements 
since the referendum result; airline group IAG downgraded their growth 
forecasts for this year, but were keen to emphasize that the vote result would 
not have a long-term material impact on its business. Estate agent Foxtons 
was another to warn on profits though again cautioned that it was too early 
to predict what the impact of Brexit would be on London property sales. We 
expect companies to continue to strike a cautious tone as they work out what 
the implications are for their own businesses and investment.
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Defensives leading the way…again 

Perhaps unsurprisingly given the nature of the sharp sell-off in the two days after 
the result, defensive stocks outperformed their cyclical counterparts by a large 
margin (Figure 73). It has been interesting to note that during the subsequent 
rally when markets rebounded strongly that defensive stocks continued this 
outperformance. The reason for this may well lie with what has happened to 
bond yields, which have continued to be driven lower as markets reassess growth 
expectations and the likelihood of rates staying lower for longer across the globe. 
Defensive stocks such as utilities, consumer staples and telecoms have been major 
beneficiaries of falling yields and despite concerns over valuations in some of these 
sectors we expect the rate cycle to be the dominant factor that will continue to 
drive performance.

Sector Focus: European Financials

European financials came under pressure after the referendum, with the Stoxx 600 
Banks Index falling nearly 20% in two days and the Insurance Index down a similar 
amount (Figure 74).

The decline in interest rate expectations has adversely affected the sector, adding 
further pressure for banks in terms of net interest margins and also resulting in 
lower reinvestment rates for insurers in terms of their large fixed income asset bases 
which are used to match their liabilities.

Returns remain subdued compared to other industries due to lower profits and 
relatively large balance sheets. Banks continue to work through non-performing loan 
books with varying degrees of success; the Italian banking system shows an extreme 
example of how crippling this issue can be.  This is against a backdrop of increased 
regulatory burden and higher capital buffer requirements. The regulatory outlook for 
the insurance sector looks more certain given the harmonisation process for Solvency 
II across Europe is more progressed than it is for Basel III for the banks. 

From a valuation perspective, the price-to-book ratios (a common measure of 
relative valuation for financials) are attractive relative to history and it is worth 
emphasizing that balance sheets are in far better shape compared to during the 
financial crisis period.  The table below shows the improvement in capital buffers 
for banks (as evidenced by the Core Tier 1 ratios) and the reduction in leverage that 
has occurred since 2008. The capital positions of insurers are general robust and we 
expect that they will be able to weather the currently volatility.

European banks capital and liquidity ratios

2008 2012 2016 estimated
Capital
Tangible equity/assets 3.0% 3.9% 5.2%

Basel III CET1 Ratio NA 7.1% 11.9%

Basel III Leverage Tools 1.8% 2.8% 5.1%

Liquidity
Loan/deposit ratio 125% 117% 104%

NSFR* NA 93% 104%

LCR** NA 80% 122%

*NSFR is the Net Stable Funding Ratio.  **LCR is the Liquidity Coverage Ratio
Source: Autonomous Research as at 26th June 2016

We fully acknowledge the challenges the sector continues to face, but believe that 
the sharp sell-off we have seen will provide some interesting opportunities for 
investors, particularly in areas such as multi-line insurers which should prove more 
resilient than banks amidst the volatility.

Aviva Investors House View, Q3 July 2016  Market Outlook
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SUMMARY

Following an initial correction at the start of the year there was a marked shift in 
monetary policy by the two key global protagonists. This resulted in a swift recovery 
in Emerging Markets equities. The second quarter has proved superficially less 
volatile with Emerging Markets gradually drifting lower. Emerging Markets remain 
cheap despite a resumption of the downward trend in expectations for corporate 
earnings.

Absolute and Relative Valuations

Year to date, on a total return basis, Emerging Market equities have gained 4.4%. 
Over the quarter they have remained near flat at time of writing. This masks two key 
factors that are worth highlighting. The first is that since a peak in April, Emerging 
Market equities have drifted lower. The second is that this has happened in lock step 
with a decline in earnings expectations for the next twelve months. 

The impact of a decline in earnings for Emerging Market companies has meant 
that Emerging Market equities now trade at an increasing premium to both their 
5 and 10 year averages of 10.5x and 11x respectively. The consolation is that the 
12x earnings multiple they currently trade on in absolute terms is cheap and is 
supported by a 2.8% dividend yield. 

The comparison of Developed to Emerging Market valuations is of interest. The price 
to earnings discount of Emerging Markets compared to developed markets has 
stabilised at an average 27% level for the past three years. Price to book has been 
more volatile but oscillates around the 25-30% discount level. (Figure 75) Emerging 
Market equities therefore trade at stable and cheap valuations both in relative and 
absolute terms. As we have frequently argued, a low valuation is not a catalyst for an 
equity asset class to out-perform however it does provide us with a yard stick to the 
potential returns that could be generated should a catalyst materialise.

EM EQUITIES: DIVERGENT EXPECTATIONS
 – Absolute and relative valuations remain attractive

 – Monetary policy and commodity prices are supportive

 – Expectations for earnings growth continues to weaken

Figure 75: EM vs DM on valuation Figure 76: EM Regional Forecast Earnings Expectations

Source: FactSet, BloombergSource: FactSet, Bloomberg
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The Chinese National People’s Congress meeting in mid-March showed the clear 
prioritisation of growth by Chinese authorities over deleveraging or structural 
reform. The negative interest rates and loose monetary policy in Japan and Europe, 
which has been subsequently bolstered by indications from the US Federal Reserve 
that they would raise rates slower than originally anticipated, are all conducive to a 
recovery in Emerging Market assets. 

A quarter later these policies have still not filtered down to individual company 
prospects as effectively as we would have hoped. To understand this in more 
detail we look at regional earnings expectations. Figure 76 shows that, though the 
earnings decline in Asia has slowed, we have not seen the expected recovery in 
growth. There is also a clear divergence in earnings trend between regions driven 
by domestic factors. Latin America for example has seen a significant rebound 
in earnings. China’s commitment to growth is clearly positive given Brazil’s high 
reliance on commodity exports. Looser US monetary policy is also beneficial to a 
country whose currency has been falling for the best part of six years. The largest 
change has however been the replacement of Dilma Rousseff with Michel Temer as 
president. The impeachment of Dilma has been perceived to mark a watershed in 
Brazil’s prospects.

This raises a notable concern for us. Brazil and subsequently Latin America have 
seen a rise in expectations for earnings growth for the next twelve months. This 
increase in expectations has not been driven by concrete signs of improvement on 
the ground. GDP continues to decline albeit at a marginally lower rate. Reported 
quarterly earnings remain at their lowest level in the past decade. This is clearly 
visible at the corporate level. There has been a marked rise in bankruptcies. Sete 
Brasil, the oil services company, for bankruptcy at the start of the quarter. Oi SA, a 
Brazilian fixed and mobile telecoms operator, is now paving the way for the largest 
bankruptcy filing in Brazilian history. Furthermore, at the state level, the governor 
of Rio De Janeiro has clearly signalled that the state’s government is bankrupt and 
cannot meet its financial commitments ahead of the Olympic games in August. 
This should be put in context with equity market valuations. Brazil now trades on a 
material 15% premium to its 5 year historic price to earnings multiple. 

Sector Dislocation

The dispersion of sector valuations within Emerging Markets has continued to grow. 
Healthcare and consumer staples sectors remain expensive both in absolute terms 
and compared to their history. The perception of stability and growth associated 
with their earnings compared to the rest of Emerging Markets continues to support 
their valuation premium. Over the past 12 months this resilience has not been as 
visible as expected. Despite the fall in reported earnings from consumer staples 
being less than that of the Emerging Market index as a whole, the sector still 
witnessed a contraction of 10% in US Dollar terms. The healthcare sector has also 
experienced a similar contraction over the past year. 

Figure 77: EM sector valuations

Source: FactSet, Bloomberg

Figure 78: EM Sector Forecast Earnings Expectations

Source: FactSet, Bloomberg
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The more recent visible change in Emerging Market sector valuations is the increase 
in valuation for both the materials and energy sectors. As Figure 78 clearly illustrates, 
the materials sector has seen a very substantial recovery in earnings expectations 
for the next 12 months. This has coincided with China’s commitment to its growth 
strategy and an increase in commodity heavy fixed asset investment. Such a recovery 
in earnings should therefore come as no surprise. The concern for us as investors is 
that this has occurred in conjunction with a very significant increase in valuation of 
the materials sector. Compared to its historic 10 year average, the materials sector is 
now trading on a near 25% premium. 

The largest sector within Emerging Markets is that of financials. This is a clear outlier 
in terms of valuation. Trading on a single digit price to earnings, as Figure 77 shows, 
it is not only the cheapest in absolute terms but also compared to its historical 
average. The low valuation attributed to the financial sector within Emerging 
Markets is in our view one of the visible expressions of investor concern over the 
sustainability of China’s debt-financed growth strategy. The disconnect between 
the recent re-rating of the materials sector which is a key beneficiary of China’s 
debt financed stimulus and the ongoing de-rating of the financial services sector is 
becoming increasingly apparently. 

Near and Far

The investment backdrop is supported by the slowing down of the rate hiking cycle 
by the US Federal Reserve and China’s prioritisation of growth over long term reform. 
These two pillars are clearly supportive for Emerging Market equities in the near 
term. The low valuation suggests there is still potential for Emerging Market assets to 
continue their appreciation in the near term.

The delays to long term structural reform and the pursuit of a credit fed growth 
model are resulting in excessive fixed asset investment. This is unsustainable for 
China over the long term. The conflicts of this policy and the near term beneficial 
impact it has across Emerging Markets is becoming increasingly visible within the 
emerging equity markets even if it is not immediately apparent at the overall index 
level. Despite a highly attractive near term outlook we therefore remain more 
cautious on the long term trajectory of Emerging Market equities. 

The materials sector has 
experienced a recovery 
in both earnings and 
valuations

There is a disconnect 
between investor 
perception of the materials 
and financial sectors
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THEMES

The economic back drop has continued to be supportive for fixed income markets, with 
a moderation in US growth combined with ECB asset purchases driving yields down over 
the course of Q2. The vote for the UK to leave the EU has increased uncertainty in the 
outlook. Given the likely long and difficult negotiations that will follow, we expect that 
uncertainty will persist. Despite expensive valuations, we expect the demand for a limited 
universe of safe haven assets to remain the dominant factor. Another key factor for rates 
markets will be how policy makers both in the UK and elsewhere respond to Brexit. (Figure 
79).

There seems little doubt that the risks to economic activity are now more skewed to the 
downside globally, but the largest impact will undoubtedly be felt in UK markets. Yields 
have hit multi-decade lows and as such offer little value from a historical perspective. That 
said, the economic downdraft of Brexit will likely see renewed monetary easing from the 
Bank of England, with the downside risks having the potential to see short term rates 
pushed down to zero. That said, in a broader perspective, the efficacy of monetary policy is 
clearly limited with rates already so low and thereby the policy response may shift towards 
fiscal in place of monetary policy. Alongside the usual deterioration in the fiscal position 
in a recessionary environment, this may not bode well for the longer end of the maturity 
spectrum. This question mark over the policy response likewise bears extension into 
Europe as whilst the ECB QE programme is well underway, further downward revision to 
growth and inflation prospect will likely see QE at least extended in terms of time frame to 
help compensate for the weaker outlook. (Figure 81)

In our central case, we do not expect the hit to global growth from Brexit to be substantial. 
However, we think the global downside risks have intensified from the potential political 
contagion to the Eurozone and beyond. As such, we expect that the FOMC will further 
delay raising rates, in turn implying a global policy back drop that is unlikely to see a 
significant back up in yields. Meanwhile, with economies failing to hit inflation and 
growth targets in Asia (and especially Japan) the risk is skewed to further policy easing 
in order to support the outlook. The key question though is that with so much policy 
easing deployed in the markets on an ongoing basis, what positive effect from a macro 
standpoint can be expected if simply more of the same is delivered. This is especially true 
if the political ‘contagion’ thesis starts to materialise as this will only add to the degree of 
uncertainty in the outlook and further re-enforce extreme core rates valuations. 

RATES: MORE OF THE SAME
 – Central Banks to respond to Brexit fall-out with easier policy

 – Political risk elevated

 – Hunt for yield still set to dominate 

Figure 79: DM Sovereign bond yields

Figure 80: 5y5y forward inflation expectations vs 
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Figure 81: UK 10yr Gilts vs consumer confidence Figure 82: US yields and breakeven compressed

Once more into the breach

Our long duration bias over recent months has worked well but clearly is facing some 
challenging valuations at this point in time. One of the prior themes held by ourselves 
was that a divergence in policy would drive market opportunities. However, against such 
a sea of fragility in the outlook, it is arguable that the outlook will be more aligned going 
forward. On this basis, some of the best opportunities remain in the US rates market, 
simply because yields are that much higher than elsewhere and in turn should attract 
significant inflows (with the FOMC on hold and materially negative rates elsewhere 
across the globe). At the same time, with global inflationary risks weakening once again, 
long US duration should still perform well. Our conviction in US real yields remains high 
and given our belief in extended monetary accommodation, we take a more sanguine 
view on US inflation which is offering attractive valuations. It is worth pointing out that 
the drive for returns should be a strong argument in favour of EM local rates provided the risk 
back drop does indeed find some stability over the next three to six months. (Figure 82)

Whilst the path for the UK economy is somewhat bleak, perhaps the highest degree of 
uncertainty exists in the Eurozone. This is because the political risk is significant (Italian 
referendum, French, German and Dutch elections in 2017) and likewise, the nascent 
economic recovery remains fragile, and is likely to respond poorly to this further hit to 
confidence. Whilst the ECB is likely to respond with an extension of QE, the reality is that 
with much of the curve close to or below zero, the macro impact of such measures is 
debatable. Certainly a broad-based yield curve extension theme will sustain flatter curve 
slopes over time but, if anything, we may need to see more of a shift towards fiscal policy 
to support the outlook as monetary policy reaches the limits of efficacy. Those countries 
with diminished political risk should see their rates curves outperform. The impact of 
a weaker GBP should push UK inflation higher in the short-term, however, uncertainty 
remains over the long term inflation outlook. We stress that the prospect of rates hikes 
or house price declines can have a downward impact on UK RPI, to which the bonds are 
linked (Figure 80)

The challenges from recent currency and equity market moves to the Japanese outlook 
cannot be overstated and in turn the BoJ is likely to pursue even greater QQE. This should 
continue to drive yields deeper into negative territory but may not succeed in weakening 
the JPY on FX markets as would be hoped. As such, there is a building risk of more 
extreme policy responses heading into 2017 that could eventually include full blown 
monetisation. Interestingly, the outlook for China and its impact on AUD and NZD rates 
markets has become less prevalent in market psyche lately. However, with China still on 
a gradualist path of economic reform which in turn should encourage lower rates and 
weaker inflation profiles, the AUD and NZD markets provide significant returns compared 
to most other developed markets. On this basis, with room for significant monetary 
easing from both the RBA and the RBNZ, long duration positions look appealing. 

US long duration and real 
yields still offer attractive 
returns 

ECB reaching policy limits 

BoJ likely to stick to current 
policy actions for now 

Seek returns where there is 
room for a monetary policy 
response

Source: Bloomberg Source: Bloomberg
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SUMMARY 

The second quarter of 2016 saw the arrival of the ECB’s Corporate Sector 
Purchasing Programme (CSPP). The CSPP has dictated much of the action in the 
euro credit market which drove spreads marginally tighter, offsetting much of the 
macro event risk around Britain voting to leave the EU and European elections. It 
has brought about a surge in euro issuance and significant inflows into investment 
grade credit funds. While spreads tighten and corporate debt accumulates, we 
remain conscious of the late default cycle. Defaults are picking up and there are 
some signs that the cycle is turning. However, we believe that the rise in default 
rates will be more concentrated in the energy and commodity ‘problem sectors’, 
which now represent 15% of total high-yield debt outstanding in 2015, compared 
to 5% in 2007. This has represented a significant compositional change of the 
market, reminiscent of the ‘dotcom’ crash in the early 2000s.

Monetary policy & maco concerns 

The likelihood of further monetary support from both the ECB and the Bank 
Of England in the coming weeks and months will limit the extent of any major 
sell-offs following the Brexit vote. Meanwhile corporates are more likely to 
retrench their spending, limit M&A and slow down their demand for credit - all 
these factors should be supportive for corporate balance sheets. The concern for 
investors at this point is the political uncertainty, macro implications of corporate 
sector retrenchment and the impact on GDP, inflation, employment and general 
sentiment.

The ECB’s Corporate Sector Purchasing Programme started this quarter, driving euro 
eligible corporate spreads tighter relative to dollar and sterling. Over June, €6.8bn 
of corporate bonds were purchased, equating to a monthly pace of €9bn, at the 
high end of what was expected. Looking forward, this should support the corporate 
credit market accordingly and could potentially lead to a further widening between 
eligible and non-eligible securities. However, while the CSPP has been a catalyst for 

CREDIT: TECHNICALS ARE OUTWEIGHING FUNDAMENTALS
 – Policy makers continue to support the market

 – On track for the biggest year of IG issuance on record

 – Market reactions to Brexit have been muted so far

Figure 83: Investment Grade spreads by currency Figure 84: Euro Investment Grade supply 

Source: Barclays LiveSource: Barclays Live
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spread tightening, the combination of political uncertainty, Britain voting to leave 
the EU and the US Federal Reserve’s rate-setting agenda have weighed on prices, 
resulting in only a modest tightening in spreads. (Figure 83)

According to historical correlations between credit and equities, without the CSPP, 
euro spreads would have most likely widened over the quarter. In the past 15 years, 
euro credit and stocks have generally moved in the same direction. 2016 YTD has 
been one of only two years over that time when spreads have tightened as equities 
have fallen. Evidently, the CSPP has ensured that euro credit is much lower beta 
than it would have been given the current macro climate. However, we are alert 
to the fact that at their current expected run rate of purchases, the ECB probably 
does not have the ability to prevent spread widening if the macro environment 
deteriorates sharply.

Post the ECB announcement, we saw a surge in euro debt supply as issuers 
extended their maturity profile to the benefit of investors ‘hunting for yield’. Euro 
investment grade issuance had its third strongest month on record in May with 
€58.2bn brought to market, following a record €67.8bn in March (Figure 84 and 
Figure 85). Euro investment grade issuance over the first five months of 2016 was 
€226bn, ensuring the year is on track to be the biggest IG issuance on record. 
However, over the first month of the CSPP, only 4% of bond purchases were made 
in the primary market. We believe increasingly lower yields are likely to open the 
floodgates to significant new supply, not only from domestic European corporates, 
but also from overseas, and in particular, US corporates who are facing monetary 
policy moving in the opposite direction. 

Technicals & valuations

The market reaction of Britain voting to leave the EU has been fairly muted so far. 
Credit spreads in sterling were around 30% wider initially but soon retraced to 
levels seen just before the ECB announced their intention to buy corporate bonds 
as part of its purchase programme in March. While gilt and bund markets reacted 
far more aggressively and reached new lows in yield, credit investors’ neutral 
positioning will have played a major part in the subdued reaction.

Well-documented difficulties within commodities and industrial sectors continue 
to weigh on the market.. Although oil has rebounded to $50 this quarter, declining 
commodity and energy prices have had a profound affect on corporate bond 
markets and we believe that companies in the commodity sector will continue to 
suffer from fundamental pressures for some time.

Figure 85: Euro High Yield supply Figure 86: Rating downgrade/upgrade ratio

Source: Barclays Live Source: Barclays Live
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The last quarter saw funds flow out of European credit and into US bond funds. On 
a four-week average basis, this quarter has seen positive flows into both European 
and US funds for the first time since October last year. As expected, the turning 
point was at the start of March when the ECB announced the addition of the CSPP 
to their asset purchase programme. Since this date, there have seen positive weekly 
flows into both US and euro funds with the exception of the week leading up to the 
UK referendum vote. 

Moreover, since the CSPP announcement, cumulative flows over the last twelve 
months into bonds have exceeded those into equities. The ECB only purchases 
investment grade credit, so flows have been predominantly into investment grade 
corporate funds. 

Fundamentals: The late default cycle

Late default cycle fears continue to build. Defaults are picking up and we are back 
around the historical average US high yield default rate of 5.4%. This signals that 
the cycle may be starting to turn after an accumulation of excessive debt as issuers 
take advantage of low market yields. Furthermore in the past twelve months we 
have seen 27 upgrades and 29 downgrades, the first time that downgrades have 
outstripped upgrades in nearly three years (Figure 86 and Figure 87). However, 
there is a long way to go to reach the default rate of 10 to 12% that prevailed at the 
end of previous cycles.

Any turn in the cycle may well be concentrated in certain areas of the market, 
in particular dollar high-yield credit since it is more exposed to the distressed 
companies in the energy and commodity sector, a sector representing 15% of total 
high-yield debt outstanding in 2015, compared to 5% in 2007. (Figure 88.) This 
has represented a significant compositional change of the market, reminiscent 
of the ‘dotcom’ crash in the early 2000s where the technology and media sectors 
accounted for almost 40% of the high-yield market. The picture is less clear in 
Europe, as active Central Bank policy continues to reduce systemic risk and support 
credit markets. Therefore, the default cycle in Europe will probably lag that in the 
US.

Figure 87: Rating drift Figure 88: US leverage ratio 
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INTRODUCTION

Expectations of the path of future US rates have shifted significantly since the 
beginning of the year and even further since the Brexit vote. This environment 
should continue to be supportive for EM debt, particularly alongside greater policy 
support from European and U.K Central Banks.

EM fundamentals appear to be stabilising after three years of deterioration (Figure 
89). Although this makes us more constructive, it is still early days and requires 
ongoing external stability as well as internal improvements from economic reform. 
The political backdrop remains as important as ever, with the economic outlook 
of major countries in the universe facing ongoing political risk. Brazil is a prime 
example, where fiscal policy requires a significant adjustment in an uncertain 
environment, whilst Argentina requires recent positive political change to translate 
into economic improvement and South Africa, where political uncertainty adds to 
its already sizeable economic challenges.

EM Local Currency

After posting significant gains in the first few months of 2016, EM local debt market 
and currency performance has been more restrained since the April peak. However, 
attractive valuation and the supportive external environment should continue to 
support assets. We believe this to be especially the case for Mexican and Polish 
debt.

The more accommodative stance of major Central Banks, in particular the US 
Federal Reserve, should stimulate capital flows to higher yielding countries. The 
US Dollar appears expensive and an extension of the rally which began in 2014 
seems less likely we believe, which should reduce the pressure on EM currencies. 
With concerns about the Chinese growth outlook receding and commodity prices 
rebounding from depressed levels, we expect the external environment to underpin 
EM local currency assets. 

EM DEBT: STEADY AS SHE GOES
 – Fundamentals showing tentative signs of improvement

 – Selective approach still warranted however

The environment should 
continue to be supportive 
for EMD

EM fundamentals appear 
to be stabilising but need 
to be further supported by 
internal adjustments

EM local currency markets 
have maintained their 
valuation attractiveness and 
still offer attractive yield pick 
up over core markets

Figure 89: EM vs DM growth differential Figure 90: EM current account deficit % of GDP

Source: Bloomberg, Aviva InvestorsSource: Bloomberg, Aviva Investors
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The fundamental picture across EM economies remains fragile but there are some 
ongoing signs of improvement. Growth forecasts have been revised higher and are 
improving relative to developed nations, while inflation is showing signs of rolling 
over in Latin America where it has generally been exceeding Central Bank targets. 
Also, external imbalances have been unwound in many countries - indeed the 
current account deficit of the investible EM aggregate universe has halved since 
2013 (Figure 90). However, the slow pace of economic reform and the negative 
momentum of credit ratings still indicate that significant headwinds may lie ahead. 

Even after the rebound since the start of 2016, EM currencies continue to offer 
significant value we believe. Bond yield spreads to core markets are the widest in 
many years and should offer a buffer against currency volatility (Figure 91). Cross 
border investment flows to EMs have picked up in 2016, which is a trend we expect 
has further to play out in the coming months, supported by attractive valuations 
and the relatively high yields available in a low-yield world. 

EM Hard Currency

Over the medium term we believe that the macroeconomic environment is 
supportive of credit and that this in should support spreads. We believe policy 
action created a ceiling for spread levels below February wides and that the more 
dovish Fed tone provides a catalyst that will push spreads tighter. The scale of 
the rally since February does argue for a degree of caution however, as does the 
lack of real fundamental improvements. That said, an increasingly dovish Fed, 
receding risks emanating from China and reduced commodity volatility could help 
push spreads through 400, but our previous expectation of an index spread range 
between 380 - 480 stills feels sensible given the balance of risks (Figure 92). A 
move below 380 would require an enormous hunt for yield dynamic triggered by 
lower core rates and further unquestioned Central Bank support. This will require 
continued vigilance during Q3, but believe that an ongoing credit differentiation 
theme remains.

Further support is lent to the outlook for hard currency assets by the improving 
technical picture. The pick up in supply in the sovereign space has been driven by 
large deals from Argentina and the Middle East. Pent-up demand from years of 
supply inactivity and broad appeal removes the negative element from the headline 
figures. The sovereign space contrasts with the move lower in EM corporate supply. 
Idiosyncratic reasons in key issuing countries such as China, Brazil and Russia have 
led to an almost sudden stop in issuance and net negative issuance is now forecast 
for this year (Figure 93). Ultimately, the investable universe is shrinking at a time 
where attraction could be increasing.

Cross border investment 
flows to EM have picked up 
in 2016, a trend we expect 

to continue

Lower core rates and further 
Central Bank support 

remain a key tailwind for EM 
spreads

An improving technical 
backdrop further supports 

the asset class

Figure 91: EM local yield differentials with US 10yr Tsys Figure 92: EM sovereign regional performance

Source: Bloomberg, Aviva Investors Source: JP Morgan, Bloomberg, Aviva Investors
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Commodity prices have stabilised to some extent but there seems to be limited 
scope for a significant move higher in the near term as the supply imbalance still 
needs to adjust further. This argues for an environment where credit selection 
is based on the identification of fundamentally stronger issuers with greater 
financial flexibility. Quasi-sovereign entities, given their implied level of support 
from sovereign ownership, are preferred and we feel spread compression to the 
sovereign is a significant alpha opportunity over coming months (Figure 94). 
Amongst private issuers, their low cost of production combined with low and 
relatively stable levels of leverage and large reserve bases point towards the 
potential near term outperformance of Latin American, Russian and Moroccan 
producers, which we feel have been indiscriminately punished given the location of 
operations.

We retain the preference for sovereign risk over corporate risk, given greater 
flexibility of sovereign balance sheets and the existence of the IMF as a lender of 
last resort, which leads to a more favourable default experience in the sovereign 
universe. However, on a broader global credit comparison, EM corporate default 
expectations compare favourably.

Sovereign and corporate credit with stable or improving fundamental quality has 
the ability to deliver capital gains through spread compression in this environment. 
Higher beta credit such as Jamaican or Dominican Republic, as well as quasi-
sovereign issuers such as Pemex of Mexico and Petrobras of Brazil are examples of 
this. 

Figure 93: EM hard currency net financing Figure 94: Quasi vs EM sovereigns

Source: JP Morgan, Aviva Investors Source: Aviva Investors
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SUMMARY

The volatility of recent months, reaching a crescendo post the EU referendum in the 
UK, has at times challenged our constructive view on FX carry that we laid out in the 
previous House View. First, a re-pricing in dollar short-end rates in May following 
verbal intervention by FOMC members including Chair Yellen, and then heightened 
uncertainty leading into and then after the EU referendum in the UK pushed market 
volatility to near-crisis levels in some currencies, preventing global investors from 
engaging fully in global carry trades. However, Fed rate hikes were priced out yet 
again in June, reflecting increased uncertainty near term around the strength 
of the labour market and concerns about persistent medium-term headwinds 
compounded by the Brexit vote (Figure 95). Amidst these developments, the broad 
US dollar index has once again softened somewhat (Figure 96), given the net 
impact of the conflicting forces of a cautious Fed (dollar negative) and higher risk 
aversion (dollar positive, especially relative to EM). So far at least, risk sentiment 
has held up well, given the lack of any contagion from the UK vote. But in the 
near-term, the Fed is unlikely to treat Brexit as a benign event, validating yet again 
market expectations of no hikes over the near term. 

Hence, while we see US growth recovering during the second half of the year, we 
think the Fed will only delay raising rates again. We see two rate hikes over the next 
18 months, with the bias being towards hikes occurring later over that horizon, 
than we expected prior to the UK vote. Hence, we maintain a relatively sanguine 
view on the outlook for high-beta FX, especially in the EM space, although we 
also recognise the need to be vigilant about potential contagion risks down the 
road. For one thing, given the Fed’s increased sensitivity to global developments, 
rate hikes are likely to come in an environment of more robust global (not just US) 
growth, which should be positive for much of the EM world. The FOMC regards 
excessive dollar strength as a headwind to the economy and therefore will factor 
into its reaction function any significant moves in the dollar. So while our outlook 

Figure 95: Markets re-pricing down to the cycle 
Pricing out of rate hikes consistent with soft patch

Figure 96: Dollar moving in tandem with Fed-path pricing 
Repricing down of Fed policy path driving the dollar lower

Source: Federal Reserve, BloombergSource: Conference Board, Bloomberg

FX: CAUTIOUSLY CONSTRUCTIVE ON CARRY DESPITE CONTAGION RISKS
 – Brexit vote likely to make the Fed more cautious, limiting the upside for the dollar

 – FX carry isn’t crowded like in 2013 and should do well unless risk aversion turns more extreme 

 – BoE easing and uncertainty over Brexit likely to weigh further on sterling 

Fed rate hikes likely pushed 
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for the dollar is not particularly bearish, in our central case we do not see it rising 
meaningfully from current levels either. That in itself should be positive news for 
EM carry as long as volatility remains at manageable levels

Valuations, positive real yields, lower deficits are positive for EM

EM FX carry strategies have enjoyed a resurgence of sorts this year (Figure 97). 
Unlike in 2013, the EM FX carry trade has not been as crowded in 2016. EM 
has been an underperformer for four years. While the start of this year was 
characterised by the twin headwinds of the Chinese slowdown and dollar strength, 
these have progressively subsided. Recent trade data out of China show a pick-up 
in commodity demand, helping to put a floor under commodity prices, notably 
industrial metals that tend to be important for the terms of trade of many high-
yielding EM currencies (e.g. ZAR, BRL, CLP). Similarly the recovery in oil prices since 
early February has boosted the terms of trade of key oil-exporting EMs (RUB, MXN, 
COP etc).

Fundamental valuations remain significantly cheaper for most EM currencies than 
on the eve of the taper tantrum in 2013, while at the same time most EM current 
accounts have improved (Figure 98). Moreover, carry has become more attractive 
in many EM markets with inflation declining more quickly than nominal rates. At 
the same time, DM yields have fallen further as fiscal consolidation in almost all 
major advanced economies reduces the net new supply of sovereign debt amidst 
falling inflation expectations and an intense global demand for positive yields. 
These factors are contributing to keep financial conditions at highly accommodative 
levels and make EM assets particularly attractive. As long as we are in this relatively 
benign environment with extended global monetary policy accommodation, EM FX 
is likely to remain an attractive investment proposition. 

However, we are conscious of the risks to EM currencies, and that a less benign 
environment would likely warrant an approach based on differentiation depending 
on valuations, structural fragilities and domestic political risks. In this context, the 
end of Governor Rajan’s tenure at the Reserve Bank of India has come as a setback 
to our constructive view on India. While we are constructive on INR longer term, 
uncertainty regarding Rajan’s replacement will likely dominate the outlook for 
INR in the near term, even though several policy reforms that Rajan introduced 
(formal inflation targeting, decision making by committee) are likely to survive 
his departure.

Figure 97: EM FX Carry has performed strongly this year 
Softening dollar is a key driver of EMIs’ success

Figure 98: EM external deficits are smaller 
Sensititivity to global funding costs lower 

Source: National sources, Aviva InvestorsSource: Citi, Bloomberg, Aviva Investors
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Another risk for EM FX would be a large depreciation of the yuan against the dollar, 
which could unleash another period of destabilising market volatility. For the time 
being, the Chinese authorities’ strong focus on shoring up growth and the broad 
dollar weakness earlier this year have kept the yuan relatively stable, enabling the 
PBoC to achieve a steady depreciation against the CNY basket without creating 
any broader market volatility. That said, USD/CNY fixing has been above the 
early January highs in recent weeks, which can be a source of nervousness for EM 
investors. We believe the damage from yuan weakness is likely to be greater on the 
most highly correlated Asian currencies such as the KRW and TWD rather than the 
wider EM world given the valuations and improved fundamentals.

Brexit and accompanying stimulus to keep sterling depressed

Sterling has come under significant pressure after the Leave vote in the EU 
referendum. Comments by Governor Carney suggesting more imminent stimulus 
will likely push the UK currency lower still (Figure 99). It is worth noting, however, 
after the near 10% drop, sterling is the cheapest G10 currency in terms of real 
effective exchange rates after the yen (Figure 100). Currently, GBP REER indices are 
some 12-15% below their 20-year averages. If history is any guide, then there is 
still some 5-8% of decline ahead of us (more depending on how aggressive BoE 
stimulus turns out), which among other things should help narrow the wide current 
account deficit and help reflate the economy. 

Finally, safe-haven demand in the wake of the Brexit vote has helped the yen 
strengthen further as core long-end yields continue to touch all-time lows. It is 
increasingly likely that the embattled Bank of Japan will move again in July to keep 
the inflationary gains of recent years which a stronger yen has threatened to erode. 
However, given fundamental valuations, the BoJ may find it challenging to move it 
materially lower from current levels.

Figure 99: Sterling risk premium elevated on Brexit 
Near-term premia give way to long-term premia 

Figure 100: Cheapness likely required for a while 
 

Source: JP Morgan, Bloomberg, Aviva InvestorsSource: Bloomberg, Aviva Investors
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GLOBAL OVERVIEW

The surprise EU referendum result has significantly weakened UK real estate 
prospects. A period of illiquidity and heightened risk aversion makes yield 
increases probable in the near term, while worries about the outlook for occupier 
demand will reduce rental growth expectations in many segments. However, any 
deterioration in values should be limited by easier monetary policy, which improves 
the relative pricing of real estate. If interest rates remain even lower for even longer 
and we avoid a severe recession, high-quality real estate should benefit from its 
status as a source of secure income.

The global impacts of Brexit should be far more contained. Global activity was 
already cooling in Q1, but while slowdowns are typical for the opening quarters 
of each year and this one follows a particularly strong Q4 2015, other factors are 
likely to have magnified the fall. One is a volatile start of the year for the financial 
markets in general, another - caution about overpricing in the US and the UK real 
estate. Finally, a bleak economic outlook for a number of Asian markets which 
had deterred investment. In contrast, continental Europe continued to enjoy high 
investor demand thanks to attractive relative pricing and strengthening occupier 
demand. Looking ahead, highly supportive monetary conditions in developed 
markets are expected to sustain historically low yields even in many of the most 
aggressively priced markets in the short term. Parts of the US and Asia Pacific 
markets are likely to see yields softening from 2017 onwards.

Generally we favour high quality retail locations as we expect further polarisation 
in performance in this sector, with many retail assets in need of being repositioned 
due to structural changes. The logistics sector is well placed to benefit from some 
of those changes as retailers increasingly compete based on the efficiency of their 
supply chains. Indeed, distribution assets look attractive on a risk-adjusted basis 
in many markets. We expect offices to underperform other sectors in a number of 
markets in the coming years. However, locations characterised by strong knowledge 
intensive industries and a highly educated workforce should offer attractive 
opportunities. 

Although the peak of the cycle is likely to be pushed back in a number of markets 
thanks to the ongoing monetary stimulus, geopolitical risks are high, especially 
in the light of Brexit, and so investors should prepare for potential softer market 
conditions by reducing their exposure to assets that could become illiquid in a 
downturn, and ensuring that leverage levels are appropriate. 

Figure 101: Green Street Commercial Property Price Index Figure 102: United States development pipeline vs history 

Source: CoStar, Aviva InvestorsSource: Macrobond
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US: Signs of divergence between investment and occupier cycles

Investment activity in the US cooled in the first half of 2016, which we consider to 
be caused predominantly by a volatile start of the year for the financial markets. 
However, the US real estate market has clearly entered the late stages of the 
investment cycle and activity is likely to continue to slow. 

While the favourable relative pricing of real estate against other asset classes has 
been a strong governor of capital flows into the market, this argument has faded 
and all sectors are beginning to look expensive based on this metric. This is most 
true in gateway cities where yields have compressed furthest. The industrial market 
looks most attractive, offering both a higher yield and good value against fixed 
income.

Overall, cap rates held firm in Q1. Yields were stable or saw minor outward 
shift in Tier 1 retail and offices, while secondary and tertiary markets saw gentle 
compression. Data suggests commercial property prices fell between March and 
April, but values rebounded in May (Figure 101). We believe that low interest rates 
will help maintain yields at current low levels for the remainder of the year in office 
and retail. Yields will continue to be bid down in the industrial sector, where we 
still see value. Indeed, both logistics and light industrial sectors look attractive on a 
risk-adjusted basis, given scope for further capital growth. At the other end of the 
spectrum we see Tier 1 multi-family and most retail sectors as offering poor value.

Despite concerns over tepid US growth the occupier market has benefited 
from labour market gains and improving consumer sentiment. There is notable 
differentiation within the retail sector however, as department stores continue to 
see declining shopper traffic. As the number of store closures increase and chains 
re-evaluate expansion plans, returns on secondary malls are likely to suffer. Supply 
risk is of less concern, with pipeline concentrated in apartments and hotels  
(Figure 102).

Figure 103: Europe (ex UK) All Property vs. 10y German Bund Figure 104: European Investment Volumes (€billion)

Source: Bloomberg, Aviva Investors Source: CBRE
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EUROPE: Limited impact of Brexit on European property markets 

Our central view is that the impact of ‘Brexit’ on continental Europe’s economy and 
property markets will be limited. The UK’s vote to leave the EU does however highlight 
that geopolitical risks are to the fore and can be badly mispriced by financial markets. 
Given the rise of populist politics and anti-EU sentiment, upcoming elections in major 
European states will be closely watched and may spark more volatility. Ireland and 
Benelux countries have the strongest economic links with the UK, so may see weaker 
economic and real estate data. We see upside potential in continental European 
residential markets, student housing and offices in smaller financial centres as well as 
selected luxury retail markets which may be boosted by the weaker euro. In the longer 
term, prospects for those industrial markets that are most exposed to the UK could 
worsen due to the likelihood of protracted trade negotiations between the UK and  
the EU. 

The European property market saw record investment activity in 2015, driven by 
favourable relative pricing and supportive monetary policy (Figure 103) as well as rising 
occupier demand. Q1 2016 marked a slowdown in investment in both the UK and 
continental Europe (Figure 104), which was however not unusual in a global context as 
financial market volatility increased at the start of the year. 

Looking ahead, the main change in our thinking on prospects for European real estate 
is a greater focus on potential geopolitical shocks. Populist parties in the Netherlands, 
Italy and France may gain more parliamentary seats in upcoming elections by mid 2017. 
We nevertheless retain our positive assessment of market prospects for most markets 
in the region. Irish real estate is a key exception due to the country’s close trade and 
financial links with the UK. Some Benelux real estate markets are also expected to be 
affected, albeit to a lesser extent.

Uncertainty over the outcome of the UK-EU negotiations will breed further volatility, as 
will votes across Europe this year and next. We anticipate Interest rates  to remain even 
lower for longer than previously anticipated and possibly an extension of the European 
Central Bank’s asset-purchase programme, both of which will be supportive for high-
quality continental European real estate. Relative pricing for property is likely to improve 
further in ‘core’ markets, especially Germany and the Nordics where government bond 
yields have touched record lows recently.

Figure 105: Australian office prime net effective  

rental growth, YoY

Figure 106: Prime Japanese total return forecasts

Source: PMA, Aviva InvestorsSource: JLL, Aviva Investors

European real estate 
prospects remain 
encouraging, despite 
heightened political risk and 
more uncertainty

Investment was already 
slowing in continental 
Europe

Potential geo-political 
shocks are now the main 
area of focus

Further volatility expected 
but a looser monetary 
environment will be 
supportive for high quality 
continental real estate

O�ce
Retail

0

-5

35

30

25

20

15

10

5

2015 2016F 2017F 2018F 2019F 2020F

Sydney CBD Melbourne CBD

-40% 

-30% 

-20% 

-10% 

0% 

10% 

20% 

2009  

2010 
2011 

2012 
2013

2014 
2015 

2016 

Market Outlook Aviva Investors House View, Q3 July



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

Asia Pacific: Australia outshines the rest of the region

Investors seeking core income remain drawn to Sydney and Melbourne offices. PMA 
estimates combined volumes of c. A$2.5bn for both cities in the first quarter of this year, 
a significant increase on the A$1.7bn recorded in Q4 2015. Investors are also looking to 
benefit from a cyclical occupier upswing. Sydney CBD rental growth of 15.3% yoy in Q1 
is well above trend (Figure 105). 

Outside of Australia’s South East coast the outlook for offices is less bullish. Singapore 
remains an unattractive market in the near term given the poor economic backdrop and 
surplus space on the market. Yet investors taking a long term view may be able to justify 
entry at this point in the cycle; recent trades include an S$3.4bn office tower purchase 
by Qatar Investment Authority. Yields are likely to remain stable but pricing may come 
under pressure if US rates begin a slow ascension. 

Supply constraints in Hong Kong Central offices should lead to healthy income growth 
this year, whereas the wave of development outside of the CBD will severely limit 
growth potential in decentralised markets.

The outlook for property returns in Japan is less attractive than it was this time last 
year. Cap rates are at historical lows and scope for further yield compression is limited. 
Nonetheless, healthy annual returns of 15-17% are forecasted for both prime office 
and retail sectors in 2016 (Figure 106). Prime Tokyo retail is being supported by visitor 
spending, and recent government initiatives looking to promote tourism bode well 
for this sector. Looking at a longer term, once yield compression is exhausted we see 
downside risks to Japanese real estate given the bleak economic outlook.
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SUMMARY

Prior to the Brexit vote asset price volatility had been easing across nearly all 
markets as the summer approached, leaving behind the excessive levels witnessed 
across the majority of equity indices and FX crosses in Q1. However, volatility rocked 
markets once again as the result of the British referendum became apparent, 
with the Eurostoxx index suffering its largest one day fall on record and GBPUSD 
experiencing its largest fall since 1967 (Figure 107). 

Emerging Market FX volatility (renminbi aside) had held at elevated levels 
throughout the second quarter. USDJPY volatility had reached heights not seen 
since the onset of Abenomics, as the Yen sell off intensified in response to a 
deteriorating macro picture and an impassive BOJ. Following the vote this increased 
further still (Figure 108). The long end of the JGB curve also exhibited heightened 
levels of volatility throughout the quarter.

Elsewhere, swap yield volatility had continued to slide across global markets 
throughout Q2 as yields sunk to new lows across the globe. Ongoing QE by the 
ECB arguably helped perpetuate this environment, but their direct operations in 
the European corporate bond market unequivocally caused yield volatility there to 
reach historic lows. The gilt market reacted violently post Brexit however, with yield 
volatility from the short end of the curve experiencing the highest levels since 2013.

CROSS ASSET VOLATILITY: POLITICAL RISK REAPPRAISAL
 – Risk asset volatility had generally fallen in Q2 following the volatility seen in Q1

 – The UK referendum vote caused extreme localised volatility at the end of June

Figure 107: GBPUSD 10 day realised volatility since 2000 Figure 108: USDJPY 30 day realised volatility since the 

announcement of Abenomics

Source: BloombergSource: Bloomberg
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Q2 had allowed some respite from the higher levels of risk asset volatility that 
pervaded since the FED ended their QE programme in 2014. Benign market 
conditions prevailed as China’s pursuit of growth via credit creation helped remove 
the near-term prospect of a slowdown in Emerging Asia, which was perceived 
as one of the largest risks for investors in Q1. As global fears subsided funds 
flowed back into the ‘safety’ of US equities, particularly as the FED passed up the 
opportunity to again raise rates in March, allowing the S&P500 to close in on its 
third attempt to breach its all-time high. This steadied global markets, allowing 
volatility to subside across the majority of assets as few macro events surfaced to 
cause concern. 

The Brexit vote shattered this calm however. Even before the vote, risk asset 
volatility had moved structurally higher from the lows of 2014 (Figure 109), but 
following the vote political risks need to be reappraised in light of the referendum 
outcome, we believe. This isn’t solely due to the great uncertainty around the 
political landscape that will exist in the UK and Europe in the near future, but also 
due to the potential underestimation of disaffection felt by electorates in a large 
number of countries as a result of inequality and political mistrust. With elections 
in the US, France and Germany featuring prominently this year and the next (to 
mention but a few), it would be a mistake to underestimate the potential volatility 
that such events might generate, in light of the UK referendum experience.

The Eurostoxx index reported its largest ever one-day fall on the day that 
the outcome was announced. Although the FTSE100 reaction was muted in 
comparison, the bulk of the volatility was felt in the more domestically-focussed 
FTSE250 index, which experienced its greatest spike in 10 day volatility since the 
1987 crash, and in GBPUSD which experienced its biggest one-day fall since sterling 
was devalued under the Harold Wilson government of 1967. EURUSD and EURJPY 
also experienced greater one-day moves than during the Global Financial Crisis, 
relative to the 100-day standard deviation of their daily returns, as did the yield on 
the German 10-year Bund. The impact on market volatility generally lessened with 
distance from the epicentre, with spikes in US equity markets still far below those 
relating to the Q1 sell-off and Asian Emerging Markets reacting even less (Figure 
110). 

Source: BloombergSource: Bloomberg

Figure 109: 120 day realised volatility for MSCI World Equity 

(MXWO) and US Dollar index (DXY)

Figure 110: 30 day realised volatility for global equity markets 
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Aside from the short to belly segments of the yen swap curve, which have been 
nailed to zero or below by ongoing QQE operations, Japanese assets have become 
increasingly more volatile over recent quarters as investors continued to question 
its future scope and efficacy. Underwhelming macro economic data coming out 
of Japan has been met with inaction by the BOJ over recent meetings, at least so 
far, causing these markets to increasingly align with risk sentiment. We anticipate 
additional market moving policy action from the BOJ this year, so expect additional 
volatility looking forward here too.

Swap yield volatilities had been sliding throughout Q2 as additional Central Bank 
liquidity put pressure on global yields. The Brexit vote made these moves less 
orderly however, particularly in the gilt market where yield volatilities on shorter 
tails spiked to levels not witnessed since 2013. Elsewhere, the advent of ECB 
corporate bond buying caused yields to fall and volatility to hit historically low 
levels, which barely reacted to the Brexit turmoil elsewhere.

In the months ahead political developments in the UK and Europe will probably 
drive additional volatility in these markets as the political landscape has the ability 
to shift quickly, particularly if additional referendums in Europe are sought. The 
Italian constitutional referendum in October and the US presidential election in 
November are two further events in Q4 that we must also look towards. Additional 
Central Bank liquidity is likely to be forthcoming in coming periods to sooth volatile 
markets, but investors will increasingly look at risk mitigation measures throughout 
the rest of 2016.
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