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SUMMARY | JANUARY 2016 

GLOBAL ECONOMIC OUTLOOK 

̶ Global growth slows; emerging market economies the main drag 

̶ Inflation set to remain lower for longer due to oil prices; but core rising steadily 

̶ Fed hike begins a period of global monetary policy divergence 

Summary 

Global growth looks set to be 3% in 2015, the weakest annual growth rate since 

the global recession of 2008/09, and well below the 5.4% average of the 

decade prior to the recession. But underneath that disappointing headline rate, 

there is significant variability. In the US, growth has continued to be robust, 

while in the euro area the recovery remains modest in pace, but has delivered 

ten consecutive quarters of positive growth. It has been in the emerging market 

countries where growth has been more disappointing. While China has slowed 

broadly in line with expectations, the deep recessions in Brazil and Russia have 

been a significant drag. Looking ahead, we expect those trends to persist over 

the coming year, with the developed market energy importers seeing continued 

growth momentum, while emerging market and commodity exporters slow. In 

their latest update, the IMF forecast global growth to rise steadily over the 

coming years, albeit slightly slower than they had expected previously. 

The recent further move down in oil prices will see the expected recovery in 

global inflation delayed somewhat. However, even with oil prices at current 

levels, headline inflation will start to pick up in the second half of 2016. With 

limited and shrinking spare capacity in the US, core inflation should also move 

higher and the Fed are likely to raise rates 3 or 4 times this year. In contrast, the 

significant amount of slack in the euro area, alongside risks of inflation 

expectations de-anchoring on the downside could see the ECB ease policy 

again in 2016. Further policy stimulus is also likely in China, as the authorities 

try to manage the difficult economic transition taking place there. 

  

Global growth set to 
rise steadily, but not in 
a synchronised way 

FIGURE 1:  GLOBAL GROWTH OUTLOOK LOWERED 

IMF projections lowered, but still rising 

 FIGURE 2:  INFLATION HAS BEEN DEPRESSED BY OIL PRICES 

But it is set to rise in 2016 

 

 

 

Source: Macrobond  Source: Macrobond 

Inflationary pressures 
are low, but set to rise 
steadily in 2016 
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Global policy divergence begins 

The US (pp. 21-23) economy is set to continue with above-trend growth in 

2016, driven by further gains in household consumption, housing and business 

investment. The further decline in spare capacity will put upward pressure on 

wage growth, pushing up core inflation, while headline inflation rises even more 

quickly with the drag from energy waning. As such, we expect the Fed to raise 

rates three or four times in 2016. Meanwhile Canada (pp. 37-38) has been hit 

again by the further decline in oil prices, with 2015 ending on almost as weak a 

note as it began. A sharp weakening in the currency is helping to support non-

oil exports, but the outlook for 2016 has deteriorated nonetheless, leaving the 

prospect of further rate cuts. 

The Eurozone (pp. 24-26) notched up its tenth consecutive quarter of growth in 

2015, albeit at an average annual rate of just 1.2%. The tepid recovery, coupled 

with downside risks to growth and inflation led the ECB to ease policy again in 

December. That said, there are some grounds for cautious optimism in 2016, 

with household spending improving on the back of stronger labour market 

conditions. However, with inflation set to rise only slowly towards 2%, made 

slower with the latest move down in oil prices, the ECB could well ease policy 

again in the coming months. 

In Japan (pp. 30-31) the strategy of Abenomics stuttered in 2015, with 

lacklustre activity and only slowly rising inflation. With much of the rise in 

inflation since late 2012 down to the weaker yen, the BoJ continue to look for 

domestic cost pressures to take the baton – so far that process has been 

disappointing. Should wage growth fail to pick up in early 2016, we would not be 

surprised to see the BoJ ease policy again. Growth in the UK (pp. 27-29) has 

slowed slightly but the recovery remains on track. Private final domestic 

demand growth is expected to remain robust, with the main drag on overall 

growth coming from fiscal tightening and external demand. There is no great 

rush to raise rates, but a resumption in the rise in wage growth (seen earlier in 

2015) and core inflation over the next six months would support the case. 

 

  

Fed begins the policy 
normalisation process; 
Canada suffers from 
falling oil prices 

Eurozone growth 
steady, but downside 
risks remain 

Reflationary progress 
in Japan stalls; UK 
robust, but needing to 
see faster wage 
growth 

FIGURE 3:  LABOUR MARKET RECOVERY 

Unemployment rates fall; Euro Area the laggard 

 FIGURE 4:  STRONG DOLLAR AND WEAK OIL PRICES 

How much further can they go? 

 

 

 
Source: Macrobond  Source: Macrobond 
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China (pp. 32-34) has once again been the catalyst for instability in global 

markets. Lack of clarity around the true state of the economy and the ability of 

the Chinese authorities to manage a difficult structural transition will remain a 

real concern in 2016. However, for now we believe that the hard-landing 

scenario is a risk, rather than the most likely outcome. We expect the renminbi 

to depreciate further in 2016, as part of the process of easing financial 

conditions. Meanwhile the structural reforms needed to reduce overcapacity, 

address non-performing loans and encourage new areas of growth will likely 

continue to take a back seat. 

India remains the bright spot amongst the other countries in the Asian region, 

(pp. 39-40), with growth accelerating through 2015. For those more exposed to 

China, such as South Korea and Taiwan, the outlook remains challenging. In 

addition to weaker Chinese growth, they also face headwinds from an 

increasingly competitive Japan. The Latam region (pp. 41-43) ended 2015 with 

the weakest GDP growth rates in 15 years and inflation above target in most 

countries. The problems facing these commodity exporting countries will persist 

in 2016, despite the adjustments already seen in currency markets. Political 

risks are also on the rise, making 2016 shape up as potentially even more 

challenging than 2015. 

Australia (pp. 35-36) continues to be grapple with the fall-out from much 

weaker commodity prices and retreating investment. The outlook for capex 

spending in 2016 is poor, once again leaving the consumer to drive growth. 

Recently, some more positive signals from the labour market and business 

sentiment suggest some success in managing the transition away from mining, 

but downside risks remain. Particularly as the housing market looks to be 

softening as well. We expect the AUD to remain under pressure and for the 

RBA to remain ready to cut rates again in 2016. 

Central and Eastern Europe (pp. 44-45) is expected to show solid growth in 

2016, supported by low oil prices and expansionary fiscal and monetary policy. 

A change in government in Poland has increased the economic policy 

uncertainty there. 

 

Uncertainty around 
Chinese growth and 
policy-making driving 
negative sentiment 

Asia ex-Japan 
challenged by China 
situation; Latam the 
global laggard 

Australia still trying to 
manage impact of 
falling commodity 
prices 

FIGURE 5:  CHINA SLOWS, INDIA GROWS, BRAZIL BLOWS  FIGURE 6:  POLICY RATES 

 

 

 
Source: Macrobond  Source: Macrobond 
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Market implications 

Equity markets have been stuck in a more volatile regime since the second half 

of last year and have seen particularly weak performance since the beginning of 

the year. Weak commodity prices (with oil below $30 a barrel as we go to 

press), concerns on Chinese (and global) growth and the first rate hike from the 

Fed in almost a decade have all weighed on equity performance. Monetary 

policy divergence is likely to remain a theme, but fundamentals are becoming a 

more important driver of performance. US corporates are still suffering the 

impact of a strengthening dollar and recent increases in wage pressures. 

Companies buying back shares are not being rewarded as much as in previous 

years. We continue to prefer US large caps to small caps. Growth expectations 

for European companies have reduced, but a weaker euro would continue to 

provide support; we expect Eurozone equities to outperform US equities, 

supported by easy monetary policy from the ECB and by recovering 

fundamentals. In the emerging market universe, a tough 2015 has left the 

discount of emerging markets to developed markets wider than at the depths of 

the financial crisis and has yet to show signs of stabilising. Emerging markets 

have however re-rated as corporate earnings continue to struggle against a 

strong US Dollar and weak global growth. 

With the FOMC having now hiked and the ECB and BOJ remaining committed 

to extraordinary dovish policy, we have begun an era of monetary policy 

divergence. It is these diverging rates cycles that will drive valuations in the year 

ahead. Although the FOMC has stated that further hikes will likely be gradual 

and only befitting the ongoing improvement in the economy, the three or four 

hikes that reflect the median expectations of FOMC during 2016, although twice 

the pace currently priced into the market itself, is only half the pace of the 

previously slowest hiking cycle. This provides a great deal of uncertainty around 

the directional risk to the curve which makes an outright bear market view on 

US fixed income overly simplistic, but suggests that further volatility is likely as 

2016 proceeds.  

Global real estate continues to perform well, buoyed by the increased 

availability of debt and the prospect of the steady income streams that reflect a 

general improvement in labour market conditions. The clearest area of value on 

a risk adjusted basis remains Europe, where the cycle has lagged and risks 

from higher interest rates are clearly lower. US markets, although offering rental 

growth, are already fully valued versus historical comparisons, as are most 

Asia-Pacific markets. We expect the global sector to deliver further robust 

returns in the near term, but acknowledge that risks exist, particularly in Asia 

and resource dependant markets. 

We expect the monetary policy divergence between the Fed on the one hand 

and the ECB and BOJ on the other to continue given the strength of the US 

cycle and the policy risk-management preferences of the other two central 

banks. That should continue to support the dollar against EUR and JPY. Further 

CNY depreciation will remain a headwind for most commodity and China-

correlated currencies (AUD, SGD, KRW, TWD, THB) which we expect to 

underperform for another year. 

  

Equities 

Fixed Income 

Real Estate 

Currencies 
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RISKS TO THE HOUSE VIEW 

China slowdown intensifies – stock market crashes further 

We’ve identified this risk in several recent House View documents, but really it 

could almost be a permanent feature – China is slowing, will continue to slow 

for many years and we, and markets, will continue to worry about it. The read-

through from Chinese equities to Chinese economic prospects is minimal; that 

to economies elsewhere is even more unlikely. But the slowdown could 

intensify, hit sentiment and/or commodity prices or be poorly managed. 

Things to watch: Official Chinese growth numbers (probably the least useful), 

hard numbers such as freight traffic, cement output and electricity production. 

Marked further weakness in key commodity prices – iron ore, oil, metals. Trade 

flows with commodity exporters like Australia, M2 weakness, PMIs sinking well 

below 50 and falling, policy responses, including exchange rate management. 

 

US economy slows again, one and done? 

Early days, but so far the Fed has raised rates once and the world hasn’t 

ended. However, markets still doubt the Fed’s ability to deliver four rate rises in 

2016. For markets to be right, growth would have to slow dramatically and/or 

inflation to tumble in product and labour markets. 

Things to watch: Non-manufacturing ISM (and similar) surveys dipping to 50 

or below; a run of disappointing payrolls (sub 150K, perhaps even sub 100K), 

unemployment stops falling, wage growth slows again. Retail spending and 

housing markets slow markedly. 

 

Eurozone recovery becomes self-sustaining 

Either “animal spirits” revive across the single currency area, stimulating 

investment, or previously-reluctant consumers finally decide to spend more 

rather than save less. The recovery builds on itself as belief in it grows and 

becomes self-sustaining. Annual GDP growth pushes above 2% and towards 

3%. ECB has to back-track. 

Things to watch: Retail and consumer spending data, business investment 

trends. (Sentiment has already improved - corporate and household - but now 

needs to feed into hard data.) Bank lending growth moves sharply into positive 

territory. Big unemployment falls and significant jobs gains sharply across all 

countries. Greater evidence of fiscal/political integration and debt burden 

sharing. 

 

The return of inflation – bond market rout 

Long-held fear that the liquidity created by QE and exceptionally low interest 

rates across the world will gain traction and lead eventually to a resurgence of 

unstoppable inflationary pressures. Bond yields back up alarmingly and Central 

Banks forced to tighten aggressively. Return of boom and bust. Supply 

bottlenecks and emergence of wage/price spirals. 
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Things to watch: Headline and core inflation rates – some worries over “false” 

signals as oil price impact reverses towards end of 2015. Banks increase 

lending rapidly and money aggregates rise sharply. This one was always low 

probability (but high impact). Looks even less likely now than three months ago. 

 

Deflation spectre 

The polar opposite of the previous risk. Plummeting oil prices pushes headline 

inflation lower and perhaps back to negative territory. Deflationary psyche 

returns, influencing behaviour and leading to spending retrenchment. In 

extremis, debt-deflation spirals take root.  Most likely in the Eurozone, but 

others vulnerable. 

Things to watch: Recorded inflation, deflation stories in media. Headline 

inflation in Europe may well turn negative in coming months, but this does not 

automatically imply a return of deflation. Expectations are critical, so Central 

Banks will have a vital role in communication to ward off any such 

developments where possible. 

 

“Brexit” issues 

Already a live issue of course and markets already reflect concerns – notably 

sterling exchange rates. But these could intensify as opinion shifts, as 

politicians (mainly from the Tories) state their case, as poll results are reported, 

as Cameron reports back on negotiations and as the referendum nears. 

Things to watch: newswires, polls. 

 

Emerging market capital crisis 

As the US begins to raise rates, the incentives that have driven money out of 

the US and into EM & other high-interest rate environments begin to reverse, 

and emerging market country capital outflows could accelerate significantly. 

Countries with structural current account deficits struggle to fund their USD-

denominated imports (which includes most of their essential commodity needs). 

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

volatility. 

 

Renewed crisis in the Eurozone 

Calm has descended – in a relative sense – after the renewed troubles in 

Greece last year. Even the Spanish elections passed without too much concern 

– although the inconclusive result means a government has yet to be formed. 

But much has yet to be resolved and there is the capacity for troubles to erupt 

again in the single currency project. The Eurozone is a long way from full 

fiscal/political integration.  

Things to watch: Greece programme, commentary from EC and ECB, political 

events and statements, German (or other) unhappiness with looser policy – 

fiscal and monetary, evidence of renewed tensions between member states. 

Stresses over migration flows into EU. 
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MACRO FORECAST 

 
 

 
 
 
 

 
  

US GDP growth is expected 
to remain above trend over 
the coming two years, with 
strong domestic demand 
more than offsetting a weak 
external environment. 
Inflation is also set to rise, as 
energy effects wane and 
spare capacity shrinks. 
 
We see the Fed raising rates 
3 or 4 times this year and a 
similar amount in 2017. That 
is somewhat faster than 
implied by market pricing. 

The Eurozone recovery is 
expected to continue but not 
to pick up pace markedly. 
We project that inflation will 
move gently higher, but will 
remain subdued and below 
target. 
 
Policy interest rates do not 
look likely to change over the 
forecast horizon. If anything, 
weak inflation might yet 
provoke the ECB into further 
stimulus. 

GDP growth is expected to 
continue at a similar pace to 
recent readings. Inflation 
should move back towards 
target eventually.  
 
We see modest upside risks 
to both (Brexit aside) and 
also believe that markets 
may be mis-pricing the 
chance of an earlier interest 
rate increase. 
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  Japan has narrowly avoided 
a technical recession but the 
inflation target will remain a 
distant ambition as the 
impact of yen depreciation 
wears off and wage growth 
remains anaemic. Shocks 
coming from China remain a 
clear headwind too. Further 
monetary and fiscal policy 
response is likely. 

Rebalancing is likely to lead 
to a broad growth slowdown. 
Near term the strong policy 
response is likely to stabilise 
growth, but growth is 
expected to come in below 
consensus forecasts. Policy 
uncertainty and reform 
setbacks are clear downside 
risks. Further policy easing is 
likely to be required. 

It is difficult to be optimistic 
about Canada if energy 
prices remain at current 
levels. Trade is the country’s 
best hope, supported by 
accommodative fiscal policy.  
 
Inflation is expected to move 
towards target thanks to the 
sharp depreciation of the 
currency. So far the market is 
not convinced that BoC can 
start tightening policy in the 
next 2 years. 
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ASSET ALLOCATION: RECENT VOLATILITY CLEARS STRETCHED VALUATIONS; YIELDS 

MORE ATTRACTIVE 

With all the ‘blood and violence’ of December and early January, it is easy to 

forget that last quarter was a reasonable period overall for risky assets, with all 

equity regions showing positive returns.  Looking forward we still retain our 

overweight to equities, and in fact the pull back towards year-end has helped 

bring equity market valuations not too far from long-run averages. 

Whilst downside risks are undoubtedly rising, unless we expect an outright 
global recession we should be comfortable remaining overweight risk. It is 
possible that a downturn could be triggered by either an escalation and spread 
of risk from China, or a policy-mistake induced slowdown in the US, however 
neither of these are our central scenario.  

We remain overweight Japanese and European equities, which are both 
supported by central bank’s loose monetary conditions and have the most 
potential for upside surprises to earnings growth. In FX, whilst directionally we 
expect the Euro and Yen to continue to weaken, we do recognise that these 
currencies have fallen materially over the last 12-18 months, and therefore have 
reduced conviction in seeing the same level of depreciation repeated. 

 

 

Equities still attractive 
despite low growth; 
sovereign yields 
stretched 

Source: Aviva Investors 
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ESG INSIGHT: LONG-TERM THEMES, SHORT-TERM IMPACT 
̶ Global climate agreement signals low carbon transition underway  

̶ Changing energy outlook – accelerated by Paris Agreement 

̶ El Niño – macroeconomic impacts – an update 

̶ The rising tide of cybercrime 

Global climate agreement signals low carbon transition underway   

Historic agreement recognises climate action imperative  

The 21st Conference of the Parties (COP21) of the UN Framework Convention 

on Climate Change (UNFCCC) reached agreement in Paris on 12th December. 

Heralded as historic and ambitious, the agreement includes 1) holding 

increases in global average temperature to below 2°C above pre-industrial 

levels and to pursue efforts to limit temperature increases to 1.5°C (further 

than many predicted) 2) an important ‘ratchet mechanism’ whereby countries 

will need to review their emission reduction pledges by 2020 and to revise 

them every 5 years.  

In advance of COP21, 186 countries, accounting for over 98% of global 

emissions, submitted Intended Nationally Determined Contributions (INDCs) or 

Climate Pledges. These pledges outlined their carbon reduction targets and in 

most cases provided detail on how these would be achieved. While voluntary, 

the Agreement now gives a framework for these pledges to be delivered, 

whether through emissions/efficiency standards, taxes or other carbon pricing 

mechanisms.  $100bn per year in Climate Finance for Developing Countries 

and a role for private investment is highlighted to finance the transition. Explicit 

reference is also made to the allowed use of international emissions trading 

(although not part of the agreement). We are therefore likely to see further 

tightening of climate policy mechanisms implemented at a national level.  

Analysis by HSBC of the climate pledges of the top 30 emitting countries 

(covering 80% of global emissions and 90% of global GDP) highlight that 

Energy, Industry, Transportation & Agriculture & forestry will face the largest 

changes in the transition to a low carbon economy as traditional business 

models are challenged by regulation, technology innovation and in some cases 

access to finance.  

 

FIGURE 7: SECTORS MENTIONED WITHIN CLIMATE PLEDGES  FIGURE 8: GLOBAL ENERGY-RELATED CO2 BY SECTOR 

 

 

 

Source: HSBC  Source: IEA, energy & climate change 2015 

 

 
  

Historic global climate 
agreement limiting 
temperature rise to 
below 2°C   

National Climate 
Pledges likely to lead 
to further tightening of 
climate policy 

Focus on Energy, 
Industry, 
Transportation & 
Agriculture & forestry 
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Changing energy outlook – accelerated by Paris Agreement  

Shifting away from the most carbon intensive fuels 

The ambitious Paris Agreement is likely to further accelerate the change in the 

transforming global energy mix. A clear signal has been sent, however in many 

cases the policy measures are not yet in place and it will require further 

regulation, implemented predominantly at a national level to drive this change.  

The recent International Energy Agency (IEA) World Energy Outlook still 

projects fossil fuel representing around 75% of energy mix in 2030. The Paris 

Agreement is likely to have the most significant impacts on utilities, oil and gas 

and (coal) mining sectors from both an equity and fixed income perspective as 

we see a move away from coal in power generation and oil in transportation. 

Figure 9 highlights potential demand scenarios for oil, gas and coal. 

The trend away from coal power generation with a shift towards gas (in the 

interim) and renewables is likely to continue, supported by climate policies such 

as the Clean Power Plan in the US and reducing costs of renewable energy. As 

highlighted previously, according to Bloomberg New Energy Finance we are set 

to see renewables representing over half (54%) from 2040. Utilities (using coal) 

and thermal coal mining will be impacted. Figure 10 highlights likely credit 

impact for unregulated power and coal mining. This trend may be further 

accelerated by a trend away from financing coal and a closer focus on the role 

of financial policy in ensuring resilience of the financial systems through the 

transition and efficient financing of the transition (following FSB Chairman Mark 

Carney’s 29th September speech and subsequent launch of the FSB Climate 

Disclosure Taskforce).  

The Paris Agreement also provides clear signals for the oil & gas industry. 

Scenario analysis from the IEA from 2014 set out differing production scenarios 

depending on global climate policy. The ‘450 scenario’ (consistent with 2°C) 

indicated a peaking of global oil demand (excluding biofuels) around 2020 and a 

plateauing of global gas demand 2025-2030. Figure 9 highlights potential 

demand for oil, gas and coal. There is growing scrutiny on portfolio resilience 

and capex plans for OGMs. However, much still relies on the implementation of 

the Nationally Determined Contributions, most of which will not kick in until 

2020. 

 

 

 

Accelerating towards a 
lower carbon energy 
system 

National policy 
measure still required 

Drive away from coal 
in power generation 

Oil & gas business 
model & capex plans 
challenged 

FIGURE 9: FOSSIL FUEL PRODUCTION  
PROFILE SCENARIOS 

 FIGURE 10: VERY HIGH & HIGH CREDIT EXPOSURE  
TO CARBON REGULATIONS 

 

 

 
Source: Morgan Stanley, IEA, IPCC, Critical Resource  Source: Moody’s Investor Service 
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El Niño – macroeconomic impacts – an update 

Unusually warm ocean temperatures impact global commodity markets 

The 2015 El Niño event is the third strongest in the last three decades. The 

global ocean temperatures are the highest on record (Figure 11) with stronger 

than expected storms. El Niño is likely to weaken towards Q2 2016, however, 

there is a chance that El Niño could be sustained into 2016. 

Changing precipitation can impact soft commodities prices as a result of supply 

disruption. Morgan Stanley analysis indicates that historically, palm oil prices 

have been most sensitive to El Niño due to concentrated production in Malaysia 

and Indonesia (accounting for 85% global palm oil production) which tend to 

experience drought. However following 5 months of drought, recent rainfall has 

dramatically improved conditions. Sugar production in Latam has been 

negatively impacted by above average rainfall, however this should benefit corn 

and soybean production. Wheat production in Australia is likely to be negatively 

impacted exacerbating price pressures in Asia (50% of production exported to 

Asia).  

Beyond agriculture, energy and water are impacted as higher temperatures and 

drought disrupt electricity output from thermal power plants and hydroelectric 

dams. This is particularly the case in APAC countries and currently notable in 

Australia.  

Commodity dependent countries may also experience food price and 

generalised inflation as a result of higher fuel and non-fuel commodity prices 

(Figure 12). Highest inflation ‘jumps’ are likely in India, Indonesia and Thailand 

as a result of the high weighting of food in the CPI basket. Overall economic 

impacts are variable with an IMF Working Paper suggesting a short-lived fall in 

economic activity in response to an El Niño shock for Australia, Chile, 

Indonesia, India, Japan, New Zealand and South Africa but a growth enhancing 

effect for US (direct), Europe (indirect) & China (indirect). 

 

  

Stronger than usual El 
Niño underway 

Changing precipitation 
levels impact soft 
commodity prices 

Impacts beyond 
agriculture – energy, 
retail & insurance 

Inflation & economic 
growth impacts 
variable across 
countries 

FIGURE 11: LAND & OCEAN TEMPERATURE DEPARTURE FROM 
AVERAGE (END OCT 2015) 

 FIGURE 12: FOOD WEIGHT IN CPI BASKET &  
INFLATION RESPONSE 

Inflation effects of El Niño 

 

 

 

Source: National Centre for Environmental Information  Source: IMF Working Paper 
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The rising tide of cybercrime 

Adding costs across sectors & geographies  

Cyber-attacks, resulting in significant business disruption, information loss and 

direct revenue loss, are on the increase. According to PwC, the number of 

cyber security incidents against companies has been rising at over 60% a year 

since 2008 and is set to continue.  McAfee highlights that cyber-attacks are 

becoming increasingly sophisticated. All companies are at risk and many view 

cyber-attacks as a ‘when’ rather than ‘if’ event. 

Morgan Stanley cites estimates of over $400 billion costs from cybercrime on 

the global economy. Analysis from BofA Merrill Lynch highlights the greatest 

risks to defence, energy and financial services industries. The US tops the list of 

countries targeted by cyber-attacks followed by China, Germany and the UK.  

While companies seek to protect themselves through the adoption of standards 

such as the ISO27001 Information Security Management, we are also likely to 

see increased regulation in this area. In December, MEPs agreed on the first 

ever EU-wide cyber-security rules requiring transport and energy companies 

delivering essential services to ensure their digital infrastructure is sufficiently 

robust.  

Cybercrime is likely to continue in frequency, sophistication and impacts. As an 

ever growing number of people and devices are connecting in the so-called 

‘Internet of Things’ and the reliance on an increasingly digitised economy, 

ensuring the security of the digital infrastructure becomes critical. 

 

Cybercrime increasing 
& growing in 
sophistication 

Cost to global 
economy put at over 
$400 billion 

Increasing regulation & 
investment 

Increasing regulation & 
investment 

FIGURE 13: TOP 20 COUNTRY VICTIMS OF CYBER ATTACKS – USA 
AT #1, FOLLOWED BY CHINA, GERMANY & UK 

 FIGURE 14: AVERAGE ANNUALISED COST IN USA BY SECTOR (2013) - 
DEFENCE, ENERGY & FINANCIAL SERVICES MOST EXPOSED 

 

 

 
Source: Europol Centre to Fight Cybercrime, BofA Merrill Lynch Global 
Research 

 Source: Ponemon Institute for HP Enterprise Security, BofA Merrill Lynch 
Global Research ) 
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RISK 

̶ Divergent policies likely to take a toll 

̶ But inflation spectre maybe only base effect 

̶ Need to value 'intermittent' policy action 

Themes 

The first weeks of 2016 have proved to be challenging ones for most markets, 

coming off the back of a volatile second half of 2015. With markets in a state of 

fearfulness, do we really have so much to fear or is it just that there are so 

many uncertainties?   

“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 

For this quarter, our views on political risk, increased volatility and regulatory 

errors remain unchanged, as we believe these are going to be persistent 

themes. However some new concerns on liquidity (or perhaps more precisely 

the lack of liquidity) and credit risk have emerged, and we believe will be 

important factors in 2016.  

This year is going to bring us a wave of political inflection points which will set 

the direction of the major global financial powers for the foreseeable future. 

Over the next 12 months we will see elections in Korea, Taiwan, the US, 

Australia & Ireland, we will bear witness to a potential exit of Britain from the 

European Union and further stresses and strains to the European project.   

 

 
FIGURE 15: US 2/10S CURVE VS CONSUMER CONFIDENCE 

US curve still steep 

 FIGURE 16: US $ INDEX VS GOLD 

Policy mix favours $ 

 

 

 

Source: Bloomberg  Source: Bloomberg 
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The madness or otherwise of crowds  

 “Yesterday all my troubles seemed so far away. 

Now it looks as though they're here to stay.” 

Lennon/McCartney.  

All of this means that to simply view the outlook as an outright bear market in 

fixed income is too simplistic and likewise the uncertainty created will add a 

sustainable degree to term and risk premia to the term structure. Thereby it is 

easy to argue that yields should back up to some degree from their current mid-

range levels but if you believe in the end result of a slow FOMC terminating well 

below prior cyclical peaks, then the long end of the yield curve will continue to 

show value. But with base effect shifts in inflation we can expect the 

combination of this policy mix to keep asset prices volatile over coming months. 

While some of the aforementioned are not expected to produce much by way of 

surprises or indeed substantial change there are questions about whether the 

markets are truly prepared for what these potential banana skins will throw up. 

Each is worthy of discussion from a risk perspective however in the interests of 

brevity we are focused in Q1 on the risk of Britexit, challenges to the European 

project and the US Presidential elections. 

US Election 

While we are still nearly a year away the US Presidential race is starting to 

capture more and more investors’ thoughts. While the Democrats have whittled 

themselves down to two candidates, the Republican field is still wide open with 

numerous big name contenders still in the hunt. This nomination process could 

still throw up considerable surprises and threats of an independent run from 

Donald Trump if he does not secure the Republican nomination. Whatever 

happens, it is sure to be a lively election. 

  

The return of risk 
premia 

FIGURE 17:  CHINA STILL DOVISH 

Reform has a price 

 FIGURE 18:  JAPAN A LESSON FOR EUROPE? 

One way traffic 

 

 

 
Source: Bloomberg  Source: Bloomberg 

85

90

95

100

105

110

-2

0

2

4

6

8

10

01/11/2006 01/11/2009 01/11/2012

CN Infl (%)

CNY 5yr swap (%)

CN Housing (rhs)

0

0.2

0.4

0.6

0.8

1

1.2

1.4

1.6

1.8

2

05/01/2007 05/11/2010 05/09/2014

JGB 2y (%)

JGB 10y (%)

O/N call rate (%, rhs)



Aviva Investors House View, Q1 2016 
 

 
Aviva Investors January 2016 | This document is for professional clients and institutional/qualified investors only.    
It is not to be distributed to or relied on by retail clients. 19  

Britexit/Challenges to the European project 

It would be trite to suggest that therapy is needed between the countries of 

Europe but the club that is Europe is under more significant strain than at any 

point in recent history. The Danish electorate have rejected closer integration, 

the British government is demanding structural changes and rumblings in 

regards to a borderless Europe without closer co-operation or indeed integration 

post the recent tragic events in Paris have exposed the limitations to date of the 

European project.   

Core tenets of the European system are at stake and populist parties, both from 

the left and the right, are riding high in the polls. From the East to the West of 

the EU politics seems to have lurched in response to what could be perceived 

as the electorate’s dissatisfaction with the status quo. While this might be a 

temporary state of affairs the markets might need to consider the longer term 

impacts of populists making electoral promises.  

Outside of the normal cycle of elections across Europe, the UK has decided to 

place its membership of the EU at risk from a Britexit, an event that will thrust 

itself into the forefront of the political debate during 2016. The recent Scottish 

referendum pointed to a blind spot in the markets ability to price political risk 

accurately, or more specifically the ability of markets to incorporate what it 

considers to be financially irrational behaviour.  

Liquidity & Credit markets 

Financial markets have been discussing the liquidity conundrum for several 

years now. Was the liquidity we witnessed in the run up to the last crisis the 

norm or has the liquidity available in markets since been closer to the natural 

levels? What is clear is that as we leave 2015 we are seeing pockets of liquidity 

distress in the High Yield (which may well become known as junk again in the 

future) market. It is too early to determine whether this is the start of a broader 

based market liquidity squeeze or indeed a credit cycle which is turning but it is 

likely to feature high on investors’ radars for the early part of 2016 at the least. 

  

Many European 
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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 an investment wise. 

Solvency II, Basle III, 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 | JANUARY 2016 

US: LEADING THE WAY 

̶ Above-trend growth set to continue, supported by consumer demand 

̶ Tight labour market conditions to put upward pressure on wages and inflation 

̶ Federal Reserve to deliver three or four rate increases in 2016 

Summary 

As 2015 drew to a close, it looked like annual growth in the United States would 

once again be around 2½%. On the face of it, that looks somewhat 

disappointing. But it marks the fifth year of recovery from the depths of the 

financial crisis. It is also a pace that is in excess of potential supply growth. With 

slowing population growth, declining structural labour force participation and 

weaker productivity growth than in the past, potential supply is currently running 

around 1¾-2%. As such, the amount of spare capacity continues to be eroded, 

perhaps best illustrated by the decline in the unemployment rate – which now 

sits at a cyclical low of 5%. 

Reflecting the progress towards reaching full employment, and the prospect of 

inflation rising to target (Figure 19), the Federal Reserve began the policy 

normalisation process in December, raising the Fed Funds target rate range by 

0.25% to 0.25-0.50%. The main message coming from Chair Yellen was the 

gradual adjustment expected in the stance of monetary policy. However, the 

gradual path given by the median FOMC member equated to four rate hikes in 

2016 and another four in 2017 – more than twice as many as implied by market 

pricing. 

Our view on the outlook for the US remains constructive. We expect growth to 

continue around 2½%, with household consumption, housing and business 

investment all contributing. As in 2015, the outlook for net trade is more 

subdued given the weakness of external demand and the strength of the dollar. 

We expect the labour market to continue to tighten, putting upward pressure on 

wages. As the effects of weaker energy prices fall out of the annual comparison, 

we expect headline inflation to rise by around 1pp in 2016, with core inflation 

also drifting higher. As such, we expect the Fed to continue tightening policy 

with either three or four rate hikes in 2016 as our central case (Figure 20).  

Spare capacity 
continues to shrink 

Inflation set to rise in 
2016 

Fed to raise rates 
gradually 

FIGURE 19:  CORE INFLATION IS ON THE RISE 

Range of measures are already moving higher 

 FIGURE 20:  US ECONOMIC PROJECTIONS 

We are somewhat more optimistic than consensus 

 

 

 
Source: Macrobond  Source: Bloomberg, Aviva Investors 
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Domestic strength to support a steady Fed hiking cycle 

Domestic demand growth remains robust in the US (Figure 21). Year-on-year 

growth has been around 3% for the past 18 months. That is despite the drag 

from the manufacturing and energy sectors (together around 17% of GDP), 

which have not grown at all over that period. The combination of external 

factors – a strong dollar, weaker global demand and lower oil prices – has acted 

to drag down on those sectors. However, that weakness has been more than 

offset by the strength in the service sector (around 80% of GDP). The strength 

of the service sector, in part, reflects the correction of major domestic 

imbalances over the past seven years. 

By the start of the financial crisis, household balance sheets had become 

extremely stretched, reflecting the housing market and associated credit boom. 

The ratio of household debt to income reached an all-time high of nearly 140%. 

The subsequent recession and difficult period of recovery has seen that ratio 

adjust down below 110%, similar to the level seen at the end of the previous 

recession in 2002. And with interest rates much lower today, debt servicing 

costs are at an all-time low. At the same time, household net worth (as a share 

of income), which fell very sharply in 2008, has returned to its pre-crisis highs. 

The strength of household balance sheets will continue to underpin 

consumption growth over the coming years. Meanwhile robust employment 

growth and rising wages will support income growth and hence consumption 

(Figure 22). The boost to real disposable income from lower oil prices will likely 

subside next year, however, we expect nominal wage growth to rise more 

quickly to offset that drag. 

For the first time since 2010, there is expected to be a small fiscal boost in the 

US in 2016. But perhaps more importantly, any uncertainty around the near-

term fiscal outlook has been resolved with the recent Congressional budget 

deal. In terms of investment spending, the steady recovery in the housing 

market should continue, with financing costs remaining low (albeit with still 

relatively tough borrowing criteria) and modest inventory and vacancy rates. 

The drag on business investment should be less in 2016, as the decline in 

energy and manufacturing sector capex slows. But the dollar will continue to be 

somewhat of a restraint. Similarly, net trade is likely to subtract from growth for 

another year. 

 

Domestic demand 
growth is robust 

FIGURE 21:  DOMESTIC DEMAND STRENGTH  

Net trade impacted by external factors 

 FIGURE 22:  HOUSEHOLD CONSUMPTION THE KEY 

Disposable income growth to remain strong 

 

 

 

Source: Macrobond  Source: Macrobond 
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Tight labour market to boost wage and price inflation 

Over the course of 2015 the unemployment rate continued its steady descent, 

falling by around ¾pp, to 5%. That was a more rapid decline than most had 

expected at the start of the year (including the Fed), and left it only a little above 

the pre-crisis low of 4.5%. It also put it close to both the Fed and Congressional 

Budget Office’s estimate of the natural or long-run rate of unemployment. These 

levels of unemployment would normally be consistent with wage growth 

between 3-4%. But the main measures of wage growth have remained little 

changed over the past year, around 2-2.5%. One explanation for that may be 

that slack in the labour market is greater than that indicated by the 

unemployment rate. The underemployment rate – which takes into account 

those outside the labour force who are available to work but aren’t looking and 

those in part-time employment who would rather be full-time – has fallen a little 

more slowly, and may suggest additional slack. Another reason may be the 

decline in headline inflation to around zero.  

We would expect both of those factors to put further upward pressure on wage 

growth in 2016. Indeed, the Atlanta Fed measure of median wage growth 

(which tracks individual workers over time) has already picked up this year, and 

we expect hourly wage growth will follow suit in 2016 (Figure 23). As the earlier 

decline in energy prices drop out of the annual comparison, headline CPI 

inflation will rise by around 1pp in 2016 from that factor alone (Figure 24). We 

also expect core inflation to rise though as well, due to both stronger wage 

growth, but also due to faster increases in medical costs.  

Overall, we expect the growth and inflation outlook will support three or four rate 

hikes over the course of 2016. That compares with just two hikes priced by the 

market. The key factors guiding whether those hikes will be delivered will be if: 

growth remains above trend; wage growth rises; and inflation appears to be 

returning to target. The main risks to that outlook are likely to be either external 

– in the form of much slower than anticipated global growth – and/or a much 

more material tightening in financial conditions than that normally associated 

with a very gradual increase in interest rates. A key domestic uncertainty will be 

the outcome of the Presidential election in November. 

  

Tightening labour 
market will lead to 
faster wage growth 

Inflation is set to rise in 
2016 

FIGURE 23:  WAGE GROWTH SET TO RISE FASTER 

Tighter labour market will put pressure on wages 

 FIGURE 24:  HEADLINE INFLATION SET TO RISE 

Contribution from energy to normalise 

 

 

 
Source: Macrobond  Source: Macrobond 
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EUROZONE: LONG AND WINDING ROAD 

̶ Recovery continues, but both consumption and investment weaker than hoped 

̶ Monetary policy to stay in stimulus mode; fiscal policy to be less restrictive 

̶ Inflation to rise slowly from here, but 2% looks a long way off 

Summary 

The Eurozone has now grown for ten consecutive quarters (for only the second 

time in its short history), but at an average annual rate of just 1.2%. Moreover, 

there has been no discernible improvement in the pace of growth as the 

recovery has matured – indeed it has slowed in the last two quarters, despite 

the important additional stimulus provided by the ECB in 2015. Admittedly it is 

too early to conclude that this hasn’t had the desired impact. As a result, the 

level of GDP is a mere 2% above the pre-crisis peak compared with 6.3% in the 

UK and 9.5% in the US. 

It has been well-documented that the Eurozone has households that are not the 

most natural of spenders. But it has been investment spending, typically the 

most cyclical component of demand, and critical at key turning points, that has 

been the weaker link since 2008. It is noteworthy that overall investment fell 

earlier and far further in the US. This is partly because of the collapse in 

housing activity – it is often forgotten that up to half of investment can be 

construction-related. While Spain and Ireland also saw construction booms, the 

Eurozone overall did not. More importantly, the secondary downturn, which 

contrasted sharply with the marked revival in the US, was related more to 

business investment which has yet to pick up meaningfully. Most economic 

textbooks inform us that changes in investment demand depend most on 

interest rates and the more slippery concept of “animal spirits”. Although the 

ECB was late in delivering stimulus, they have done all they can since. What is 

clearly still missing is a more widespread belief that the Eurozone can and will 

prosper in the future. Can this change in 2016? 

  

Eurozone recovery 
ongoing, but still 
worryingly shallow 

FIGURE 25:  SHALLOW RECOVERY IN EUROZONE 

Only recently recovered pre-crisis GDP peak 

 FIGURE 26:  THE WEAKEST LINK? 

Europe’s investment recovery has been dismal 

 

 

 

Source: Macrobond  Source: Macrobond, Aviva Investors 
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Small steps in the right direction 

Less austerity, improving labour markets, but it is a long road back 

Those of a more a Keynesian bent have argued that in the absence of private 

sector spending, deficient aggregate demand can be boosted by public sector 

programmes, notably those related to infrastructure projects of which the much-

vaunted Juncker plan is the most well-known. It is early days on this – 

investment projects are notoriously long-term and Juncker initiatives only really 

began in the middle of 2015. There is certainly a little more fiscal room for 

manoeuvre here, especially in some countries: the overall Eurozone budget 

deficit is currently around 2% of GDP, having been over 6% at the peak of the 

crisis. The ECB continues to stress the importance of sound public finances, but 

it is clear that the stricter elements of the Stability and Growth Pact are being 

interpreted in a more flexible manner. 

If public spending initiatives can help kick-start growth, then they are to be 

welcomed. But a lasting economic revival needs private spending to recover, 

especially while exports are being adversely affected by weaker global demand 

elsewhere, including in emerging markets. Here the Eurozone has made some 

progress, but much remains to be done and it must happen against the 

backdrop of continued structural reforms, ageing populations and the myriad of 

issues peculiar to the single currency project. These include closer integration, 

moves towards fiscal harmonisation and eventual union and debt mutualisation. 

This is no easy path, as we have seen. Further setbacks would be no great 

surprise. 

But there are some grounds for optimism. Income and consumption are now 

rising, albeit quite slowly, helped by improving labour markets. Net new jobs are 

now being generated in many countries and unemployment is falling slowly. It is 

a long way back and some of these trends have merely started to reverse those 

of recent years. But everything has to start somewhere and the hope is that this 

can become self-sustaining. 

 

  

Limited fiscal stimulus 
– or at least less of a 
squeeze – could help 

A lasting economic 
revival requires 
domestic demand to 
strengthen 

Employment rising, 
unemployment falling, 
but a long way to go 

FIGURE 27:  SOME FISCAL DISCIPLINE HAS BEEN RESTORED 

Overall in deficit, but balance or surpluses in some countries 

 FIGURE 28:  JOBS GROWTH SIGNIFICANT BUT UNEVEN 

Gains in Spain and Italy are welcome, but France is worrying 

 

 

 
Source: FactSet  Source: FactSet 
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ECB adds to expansion package 

CPI inflation still well below target 

Managing market expectations is always a difficult juggling act for Central 

Banks. Having hinted (in October) that further stimulus would be forthcoming, 

the ECB duly delivered in December in the form of a cut in the policy rate, 

extensions to both the scope and timing of the QE programme and a 

commitment to reinvest proceeds from existing purchases. But by then markets 

had got ahead of themselves and prepared themselves for another Draghi 

“bazooka”. The ECB’s actions were partly a response to subdued growth, but 

mainly a reaction to very low inflation with the prospect of a return to target still 

a long way off. The latest ECB forecasts have CPI rising to 1.0% this year and 

1.6% in 2017, both a notch lower than previously. These may change again in 

March, with the ECB providing heavy hints that further policy stimulus will be 

provided. 

As elsewhere, headline inflation will eventually rise in 2016, but only once oil 

prices find a base. Beyond that, it is hoped that the economic recovery in 

Europe will be sufficient to nudge inflation back towards the “close to but less 

than 2%” target for the first time since early 2013. But that is far from certain as 

the inflationary pulse across Europe is still pretty weak – QE may have warded 

off the worst of the deflationary downside (including, importantly, inflation 

expectations), but there are still concerns that spare capacity across the region 

will bear down on inflation for some time yet. 

Real M1 is currently growing at an annual rate of around 15%. Although not 

always an entirely reliable leading indicator (and it may now be peaking) this is 

encouraging for growth prospects and certainly suggests that the recovery won’t 

be choked off by a lack of liquidity. M3 growth is also a solid 5% and with 

lending now picking slowly up after a long period in the doldrums, the money 

and credit backdrop is favourable for growth and inflation. 

. 

  

The ECB is still rightly 
worried about low 
inflation 

Inflation should move 
gently higher from 
here   

Money and credit 
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for growth prospects 

FIGURE 29:  INFLATION TO RISE ONLY SLOWLY FROM HERE 

Still below target in 2017 but moving in right direction 

 FIGURE 30:  BELOW CONSENSUS INFLATION PROJECTIONS 

No rate hikes expected over forecast period? 

 

 

 

Source: Macrobond  Source: Consensus Economics, Bloomberg, Aviva Investors 
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UK: BREXIT RISKS CLOUD FAVOURABLE OUTLOOK 

̶ Domestic demand growing at strongest pace since before crisis 

̶ Inflation past trough - gently higher from here 

̶ EU referendum the major risk - polls point to narrow vote to stay in 

Summary 

The UK saw a noticeable moderation in the pace of growth during 2015. A year 

earlier the economy had been expanding at an annual pace of around 3%, but 

that has now slowed to an underlying rate of closer to 2%. While that is still 

satisfactory, the change in momentum has led some to argue that the slowdown 

is significant and that interest rate rises would be inappropriate, especially while 

inflation is so low. Our view is that the Bank of England is right to tread 

carefully, but that the economy is resilient, not as weak as many portray and 

that higher rates in 2016 are justified. 

There have been a number of puzzling aspects to official GDP data, not least 

the wild gyrations in the contributions from changes in stockbuilding and in net 

exports. Rather than read too much into quarterly movements (which are 

usually revised, often substantially), we would stress that the overall 

contribution of each of these components of demand has been precisely zero 

since the recovery began in 2009. In other words, huge moves quarter to 

quarter have largely cancelled each other out. Far better to look at underlying 

trends. And the key aspect of UK growth recently has been the strength of 

domestic final sales (domestic demand ex stockbuilding). 

Final domestic demand continues to grow at close to 3%, as it has done for the 

last couple of years. This does not look set to change soon: consumer spending 

is being supported by strong income growth, investment is far more robust than 

many believe (6% average annual growth since 2013) and the ongoing fiscal 

squeeze (less than 1% of GDP a year on average) is more modest than is 

commonly portrayed. 

  

Slower growth in 2015 
should not prevent 
higher rates in 2016 

Domestic final sales 
growth strongest since 
2007 

FIGURE 31:  MIXED PICTURE ON UK GROWTH 

Strong internal offsetting weaker external demand 

 FIGURE 32:  FISCAL SQUEEZE CONTINUES, BUT NO WORSE 

Budget balance to return to surplus by 2020 

 

 

 
Source: FactSet  Source: FactSet, HM Treasury 
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Consumer spending to stay well supported 

Jobs growth being followed by emerging wage pressures 

The buoyancy of consumer spending (up 3% in the last year) is not hard to 

explain. All studies show that the two key long-run determinants are income and 

wealth, while important shorter run influences come from interest rates and 

changes in unemployment. All have helped to some extent in recent years. Real 

incomes have been boosted by the strengthening labour market as well as 

exceptionally low inflation, while total wealth has continued to rise despite the 

sluggish UK stock market. Although declines in the savings ratio have funded 

some of the expansion in spending, the current low level does not look 

excessive given that the ratio of (net) wealth to income is at an all-time high. 

The UK has generated 1mn net new jobs over the last two years (and 2.2mn 

since the trough of the financial crisis), causing the unemployment rate to fall 

from a peak of 8.5% to just 5.2%. This latter figure is very close to what the 

Bank of England and others consider to be the “natural rate”. And, in the usual 

fashion, wage inflation has started to pick up, albeit a bit more slowly than might 

have been expected. Even so, further declines in unemployment are likely to 

push wage increases higher. Surveys and vacancies data continue to indicate 

strong labour demand and to a gradual build-up of wage pressures in 2016. 

Recent wage numbers showed a surprising dip and while we think this is 

nothing more than statistical noise, it may be enough to persuade the MPC to 

wait until later next year before raising UK rates. 

Elsewhere, healthy corporate balance sheets and increased optimism in parts 

of the construction sector argue for continued increases in investment in 2016 

and beyond. Business sentiment remains robust, shortages of affordable 

housing are well-documented and infrastructure orders (including Crossrail 2) 

strengthened significantly throughout 2015. With the stocks cycle more likely to 

contribute positively to growth from here, domestic demand should increase by 

close to 3% in 2016. 

 

  

Higher real incomes 
have boosted 
spending 

Tighter labour market 
leading to modest 
wage pressures 

Investment should 
continue to boost 
demand in 2016 

FIGURE 33:  WEALTH-TO-INCOME AT ALL-TIME HIGH 

Low savings ratio has some justification 

 FIGURE 34:  JOBS GAINS HAVE OFFSET WEAK WAGE GROWTH 

Earnings growth will need to pick up from here 

 

 

 
Source: FactSet, Aviva Investors estimates  Source: FactSet 
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Inflation to move higher from here 

Low inflation due mainly to external influences 

With the exception of January, CPI inflation has been extraordinarily stable – 

and low – during 2015, fluctuating between -0.1% and +0.1%. BoE Governor 

Carney has recently claimed that about 80% of the deviation from the 2% target 

is attributable to external factors with the balance relating to domestically-

generated forces. But if oil prices now stabilise – not certain admittedly – then 

CPI inflation will be almost 1% higher because of this alone by the end of 2016. 

With sterling exchange rates having weakened significantly in recent months 

provided that oil and other commodity prices don’t tumble further, a slow glide 

path back to target over the next year or two looks quite plausible. 

The “elephant in the room” regarding UK economic prospects is, of course, the 

EU in/out referendum. This must happen by 2017, but most believe that Autumn 

next year is the most likely date. There is understandable scepticism about the 

reliability of polls given their appalling record at the May General Election. But, 

for what it’s worth, the latest surveys show a narrow majority in favour of 

remaining in the EU, 41 to 38 according to the average of the last five. 

A number of points need to be made, however. First, there are a large number 

of “don’t knows”, so the battle can still be won or lost from here. Second, if the 

Tories can sell the message that negotiations about a reformed EU have been 

good for the UK, then the balance in favour of remaining moves into 

comfortable territory. Finally, telephone polls, which have regularly been more 

accurate than on-line ones (including in May 2015) have a far larger “remain in 

the EU” majority. Our central view is that the UK will vote to remain in the EU, 

but the alternative is easily the biggest risk on the horizon. In our view a vote to 

leave would be hugely detrimental to the UK’s long-term outlook. It would 

inevitably be a long drawn out process, but would in the short term almost 

inevitably push the UK into a damaging recession. 

 

  

Inflation will move 
higher in 2016 

FIGURE 35:  BACK TO NORMAL? 

If oil moves in line with futures, CPI could be over 1% by end ‘16 

 FIGURE 36:  MARKETS NOT EXPECTING RATE RISE IN 2016 

Small upside surprises to growth and inflation possible 

 

 

 
Source: FactSet, Aviva Investors  Source: Consensus Economics, Bloomberg, Aviva Investors 
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JAPAN: INFLATION TARGET ELUSIVE WITHOUT WAGE GROWTH 

̶ Activity continues to be lacklustre; we do not see extraordinary accommodation going 

away anywhere 

̶ Equally, the BoJ will find it hard to hit inflation target without a pick-up in wage growth  

̶ Growth should improve in 2016 with an improving external backdrop and high policy activism 

Summary 

Data out recently showed that Japan avoided a technical recession during 

2015, as Q3 GDP growth was revised higher from -0.8% to +1%. In fact, looking 

at the unemployment rate of 3.1%, a multi-year low, one would think the 

economy was strong rather than facing recessionary headwinds. For the Bank 

of Japan, unemployment being at multi-year lows is cold comfort if it doesn’t 

translate into higher wage growth, which could make consumption spending 

self-sustaining and help the economy break out of the entrenched regime of 

deflation.  

Figure 37 shows that wages, both in nominal and real terms, continue to grow at 

extremely modest rates. The measure of CPI inflation that the central bank has 

recently attracted more attention to (CPI excl food and energy) fell during early 

2015, but has recovered during H2 2015 partly in response to the yen 

depreciation of late 2014 as the BoJ ramped up its QQE. The rise in yoy core 

CPI since late 2012 has been almost entirely due to yen depreciation. This, we 

believe, may not be sustainable in the absence of even more aggressive 

monetary stimulus from the BoJ. Wage growth is critical in order to make 

demand driven inflation self-sustaining. This is one aspect of the BoJ’s inflation 

mandate that they have openly expressed concern about. While the BoJ cannot 

openly acknowledge the centrality of the exchange rate channel for generating 

inflation, they are also aware that relying on wage growth alone will simply not 

enable them to achieve their 2% target inflation rate at the “earliest possible 

time” in their own words. Hence, any faith in their inflation target must imply 

expectations of further currency-weakening measures. Indeed, a divided BoJ 

delivered a modest increase in stimulus by lengthening the maturity of their 

asset purchases during December. The fact that yen strengthened in the wake 

of those measures underscores the burden of expectations that the BoJ needs 

to overcome in order to deliver sufficient currency weakness for their inflation 

target. 

Japan may have 
avoided a technical 
recession, but 
headwinds to persist 

FIGURE 37:  JOB MARKET IS THE TIGHTEST IN MORE THAN A DECADE 

Yet wage growth is conspicuous by its absence 

 FIGURE 38:  IMPACT OF YEN ON INFLATION WILL WEAR OFF 

Unless wage inflation picks up meaningfully 

 

 

 

Source: Ministry of health, labour and welfare, Bloomberg, Aviva Investors  Source: Ministry of Internal affairs and Communications, Bloomberg, 
Aviva Investors 
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2016 growth should improve on policy measures 

While growth in 2015 has been weak, with a technical recession barely avoided, 

it also reflects to some extent global growth weakness. A fifth of Japan’s exports 

go to China which has slowed throughout 2015. While we expect the decline in 

Chinese growth to moderate, rebalancing and import substitution by China are 

likely to be a headwind for Japanese exports to China. Moreover, yuan 

depreciation by the PBoC will serve to strengthen trade-weighted yen, 

potentially undoing some of the policy gains of recent years. Hence, aggressive 

Bank of Japan activism will be necessary in the foreseeable future. Relative to 

last year, we expect to see these global headwinds subside somewhat helping 

improve Japan’s growth outlook. 

Policy support is likely to continue to play a crucial role. We have already 

discussed our view on the likelihood of further stimulus to achieve the central 

bank’s inflation target. While in the near term a strategy that targets a still 

weaker yen may be the most obvious way forward, it’s also one with rapidly 

diminishing further potential, given how undervalued the yen is in real trade-

weighted terms. Moreover, currency-weakness induced inflation is again going 

to be temporary in the absence of second round mechanisms such as wage 

growth to make cyclical inflation self-sustaining.  Interventionist fiscal policy may 

have an important role to play too, especially as the political cycle in the lead up 

to the July upper house elections would make such a stance desirable. Among 

the likely measures are a supplementary budget for additional fiscal stimulus 

measures, intervention in wage negotiations and possibly a cut in the rate of 

corporation tax. 

On the whole, the balance of risks may yet force the Bank of Japan to try to 

pursue the age-old policy of competitive devaluation, though the marginal 

returns to that action have diminished. 

  

Yuan depreciation 
could be a policy 
headwind for Japan 

Policy activism will 
need to remain high to 
preserve inflation 
gains 

Fiscal policy will also 
likely get more 
interventionist 

FIGURE 39:  EM ASIA FORMS THE LARGEST COMPONENT OF JPY EER  

Maintaining cheap JPY levels in the face of CNY weakness difficult 

 FIGURE 40:  WE ARE A BIT BELOW CONSENSUS ON INFLATION 

Hurdles in reaching inflation target remain high 

 

 

 
Source: BIS, Aviva Investors  Source: Bloomberg, Aviva Investors 
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CHINA: ECONOMIC AND POLICY UNCERTAINTY 

̶ Beginning-of-year market volatility notwithstanding, there are improvements on the macro front 

̶ Industrial activity to stabilise; house prices to recover as consumer demand holds up 

̶ Longer term, continued reforms key to blunt the impact of structural slowdown due to 

rebalancing 

Summary 

China has continued to slow, but in a relatively controlled manner. Growth for 

2015 came in at 6.9%, very close to what was expected a year ago. 

Notwithstanding the understandable doubts regarding the accuracy and integrity 

of official Chinese data, demand seems to have stabilised in recent months and 

fears of a hard landing had moderated. Further sharp declines in Chinese 

equities at the start of 2016 led to a renewed bout of concern, but the 

relationship between stocks and the China economy has never been that close. 

The secular slowdown will continue in 2016 and beyond, as will the evolution 

towards a more consumer-driven economy. Several countries have undertaken 

similar transitions in the past and it is rarely a smooth process. We take comfort 

from the fact that China has many policy levers that it can use: interest rate 

cuts, reserve ratio reductions, lending directives, fiscal expansion and exchange 

rate changes can all play their part.  

SDR inclusion has, in our view, paved the way for the exchange rate to be more 

market determined and for the expensive valuation of the yuan to normalise. 

We look for further depreciation in the region of 3-5% in trade-weighted yuan 

over the next 12 months along with further conventional monetary easing as 

financial conditions remain tight. We expect capital outflows to moderate during 

2016, as Chinese nonfinancial corporates pay down their FX debt. But after a 

$512bn fall in FX reserves over 2015, we expect outflows to be reflected more 

in the exchange rate than FX reserves, albeit in a managed way. Fiscal and 

supply-side reforms is where most work still remains to be done and from where 

market attention has been diverted away thanks to the high market volatility. 

Progress in this area will hold the key to unlocking the next phase in growth 

through restructuring and efficiency gains. 

 

  

FIGURE 41:  CONSUMPTION SHARE TO RISE FURTHER 

Trend growth slowdown inevitable amidst rebalancing 

 FIGURE 42:  CREDIT GROWTH STABILISES 

Total social financing (12-month moving average) 

 

 

 
Source: NBS, Bloomberg, Aviva Investors  Source: Macrobond 

The China slowdown 
will continue in 2016 
and in future years 

We expect a further 
depreciation of trade-
weighted yuan over 
the next 12 months 

0%

2%

4%

6%

8%

10%

30%

40%

50%

60%

70%

1995 1998 2001 2004 2007 2010 2013

Consumption Gross Capital formation

Net exports (RHS)

% of GDP



Aviva Investors House View, Q1 2016 
 

 
Aviva Investors January 2016 | This document is for professional clients and institutional/qualified investors only.    
It is not to be distributed to or relied on by retail clients. 33  

Policy ambition versus structural reality 

Growth gains probably easier near term; harder longer term  

The 13th Five Year Plan, the broad outline of which became available after the 

Fifth Plenum at the end of October, aims to double the size of the economy over 

the 2010-2020 period by targeting an average growth rate of 6.5% per annum. 

The relaxation of the one-child policy is a long-term positive for trend growth, 

though there are question marks given the underwhelming uptake during pilot 

schemes.  

Meanwhile, in the near term, while there is no denying slower growth 

momentum, there are also signs of stabilisation from the sharper slowdown of 

last year. On the negative side, fixed asset investment moderation has shown 

no signs of a let-up despite several significant infrastructure projects announced 

during the summer months. On the positive side, while the manufacturing PMIs 

remain stubbornly below 50, they have stopped deteriorating. Industrial 

production growth appears to have stabilised too. Secondly, the housing market 

appears to be picking up. Prices have already been rising in the first and 

second tier cities, while they are falling by a lot less in the third and fourth tier 

cities. Finally, while buoyant retail sales would suggest resilient domestic 

demand, softening import volumes growth means that the true picture is 

probably more mixed. 

We still look for stabilisation in key growth metrics in the coming months. 

Continued expansion of the service sector, notwithstanding the question about 

measurement of service output in official statistics, should help consumer 

demand blunt the impact of manufacturing contraction. However, longer term, 

historical evidence shows that whenever economies have transitioned from an 

investment to a consumption orientation, trend consumption growth has also 

slowed, presumably because investment spending has supported consumption 

spending to a large extent in the years before rebalancing begins. The transition 

can be helped by targeted public spending. As the OECD highlighted recently, 

this does not just mean key infrastructure projects, but also “extending the 

social security net, upgrading skills and ensuring equal access to public 

services”. 

  

The 13th 5-year plan 
objectives are 
ambitious 

There are positives 
such as resilient 
consumer demand and 
housing recovery 

FIGURE 43:  CHINA PMIS AND GDP GROWTH  

Growth on slowing trend 

 FIGURE 44:  CHINESE SLOWDOWN HASN’T DEVIATED MASSIVELY    

Consumption growth has been slowing too in recent years 

 

 

 
Source:  Macrobond  Source:  NBS , Aviva Investors 
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Financial reforms impressive, other reforms less so 

Post SDR inclusion, real reforms key to unlocking long-term potential 

The reform momentum on the financial side has remained strong after the 

PBoC changed the FX fixing regime in August to make it more market 

determined. Subsequently, the central bank has also liberalised the deposit rate 

and moved towards an interest-rate corridor framework for conducting policy 

This practice should enable the PBoC to move more towards an interest-rate 

based policy framework and make monetary policy more transparent and 

predictable. These developments preceded the inclusion of the CNY into the 

IMF’s SDR basket. The significance of the SDR inclusion is, in our view, more 

symbolic. Given the direct FX reserves allocation to the SDR concept is less 

than 4%, the direct demand for CNY-denominated assets will be a little over 

USD 50bn. We do not expect the CNY share of allocated reserves to reach the 

SDR basket weight of 10.92% any time soon, as SDR weights bear little 

resemblance to the weights of allocated FX reserves.  

Real supply-side reforms is the area where we need to see significant further 

progress if China is to really unlock further long-term growth potential and break 

out of the middle-income trap. There appears to be some back-pedalling on 

SOE reforms. Recently, President Xi Jinping announced his intention to keep 

SOE ownership under communist party control, rather than move them to a 

mixed private-public ownership structure which was announced after the Third 

Plenum in 2013. Similarly, fiscal reforms (principally relating to local-

government finances) that were the centrepiece of government policy during 

early 2015 appear to have been side-lined owing to the turmoil of summer 

months and the ongoing slowdown. We believe that the policy response to the 

structural slowdown will have to be as much fiscal as monetary and, as such, a 

refocusing of attention on fiscal reforms will be essential to mitigate any 

sustainability concerns that might emerge down the road. 

Ultimately, sustainable long-term wealth creation will be achieved through 

productivity growth, which will result from a combination of credible financial, 

fiscal and supply-side reforms. A more flexible exchange rate and a new 

monetary policy framework are unlikely to be sufficient for ensuring that China 

breaks out of the middle-income trap and proceeds to cement its status as a 

high-income country.  

Financial reform has 
been impressive 

More progress needed 
on fiscal and supply-
side reforms to 
enhance productivity 
growth 

FIGURE 45:  LONG-RUN PRODUCTIVITY TRENDS 

China still has a long way to go in its development 

 FIGURE 46:  WE LOOK FOR SLIGHTLY BELOW CONSENSUS GROWTH    

A hard landing type scenario will likely be avoided 
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AUSTRALIA: A DIFFICULT TRANSITION  

̶ Business sentiment and labour market resilience cause RBA to pause 

̶ Major headwinds to growth remain 

̶ Risks skewed to the downside, and further policy easing 

Summary 

The enduring macro theme in Australia remains one of transition. The process 

of growth hand-off from the mining to non-mining sectors will once again be the 

focus for 2016. In 2015, the decline in mining investment subtracted around 

150bp from annual growth, and is set to subtract even more in 2016. Rather 

than rising to offset some of this decline, the latest forward estimates of capex 

spending in the non-mining sectors suggest further falls there too. As such, 

growth will once again be reliant on consumer spending and net trade in 2016. 

Household consumption growth has been supported in 2015 by surprisingly 

strong employment growth, but the drag on domestic income from the 

weakening terms of trade will continue to be a headwind to consumption. 

Indeed, the sharp fall in commodity prices in 2015 was enough to push Australia 

into an income “recession” (Figure 47). 

Despite these internal and external headwinds, a combination of 

accommodative monetary policy, optimism around the new Turnbull 

government and a decline in unemployment has helped to support business 

and consumer sentiment. That, alongside ongoing strength in the housing 

market, has been enough for the RBA to pause in their cutting cycle, albeit 

while retaining an easing bias. With external risks from China, housing slowing, 

inflation already at the bottom of the target band (Figure 48) and the Aussie 

dollar resisting the most recent declines in commodity prices, we think there 

remains a good chance of at least one more rate cut in 2016. We also expect 

the currency to come under further pressure in 2016. 

 
  

Transition from mining 
to non-mining sector 
growth a focus for 
2016 

Downside risks make 
further rate cuts 
possible, alongside a 
weaker AUD 

FIGURE 47:  AUSTRALIA IN INCOME “RECESSION” 

Falling commodity prices weigh on growth 

 FIGURE 48:  MUTED INFLATIONARY PRESSURES 

Weak wage growth weighing on non-tradable inflation 

 

 

 
Source: Macrobond  Source: Macrobond 
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Headwinds to growth and difficult transition 

Australia will continue to face a number of major headwinds in 2016. Slowing 

growth in China – Australia’s largest export destination – will weigh on 

commodity prices, mining investment will decline even more rapidly, fiscal policy 

will likely be tightened and the boosts to real household disposable income 

growth from lower oil prices will not be repeated. Moreover, the housing market 

looks to be cooling fairly rapidly, providing less support to growth and the 

hoped-for rise in non-mining investment is failing to materialise. Finally, with the 

El Niño weather pattern strengthening, there is the prospect of the most serious 

draught in Australia since the early 1980s. 

Given the headwinds to growth, the key will be whether the Australian 

consumer can continue to drive the economy forward. While income growth is 

likely to be subdued, confidence levels are around the long-run average and the 

household saving ratio is high by historical (and international) standards. That 

gives some scope for households to smooth through this period of broader 

economic weakness. However, on other metrics, such as debt to income, their 

balance sheets also look as stretched as ever. We expect these opposing 

forces to result in modest consumption growth, enough to prevent recession, 

but not enough to prevent a slower rate of growth than in 2015. 

The weakness in commodity prices has continued to weigh on the Australian 

dollar (Figure 49), which fell over 10% in 2015. In trade-weighted terms the 

currency is around 20% lower than its peak nearly three years ago. That has 

helped boost net trade, adding around 100bp to growth in 2015 and likely more 

in 2016 and beyond (as LNG production comes online). 

Despite the headwinds to growth, the labour market has been surprisingly 

resilient. Indeed the unemployment rate started falling late in 2015. But there 

have been concerns with the survey since major methodological changes took 

place in 2014. We think it is too early to conclude that the labour market is 

improving as rapidly as the official data suggest. If 2016 plays out as we expect, 

we think unemployment will rise, and the RBA may need to ease policy again. 

  

Headwinds to growth 
could intensify in 2016 

Households will be key 
to whether growth is 
sustained 

Net trade benefiting 
from weaker AUD 

RBA could be called in 
to action again in 2016 

FIGURE 49:  TERMS OF TRADE WEIGH ON AUD  FIGURE 50:  AUSTRALIAN ECONOMIC PROJECTIONS 

We are somewhat below consensus 

 

 

 
Source: Macrobond  Source: Bloomberg, Aviva Investors 
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CANADA: EXPORTS FINALLY TAKING THE LEAD  

̶ Economic activity rebounded but seems to be losing some of its momentum 

̶ Labour market remains very resilient 

̶ Central bank continues to talk down the currency to support exporters 

Summary 

Following a difficult first half of the year, the Canadian economy emerged from 

its “technical” recession and grew 2.3% annualized in the third quarter. This 

rebound was driven by strong external sector and resilient private consumption. 

The energy sector continued to hurt the economy with investments being a drag 

on growth but firm consumer spending, strong housing activity and a surge in 

non-resource exports (in particular in exchange rate-sensitive sectors) have 

more than compensated this drag. Despite this rebound in the third quarter, the 

economy is expected to end the year on a softer note. Economic output 

contracted by 0.5% in September, mainly due to temporary production 

difficulties in the energy sector, and flat in October. Real services-producing 

GDP is showing some signs of weakness. It is too early to judge whether these 

signs suggest that spill-overs from the mining sector are weighting on the 

manufacturing sector. We still expect the negative impacts of the drop in energy 

prices to gradually dissipate, and the combination of a weaker currency, low 

interest rates and strong domestic demand in the US to drive the Canadian 

economy forward.  

In the near-term, the recent leg lower in oil prices, combined with the 

disappointing activity data have revived the possibility of a rate cut in Canada. 

Furthermore, the central bank has recently said that it now views the effective 

lower bond for its policy rate to be -0.5% (having previously indicated that 

0.25% was the floor). This change gives the BoC more scope to ease rates 

should the negative spill-overs from the mining sector to the rest of the 

economy worsen. That said, the fiscal stimulus promised by the newly elected 

government will reduce the need for further monetary stimulus. 

  

FIGURE 51:  CANADA GDP DECOMPOSITION 

Net exports main contributor to growth 

 FIGURE 52:  CAD AND ITS TERMS OF TRADE 

Canadian dollar trading at an 11-year low 
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Labour market continues to be very resilient 

The labour market remains very resilient, generating enough jobs to absorb the 

losses in the mining sector. Despite the GDP contraction in the first half of this 

year, the economy created more full-time jobs in 2015 than any year since 

2012. There has been sufficient growth in aggregate employment and relatively 

strong wage growth outside the mining sector to keep real disposable income 

supported and household consumption growing. The unemployment rate 

remains steady around 7%, nominal wage growth robust at 3.3% and savings 

rate stable around 4%. Demand for credit, in particular residential mortgages, is 

still picking-up reflecting resilient consumer confidence and its willingness to 

take on additional debt. So far there is no sign of any major spill-overs outside 

the energy-producing provinces. 

Core inflation has been around 2% throughout 2015, as the weaker Canadian 

dollar pushed up on imported goods prices. With the weaker currency falling a 

further 19% during 2015, there will continue to be upward pressure on import 

prices and CPI inflation. Despite the weakening in domestic demand, inflation 

rates of non-tradables has not fallen. Headline inflation will also rise from the 

current rate of 1.4%, as the dissipating oil base effects will push this measure 

towards the central bank target sometime in the first half of next year. 

Looking ahead, the external sector should continue to contribute to growth 

thanks to a much weaker currency and resilient US demand. The improvement 

in Canada’s competitiveness continues to support export activity outside the 

energy spectrum. We expect non-energy exports to be an important source of 

growth forward, offsetting the drag from mining investment. 

 

  

Labour market 
absorbing job losses in 
the mining sector 

Inflation remains sticky 

Net exports are finally 
taking the lead 

FIGURE 53:  CONTINUED BENEFITS FROM A WEAKER CURRENCY 

Non-energy exports continue to grow 

 FIGURE 54:  CANADIAN ECONOMIC OUTLOOK 
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AXJ: POCKETS OF HOPE AMIDST PESSIMISM  

̶ Structural Chinese slowdown likely to be an ongoing headwind for North Asia 

̶ Indonesia and the Philippines are interesting stories with promise of state infrastructure 

spending 

̶ India still looks promising given the improving outlook for capital expenditure, despite reform 

glitches 

Summary 

We have seen Asia ex-Japan generally as being most vulnerable to the 

structural China slowdown given the significant trade relationships. However, 

after the shocks of extreme market volatility coming from China died down, the 

true extent of macro linkages is likely to be the key differentiating factor. In this 

respect, we mark an important distinction between the North Asian economies, 

South Korea and Taiwan, and others, notably the Philippines, but also 

increasingly Indonesia, given the significant policy push for infrastructure 

investment in the two economies. Over the last 15 years, the two export-

oriented North Asian economies have built significant export dependence on 

Chinese demand, as seen in Figure 55. In terms of overall economic impact as 

measured by exports relative to GDP, the consequences are the greatest for 

North Asia (Figure 56).  

In addition to China, several other headwinds are likely to keep the two 

economies under pressure, keeping in place a case for easy policy and further 

currency weakness. Firstly, global aggregate demand has stayed relatively 

subdued during much of the financial crisis years beginning in 2008, which has 

hurt export-oriented economies generally. Secondly, Japan, which is a key 

competitor in high-end manufacturing has devalued very substantially and 

become much more cost competitive than Korea and Taiwan. And last but not 

least, China itself has been moving up the value chain and transitioning to a 

much less import-intensive economic environment given the greater focus on 

consumption and services, which tend to be much less import intensive than 

investment. This has further hurt demand for the North Asians’ exports. South 

Korea especially has been at the receiving end of these forces in addition to 

facing extremely subdued domestic demand thanks to high levels of household 

indebtedness. Inflation has continued to decline, leaving the economy with high 

real costs of borrowing and debt servicing. 

  

North Asian 
economies to remain 
in the firing line 
requiring further policy 
easing   

Apart from China 
slowdown, yen 
devaluation is a key 
headwind 

FIGURE 55:  EXPORT DEPENDENCE ON CHINA  

North Asia’s links have grown the most in past 15 years 

 FIGURE 56:  INDIA, INDONESIA AND PHILIPPINES LESS EXPOSED 

Chinese demand accounts for large chunk of Korea/Taiwan GDP 
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India, Indonesia and the Philippines 

Assessing the positive cases in Asia 

India is still a bright spot in Asia ex-Japan given the meaningful scope for a 

cyclical upswing. GDP growth picked up from 7% in Q2 to 7.4% in Q3 making 

India the fastest growing major economy in the world. Importantly, the outlook 

for capital expenditure has brightened with a rise in the imports of capital goods 

and a decline in the number of stalled investment projects. While the new 

government’s more fundamental reforms relating to land acquisition and goods 

and services tax remain victims of a dysfunctional legislative process, some 

smaller reforms have gone through with relative ease including those helping 

increase the supply of coal and other raw materials. Finally the lower oil price 

continues to be a tail wind for consumer spending, government finances and 

external balances. RBI’s prudent management of monetary policy will serve to 

anchor inflation expectations further. Against this backdrop, we see Indian rates 

as continuing to be attractive to investors and INR being a regional 

outperformer. 

Indonesia is one economy that has seen the most fiscal-policy activism in 

recent months, but where a fractious domestic political environment has at 

times frustrated the intentions of a reform-minded administration. President 

Jokowi’s intended shift in public spending towards more infrastructure, health 

and education has faced resistance on account of both party politics and 

bureaucratic inefficiencies. Despite disappointing growth in 2015, we see scope 

for improvement in 2016 as public spending rises and infrastructure project 

implementation comes on stream. Inflation has declined recently to within Bank 

Indonesia’s 3-5% target range. If these improvements in inflation are sustained, 

then we see scope for measured policy easing in the coming month which 

should be a further positive for growth.  

In ASEAN, the Philippines is likely to emerge as a success story. Increases in 

infrastructure spending (from 2.7% of GDP in 2014 to 5.4% in 2018) should help 

bring in private investment boosting the overall growth outlook. Increased fiscal 

spending generally in the lead up to general elections in May should boost 

growth too. 

  

India’s growth should 
recover with a pick-up 
in investment spending 

Public infrastructure 
spending initiatives in 
Indonesia and 
Philippines look 
promising 

FIGURE 57:  INVESTMENT IN PHYSICAL CAPACITY RISING IN INDIA 

Key reforms could take this surge to a new level 

 FIGURE 58:  INDONESIA HAS BEEN SHAPING UP STEADILY 

Inflation decline accompanied by improving external balance 

 

 

 
Sources: India Central Statistical Organisation, Bloomberg, Aviva Investors  Sources:  Badan Pusat Statistik Indonesia, Bloomberg, Aviva Investors 
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LATIN AMERICA: 2016—DOWNGRADED  

̶ Structural problems require structural solutions 

̶ Limited room for policy response  

̶ Still more adjustment needed across the region 

Summary 

The New Year is often thought of as a fresh start and a time for renewal.  

Unfortunately, 2016 is unlikely to be the year that the Latin American region 

shakes the hangover from excesses of prior years.  2015 will close with GDP 

growth near the weakest levels of the past 15 years and inflation well above 

target in most countries.  The now well-known themes of low for long 

commodities, weak export demand, and higher funding costs that plagued the 

region in 2015 will persist in early 2016 and will likely keep growth below 1% for 

the region as a whole in 2016.  Additionally, low commodity prices continue to 

strain government budgets and low real rates and increasing inflation limit 

monetary stimulus.   

Despite the adjustment in currency markets over the course of 2015, very little 

has fundamentally changed for the better.  Leaving aside the commodity story, 

non-commodity export demand remains quite weak, reflecting the relatively 

weak global growth outlook.  Additionally, foreign direct investment and portfolio 

flows have reversed while funding costs are increasing and growth and 

corporate revenues are declining, leaving economies vulnerable to a pickup in 

default rates.  Both fiscal and monetary policies are likely to remain restrictive 

across the region and political risks are also on the rise.  In short, 2015 was 

quite a bad year, but the outlook for 2016 is just as challenging if not more so. 

 

  

New Year, same 
problems 

Risks to the region still 
pointed to the 
downside. 

FIGURE 59:  WORSENING FISCAL OUTLOOK 

Increasing fiscal deficits limit government stimulus 

 FIGURE 60:  CURRENCY WEAKNESS PUSHING INFLATION HIGHER 

Elevated inflation limits monetary policy options 

 

 

 
Source:  Bloomberg  Sources:  Bloomberg 
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The story in Mexico remains largely the same:  a two speed economy with 

consumer spending and service strength offsetting weakness in manufacturing.  

With US manufacturing contracting, Mexican industrial production will likely 

head into contractionary territory as well. This is a concern because unlike the 

US, Mexico is a small open economy dependent on inflows, particularly via 

exports to the US.  A weaker currency should support the tourism industry and 

soften some of the drag from industrial activity.  Despite the slowdown in 

manufacturing, the unemployment rate has declined below 4%, boosting 

consumer spending to nearly 10% y/y in late 2015.   Going forward, the outlook 

for the consumer is solid, although there may be near term pull back in 

spending as retail sales have far outpaced the increase in consumer 

confidence.  Additionally, Banxico adjusting policy rates along with the Fed and 

the slowdown in manufacturing may start to bite into consumer activity in early 

2016.  The outlook for inflation is roughly balanced:  currency pass through and 

less favourable base effects should be offset by tighter policy rates, keeping 

inflation in the 2.0%-3.0% range in 2016.   

The outlook in Brazil remains very challenging due to a bad equilibrium of 

declining real GDP, soaring inflation pressures, and lack of proper fiscal or 

monetary anchor.  Following the near 4% contraction in 2015, 2016 real GDP is 

expected near -2.5% y/y marking the worst two year growth period in the past 

30 years. With record low consumer and business confidence, tightening 

financing conditions, and a weakening labour market, it is no wonder that 

pundits are suggesting a Great Depression for the Brazilian economy.  The lack 

of any sort of fiscal credibility continues to weigh on the economy and limits the 

central bank’s ability to respond to increasing inflation—currently above 10% 

y/y—or to declining economic activity.  The removal of Finance Minister Levy 

was yet another blow to fiscal plans. Indeed his replacement—Barbosa—is 

known as more of a free spender, increasing the risk that public debt to GDP—

currently at 75%—spirals out of control. With declining real activity, and an 

unsustainable fiscal position, there is real risk that Brazil yet again chooses to 

take the easy way out and inflate away the unsustainable debt problems. 

  

Two speed economy 
to keep growth below 
potential in Mexico. 

FIGURE 61:  MEXICO CONSUMER SUPPORTING GROWTH 

May be difficult to sustain with declining manufacturing 

 FIGURE 62:  BRAZIL OPERATING UNDER FISCAL DOMINANCE 

Interest costs and deficit increasing with SELIC rate 

 

 

 

Source:  Bloomberg  Sources:  Bloomberg 

Fiscal dominance 
paralyzing the 
Brazilian economy.   
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The external environment continues to weigh on Chile. Declining copper prices 

and heavy exposure to China pushed growth into the low 2% range, and 

confidence levels towards the 2008 crisis lows. There have been encouraging 

signs of stabilizing domestic demand with private investment and retail sales 

both rising strongly recently.  But the economy still faces strong headwinds.  

Inflation remains above the upper limit of the central bank’s 4% target, forcing 

additional tightening. Additionally, China’s transition to a consumer driven 

economy suggests lower-for-longer copper prices which will force Chile to look 

for new sources of growth. Strong fiscal and monetary frameworks continue to 

support Chile relative to its peers, but the external risks tilt the outlook to the 

downside.    

The Peruvian economy is also heavily dependent on the external environment 

and copper prices, although higher copper production should support the 

economy in 2016.  This will offset weak external demand and feeble domestic 

investment.  With elections approaching, the political outlook will remain noisy 

through Q1, although the leading candidates are running on market friendly 

agendas. Stronger investment, combined with increased copper production 

could push growth into the mid-3% range in 2016.  With inflation 1.5% above 

target, the central bank will likely continue to raise policy rates but, the decline 

of dollarization in the economy suggests they could allow the currency to 

depreciate more quickly and this could benefit exports adding yet another 

tailwind to the economic outlook.   

If 2015 was a year of external difficulties for Colombia, 2016 could very well be 

a year where the difficulties are internalized. With the fall in oil, the current 

account deficit widened to 6% of GDP and the fiscal deficit to 3%.  While the 

currency adjusted to the huge terms of trade shock, domestic demand still 

managed to grow at a relatively robust 3.2% through Q3 2015.  If history is any 

guide, strong 2015 growth is unlikely to be sustained this year given the very 

large terms of trade shock.  Above-target inflation and escalating expectations 

will likely force the central bank to continue to hike rates and a new fiscal plan 

expected in Q1 will likely show reduced spending, further dampening the growth 

outlook. A weakening domestic outlook combined with the twin deficits will keep 

Colombia on watch for downgrade in 2016.      

External environment 
the biggest risk to 
Chile. 

Political risks mute 
positive developments 
in Peru 

FIGURE 63:  PAIN FROM CHINA’S REBALANCING 

Adjustment in Peru and Chile continues 

 FIGURE 64:  MORE HIKES TO ANCHOR COLOMBIAN INFLATION 

Yet another headwind to Colombian growth 

 

 

 
Source:  Bloomberg  Sources:  Bloomberg 

Risks to Colombia shift 
inward. 
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CENTRAL EUROPE: PRO CYCLICAL POLICY MIX  

̶ Solid and resilient growth driven by expansionary fiscal policy in most of Central Europe  

̶ Central Banks in the region to stay dovish, stand by to ease further in response to any signs of 

weakness in real economy. 

̶ Poland, post elections, may be losing some of the lure of highly predictable, well 

managed economy. 

Summary 

Growth in Central Europe should remain solid in 2016, although a notch slower 

than in 2015, when the region likely grew by 3.3%, the fastest since 2008. 

Private consumption will increasingly be the primary driver of growth as most of 

the countries in the region are likely to set on the course of laxer fiscal policy. 

Poland, Hungary, Romania, will likely loosen fiscal policy quite aggressively. But 

it’s fair to say that these countries have scope to ease fiscal policy after years of 

relatively austere policy which brought the primary deficits close to balance and 

government debt to GDP to more sustainable levels. Poland is the country 

where the laxer fiscal policy poses some risk of overshooting fiscal targets, but 

not to the extent to cause any systemic risk. Low oil prices shall continue to 

benefit the region. There are headwinds which make us cautious about 

forecasting stronger growth in year ahead: despite earlier expectations, slower 

absorption of EU funds which will slow investment somewhat and potentially a 

spill over effect of slower German growth if the situation there was to deteriorate 

further. All in all, growth in Central Europe (CEE-10) should average around 3% 

in 2016/2017 with the best performing countries in 2015 slowing somewhat 

(Czech) but faster growth in the past laggards (like Bulgaria and Croatia). 

 

  

Looser fiscal policy will 
help drive growth 
across the region 

FIGURE 65:  CEE-11 GDP : 2016,2017 FORECASTS  FIGURE 66:  EC ECONOMIC SENTIMENT INDICATORS 

 

 

 
Source:  AI, EC  Source: AI, EC 
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While the easing cycle has come to an end in most of the countries, central 

banks stay dovish in communicating to the market their readiness to ease, 

which may include unconventional measures (forms of QE), have the 

economies shown signs of growth fatigue. The Banks almost universally pledge 

to keep rates at current low levels for an extended period of time. The 

exceptions are the Polish Central bank, which after the scheduled replacement 

of the members in Q1, will almost certainly be more dovish.  Price trends have 

been, and are likely to be, in the short to medium-term conducive to fairly loose 

monetary policy: another bout of commodity price weakness, PPIs universally in 

the down trend, only modest growth of nominal wages.  Having said that there 

is growing (mostly anecdotal at this stage and contained to selected industries) 

evidence of increasing tightness in the relatively fast improving labour markets 

in the region.  While it’s unlikely that this development will finds its way through 

to headline inflation any time soon, it may start to shape prices beyond this 

year.  

Political risk in the region has diminished somewhat. In Romania, a new 

caretaker government has been formed which has a good chance of surviving 

until the late 2016 elections. In Poland, after a very aggressive and populist 

campaign, the new government has been formed but with the less market 

friendly option (PIS) in the driving seat. It makes the economic policy there less 

predictable with potentially negative consequences for the perception of Poland 

by the international investment community. 

 

 

  

Weak inflation will 
allow central banks to 
keep monetary 
conditions loose 

Apart from Poland, 
political risk has 
diminished within the 
region 

FIGURE 67:  CEE-11 CPI (YOY)  FIGURE 68:  CEE-11 UNEMPLOYMENT 
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MARKET OUTLOOK | JANUARY 2016 

EQUITIES: EARNINGS GROWTH REMAINS CHALLENGING 

̶ Q3 Earnings season on both sides of the Atlantic has been lacklustre 

̶ US corporates still suffering impact of strengthening dollar and recent increases in 

wage pressures 

̶ Companies buying back shares are not being rewarded as much as in previous years 

̶ Growth expectations for European companies have reduced but expect weaker euro to 

continue to provide support 

Summary 

The recent earnings season for both US and European companies has been 

rather lacklustre, with a number of factors pointing towards the growth outlook 

remaining challenging for both regions. In the US, whilst we have seen the 

majority of companies reporting earnings that surpassed analysts’ expectations, 

the number beating in terms of revenues has been far lower. US corporates 

have done a commendable job in cutting down costs to maintain margins but 

the lack of top-line growth remains a concern for investors. The strengthening 

US dollar has been a drag on both the top and bottom-line and the likely 

divergence in interest rate policy heading into next year (with the Fed tightening 

vs the likes of the ECB and Japan easing) means the pain looks set to continue 

for US firms with large overseas revenue exposure. 

In addition, there are signs that increasing wage pressures are starting to also 

have a detrimental impact on US corporates and may be another problematic 

headwind as we go into 2016. We have seen a number of companies flagging 

this in their earnings updates and this could pressurise margins going forward. 

US Earnings snapshot 

The previous earnings season in the US was a decidedly mixed picture, with the 

majority of companies beating analysts’ earnings expectations but missing in 

terms of sales (Table 1). Top-line growth proved hard to come by, but a 

combination of cost-cutting and share buybacks has allowed companies to still 

deliver on the bottom-line. 

 

 

  

Strong USD and 
lacklustre growth 
driving disappointing 
DM earnings season 

TABLE 1:  EPS AND SALES BEATS FOR REPORTED S&P 500 COMPANIES IN Q3 2015 

 
Source:  FactSet/First Call, BofA Merrill Lynch US Equity & Quant Strategy 
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From a sector perspective, the biggest drag on both earnings and sales has 

come from the energy and commodities sectors, which is not surprising given 

the sharp declines in commodity prices (see Table 2 below). Consumer 

Discretionary names performed well, with the lower gasoline prices continuing 

to provide support for the US consumer. Technology and Healthcare were 

among the other sectors that were able to buck the downward trend. 

Wage pressures beginning to bite 

It was noticeable in some of the commentary from various company 

managements during the last quarter that there are signs increased wage costs 

are having an impact. Despite the tightening labour market conditions (with 

unemployment at multi-year lows), wage growth has until recently remained 

fairly subdued. This has undoubtedly been one of the main drivers behind the 

recovery in corporate earnings over the past few years in the face of rather 

muted revenue growth.  

However there are signs that companies are feeling the pinch from higher wage 

bills. Wal-Mart, the world’s largest retailer, raised its minimum wage to $9 in 

April and plans to increase this to $10 in 2016 (impacting some 500,000 

employees). This was cited as one of the major reasons for them forecasting 

falling earnings in 2016. We saw a number of other companies in the retail 

space (including Gap and Ikea) also make similar wage-hike announcements. 

Industry-specific issues such as labour shortages in construction (which 

affected US homebuilders such as D.R. Horton and PulteGroup) and 

renegotiation of contracts for US airline workers have also added further 

pressure. 

  

Energy and 
commodities sectors 
under increasing 
pressure 

TABLE 2:  S&P 500 Q3 15 EARNINGS AND SALES GROWTH 

 
Source:   FactSet, BofA Merrill Lynch US Equity & Quant Strategy 

Wage pressures are 
emerging as a 
significant driver of 
cost pressures for 
companies 
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Buybacks losing their lustre 

A major driver of US earnings since 2009 has been the increasing levels of 

share buybacks. A combination of low interest rates, large cash balances on 

corporate balance sheets and recent pressure from activist investors has led to 

a surge in companies buying back their own stock.  

The chart below illustrates that companies which have engaged in buying back 

their own shares tend to be well rewarded by the market for doing so. Indeed 

US corporates that had the highest levels of buybacks (as represented by the 

S&P 500 Buyback Index) outperformed the broader index every calendar year 

from 2010 to 2014. This trend has changed this year though, suggesting that 

investors are less inclined to whole-heartedly reward companies announcing 

buybacks and instead focus on whether they are indeed allocating capital in the 

most efficient way. 

European earnings snapshot 

There was a rather similar pattern to the earnings season from European 

companies, with c.52% of names surpassing analysts’ forecasts for earnings 

compared to only 39% for revenues (Table 3). Consensus expectations still 

point towards a small increase in earnings for the year, though this has come 

down considerably compared to expectations at the beginning of 2015.  

Eurozone companies have at least benefitted from the weakening euro, in stark 

contrast to their US counterparts who have had to deal with the headwind of a 

strengthening dollar. We believe the divergence in interest rate policy between 

the Fed and the ECB should mean this tailwind for European corporates 

remains in place. 

  

Rewards for further 
increasing buybacks 
by US companies 
decreasing 
significantly 

Eurozone earnings 
environment more 
attractive given falling 
Euro and decent 
economic growth 

TABLE 3:  EPS AND SALES BEATS FOR REPORTED STOXX 600 COMPANIES IN Q3 2015 

 
Source:   BofA Merrill Lynch European Quantitative Strategy, Bloomberg 



Aviva Investors House View, Q1 2016 
 

 
Aviva Investors January 2016 | This document is for professional clients and institutional/qualified investors only.    
It is not to be distributed to or relied on by retail clients. 49  

EM EQUITIES: WHAT ABOUT EARNINGS? 

̶ Absolute and relative valuations remain attractive 

̶ Earnings expectations are more reasonable 

̶ Sector expectations are increasingly polarised  

Summary 

A tough year has left the discount of emerging markets to developed markets 

wider than at the depths of the credit crisis and has yet to show signs of 

stabilising. Emerging markets have however re-rated as corporate earnings 

continue to struggle against a strong US Dollar and weak global growth. 

Absolute & Relative Valuations 

Year-to-date, emerging market equities have lost over 10% of their value with 

earnings contracting 12% over the same time period. Unsurprisingly against 

such a backdrop emerging markets have actually re-rated over the recent 

period.  A re-rating triggered by earnings falling faster than market prices is 

never a comfortable situation and suggests the market is pricing in a future 

recovery in corporate profitability. 

Compared to developed markets, emerging markets are certainly looking 

cheap. At a 30% discount on price to book and price to earnings this is a 

greater discount than even the depths of the credit crisis in 2008/9. This 

provides investors with an increasing margin of safety when investing in 

emerging markets.  

Earnings Expectations 

The concern has to be focused on the earning’s backdrop for emerging 

markets. Since the end of 2008 developed market earnings have recovered by 

~75%. For emerging markets, after an exceptionally tough year in 2015, the 

earnings recovery over the same time period has only been 8%. This clearly 

goes some way to explaining the material underperformance of emerging 

markets in a global context. Investors might even wonder why emerging 

markets have only underperformed by 30% when their earnings have lagged by 

60%.  

Very attractive 
valuations bely 
disappointing earnings 
and deteriorating 
macro environment 

FIGURE 69:  EM VS DM ON VALUATION  FIGURE 70:  EM CALENDAR YEAR EARNINGS REVISION 

 

 

 

Source: MSCI, Datastream  Source: I/B/E/S, Datastream  
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The consensus expectations for the coming year’s earnings growth for 

emerging markets look considerably more conservative that we have seen 

historically. The traditional behavioural bias has been for expectations for 

growth from emerging markets to be too high with the market expecting at least 

mid-teen’s earnings growth at the start of every year. Figure 70 shows the start 

of year expectation and then the subsequent level of earnings delivery 

throughout the year. It illustrates quite clearly this systematically positive bias at 

the start of each year. With expectations anchored at less than 10% growth in 

earnings year on year, some of this systematically positive bias has been 

gradually eroded.  Low expectations place us on a stronger footing for 2016. 

Sector Dislocation 

Emerging markets have historically had their fortunes tied to either 

manufacturing or commodities. Figure 71 shows perception has shifted to one 

where the domestic consumer is becoming increasingly important. The 

expected stability of the earnings combined with their future growth potential as 

emerging markets, and particularly China, rebalance their economies towards 

growing consumption has given investors the confidence to re-rate the 

consumer related sectors materially.  

Consumer staples are of particular note. Figure 71 shows clearly that they are 

trading at a premium to their 10 year average. It does however hide the fact that 

10 years ago they were trading on 15x and with lower growth expectations. The 

same observation can be made for the healthcare sector which is trading on 

even higher multiples and is again backed by structural long-term growth 

drivers. The earnings expectations for 2016 are however double that of 

emerging market equities as a whole. During 2015 however their earnings 

contracted by 12.5%, almost exactly the same contraction as that experienced 

by the broader market. This shows clearly they are not immune to the woes that 

have befallen emerging markets as a whole over the past year.  

  

The systematic 
upwards bias in 
expected earnings has 
reduced this year 

Rotation from 
manufacturing towards 
consumption evident in 
relative sector 
valuations (e.g. 
consumer staples) 

FIGURE 71:  EMERGING MARKET VALUATION VS HISTORY BY SECTOR  FIGURE 72:  CHINA EQUITY MARKET PERFORMANCE 

 

 

 

Source: MSCI, Datastream  Source: MSCI, Datastream, Bloomberg 
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China 

2015 proved a volatile year for Chinese equities. The initial correction in June 

was temporarily halted by the authorities as they pulled together a series of 

poorly thought-out and executed protective measures. After a temporary hiatus 

the sell-off resumed in the domestic equity markets. From a peak of 40x 

earnings, the Shenzen composite corrected to 27x. With the implementation of 

further protective measures and further monetary easing the authorities 

successfully restored confidence in the domestic Chinese equity market. Since 

the low of September the Shenzhen composite has subsequently recovered 

over 40% of its value.  International confidence in the Chinese equity market 

has clearly been weakened by the recent volatility. This can be clearly seen by 

the lack-lustre recovery of the off-shore listed companies of the MSCI China 

index which have materially lagged the domestic equity market. The outlook for 

Chinese equities in 2016 remains troubled. Despite MSCI China being one of 

the cheapest equity markets, it remains overshadowed by the ongoing 

rebalancing of the domestic economy, the volatility in the currency market, the 

slowdown of the old economy, and the high valuation of the domestic equity 

market. 

 

 

  

Chinese macro-
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RATES OUTLOOK: FED LIFT-OFF SETS THE SCENE 

̶ Monetary policy divergence finally arrives 

̶ Gradual US hiking path expected, but not enough priced 

̶ Breakeven inflation to rise with CPI 

Summary 

The reality of policy divergence is now upon us as the FOMC has embarked 

upon the first of what is expected to be a gradual pace of rate hikes whilst the 

ECB and BoJ remain committed to negative/zero rates and QE into 2017. This 

kind of monetary policy divergence is an echo of the 1980s and in turn could 

see some strong cross current in forex markets sustained as the rate cycle 

drives valuations.  

While the FOMC have highlighted the likely gradual pace of rate hikes, they 

have also been keen to highlight that those hikes will not be mechanical, but 

rather will respond to the state of the economy. The median expectation of the 

FOMC is for four rate hikes in 2016. That would represent only half the pace of 

the previously slowest hiking cycle, but is more than twice the pace of what is 

currently priced into the rates market. We expect that the economy will evolve 

broadly in line with the FOMC’s expectations, and therefore require three or four 

rate hikes in 2016. However, it may be difficult for the market to price even this 

slightly less gradual pace when the terminal rate remains very uncertain and 

global downside risks remain. That means that the carry roll down metrics will 

be viewed by many as sufficient to compensate for a lot of the directional risk to 

the curve. That may be reinforced early in the year if either the data disappoints 

or the Fed do not follow-through with a second hike in Q1.  

All of this means that to simply view the US outlook as an outright bear market 

in fixed income is overly simplistic. We enter this hiking cycle with the lowest 

ever level of term premia, and the slowest ever expected pace of hikes. We 

expect both to move higher, but only slowly and with likely increased volatility. A 

potentially more interesting area may be US breakeven inflation. Even at longer 

tenors, it remains very low by historical standards, perhaps reflecting the current 

weak headline inflation rate. That will begin to normalise in 2016, as the earlier 

energy price falls drop out of the annual comparison, pushing headline CPI 

inflation up by around 1pp. 

  

Policy divergence to 
drive currency markets 

Market may be slow to 
price a more rapid 
hiking cycle 

Breakeven inflation to 
rise with headline CPI 
inflation   

FIGURE 73:  US 2/10S CURVE VS FED FUNDS RATE 

US curve steep, but not compared to level of policy rate 

 FIGURE 74:  BREAKEVEN INFLATION 

CPI inflation set to rise in 2016; breakevens to follow 

 

 

 
Source: Macrobond  Source: Macrobond 
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Euro area and Asia to keep easing 

The idea of policy divergence has dominated market thinking over recent 

months but it is worth stepping back to think about the relative dynamic facing 

differing regimes. With the US expected to gradually tighten policy, when taken 

alongside the rise in the dollar and a widening in credit spreads, there has been 

a material tightening in overall financial conditions. In the euro area the opposite 

has been true, with the ECB easing and currency weakening helping loosen 

financial conditions. This policy divergence makes owning intermediate or 

shorter dated assets more attractive in the euro area. However in the US, while 

longer-dated assets should perform better relative to short-dated, they are 

unlikely to offer much value on an outright basis.  

One of the key risks to 2016 centres on the recovery in the euro area economy 

and whether or not the ECB will need to carry out additional easing. Following 

the additional measures announced in December, we did not expect anything 

more from the ECB in the first half of 2016.  However, events in the first few 

weeks of the year have led Mario Draghi to announce a review of the policy 

stance in March. A likely downward revision to the inflation outlook due to lower 

oil prices and external demand could well be accompanied by yet another round 

of policy easing. This would add to the theme of peripheral spread compression, 

particularly if the ECB was forced to move away from the capital key in 

determining purchases (eg if the free-float of bunds becomes too small).  That 

said, positioning for peripheral spread compression is already crowded, and 

proved a key source of volatility in the spread complex over 2015.  

Further afield the policy maker bias remains skewed to easing, with the BoJ still 

easing through their QQE programme and the PBOC also expected to ease 

policy further in 2016. In Japan, we expect JGB’s to remain supported by BoJ 

buying, with potential for further expansion of the QQE programme. Much of the 

focus on China is likely to be around their RMB policy, where a further steady 

depreciation seems likely in 2016, particularly if the USD strengthens. This is 

well discounted in terms of current pricing, but given the likely need for further 

policy support and a draining of liquidity from the region from the US rate hikes, 

duration is likely to remain supported. 

  

Curves to behave 
differently in the US 
and Europe 

ECB policy to keep 
peripheral spreads 
tight 

Asian region still 
focused on easier 
policy 

FIGURE 75:  EURO AREA RATES AND INFLATION 

Inflation risks to keep rates low 

 FIGURE 76: JAPAN A LESSON FOR EUROPE? 

One way traffic 

 

 

 
Source: Macrobond  Source: Macrobond 
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GLOBAL CREDIT 

Summary 

Last year was a difficult one for investors in corporate bond markets. But while 

some of the same causes for concern remain, we believe there are grounds for 

optimism in 2016. The widening of credit spreads seen over the past 12 months 

has created pockets of value, particularly within Europe. Global credit markets 

offer a compelling alternative to high equity valuations and low sovereign bond 

yields. 

Overall we expect global investment grade to return somewhere between 2.5% 

and 3.5%, while global high yield is poised to deliver 5.0% to 6.0%. While the 

global investment grade expected return is wrapped around its current yield, we 

make some allowance for a drop in prices as the US continues to tighten 

monetary policy, and for the likelihood of a further widening of credit spreads, 

particularly within high yield.   

We do not envisage a significant increase in default rates over the next 12 

months. The bulk of the defaults and downgrades we do see are likely to once 

again be concentrated within the energy and commodities sectors. 

Nonetheless, the trend of deteriorating credit fundamentals, divergent monetary 

policies, and distressed energy and metals & mining sectors will cause less 

tolerance for mistakes by issuers.  

There is a risk defaults will pick up more than we expect. This could in turn 

create an environment of heightened volatility and more numerous idiosyncratic 

events in 2016, especially since the credit cycle is relatively mature. Having a 

diversified approach will allow active managers the ability to find more 

productive areas within the global credit markets. 

Aside from a quicker than expected increase in default rates, the largest risks to 

our forecasts come from: quicker than expected US monetary policy increases, 

a faster than expected Chinese economic slowdown, and less political support 

in the EU for expansionary policies. 

In 2015 we witnessed low correlations between regional credit markets, the 

quality tiers within credit markets, and the industries within credit markets. We 

believe this disparity of performance will continue. Investors will be better 

served by having a global focus, allowing their manager to construct diversified 

portfolios with limited exposure to deteriorating names and those regions that 

are out of favour.  

  

Credit spreads 
widening exposes 
value opportunities in 
Europe 

Default rates should 
remain stable, with 
events mostly focused 
in the energy sector 
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Relative Value 

Investment Grade 

From a valuation perspective globally, we find higher relative value in European 

credit. When compared to other sizeable credit markets (exhibit 1) Euro 

investment grade (IG) might at first glance appear rich on a relative spread 

basis but when adjusted for duration the region appears materially cheaper due 

to its lower duration. European IG credit technicals, however, remain relatively 

fragile despite the slight improvement in investor sentiment and liquidity since 

the September sell-off period. Quantitative Easing by the ECB should, however, 

continue to support the search for yield in corporate bonds as an ever-

increasing amount of European government bonds continue to trade with 

negative or anaemic yield levels.  

While monetary policy in the US is in the process of tightening, several risks 

remain surrounding the impact on the economic recovery from continued 

weakness in risk assets in global financial markets and the impact of a strong 

dollar on US corporate fundamentals. The U.S. credit market is displaying late 

cycle dynamics given rising leverage and declining earnings growth. Credit 

fundamentals are deteriorating.   

The UK credit market, like the US market, is more advanced in the current 

credit cycle when compared to the European and Asian IG credit markets. 

Sterling credit fundamentals are deteriorating slightly due to higher idiosyncratic 

risk, caused predominately by rising mergers and acquisitions (M&A) and 

shareholder friendly corporate activity as witnessed in the US currently. The 

financial sector, however, continues to offer better protection against many of 

these themes, particularly as regulators require financial institutions to build 

greater capital buffers to protect tax payers from severe stress scenarios that 

were witnessed during the Great Financial Crisis of 2008-09. 

Canadian investment grade credit is still in an expansion phase given relatively 

stable leverage trends and earnings growth outside of the commodities-related 

sectors. Canadian IG corporates generally have relatively stable and strong 

balance sheets although we are seeing credit fundamentals deteriorate 

modestly. Given the weak growth environment, appetite for M&A risk in Canada 

remains low, although shareholder friendly distributions are likely to increase. 

Macro headwinds are likely to remain through most of 2016 as the Canadian 

economy navigates through the weakness in the commodities sector; however, 

we expect Canada to remain relatively healthy. 

  FIGURE 77:  BROAD  IG SPREADS 

Post crisis range – 5% tails excluded 

 
Source:  Bloomberg Broad Indices includes only fixed coupon ISIN; Asia USD IG is sourced from BAML; Data as of 
Nov 5, 2015  

European IG markets 
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than European and 
Asian credit markets 
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Asian IG credit is also still in an expansion phase driven by more stable 

leverage trends and stronger earnings growth relative to the US. In Asia 

investment grade, corporates are maintaining or reducing leverage while 

demonstrating reasonable earnings growth. With capital expenditure and M&A 

unlikely to be significant in 2016, the fundamental position remains 

accommodative for corporates and this should underpin spreads. As in 2015, 

macro country risks will still play a significant role in 2016. China’s ability to 

avoid tail risks will be critical in anchoring risk appetite across the region. In this 

regard, we are cautiously optimistic. This leads us to favour sectors critically 

important for the China transition such as property managers/developers and 

strategic government related industrials. As tail risks reduce in China we expect 

spreads to trade tighter to the more expensive developed markets peers on a 

rating equivalent basis. 

High Yield 

In European high yield (HY) credit trends are improving, helped by better GDP 

growth, although M&A is picking up. Idiosyncratic risk is rising, evidenced by 

what could be one of the largest corporate defaults in Spain of Abengoa, a 

renewables energy company with approximately €8bn of total debt outstanding. 

However, the trailing 12 month European speculative-grade default rate of 2.4% 

is relatively benign compared to the long term historical average of 4.2%. 

Earnings before Interest, Tax, Depreciation and Amortisation (EBITDA) of 

European high yield issuers increased 10% year-on-year during 2Q15, led by 

consumer sectors. Having low exposure to the commodity sector as well as 

stronger EBITDA margins has resulted in better credit metrics in the European 

HY spectrum relative to the US. Leverage declined from 3.9x in 4Q14 to 3.6x in 

2Q15, and interest coverage increased slightly from 4.0x to 4.1x. While 

leverage in 2Q15 is below the 2009 level of around 4.5x, credit metrics are still 

worse than in 2007 when leverage and interest coverage were 3.3x and 7.2x, 

respectively. We believe, however, that high yield fundamentals will continue to 

improve in the European HY market given a positive backdrop in the current 

economic environment. 

To put things in perspective, while spreads in the US HY market widened 30bps 

in the fourth quarter, spreads tightened in Euro HY by 22bps on the back of 

better economic forecasts and accommodative monetary policy in Europe, 

evidence that divergence is increasing between the US and the European high 

yield markets. Global high yield spreads widened 153bps year-to-date and the 

yield-to-worst has increased from 6.1% at the beginning of 2015 to 7.9% at the 

end of December. Most of the increase in the global high yield sector is due to 

the considerable weakness in the energy and metals & mining sectors in the US 

high yield universe. Exhibit 2 illustrates that while the US portion of the global 

high yield market trades wider than the post-crisis average, both Euro and 

Sterling high yield spreads are inside of their average. Moreover, European HY 

technicals are supportive as inflows into the asset class are strong relative to 

the level of issuance. According to Lipper, retail inflows into European HY are 

very strong with €2.2bn inflows in just the month of November. In contrast, 

supply in European HY is at moderate to low levels with €950m average 

issuance per week in November.  

The Asian high yield market benefited from the pro cyclical policy settings in 

China in 2015 (China is a little over half the market) and this tailwind is 

expected to persist for some time yet. However, default rates are set to rise in 

2016, albeit from an exceptionally low level. Moody’s recently lifted its one year 

forward default rate expectation from 2.9% to 3.1% and we believe there is a  
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health of Asian IG 
markets 

European high yield 
fundamentals should 
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Global high yield 
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driven by energy and 
metals sectors 
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possibility of a further increase next year given recent trends in commodity 

prices. A return to longer-term averages (c. 4%) cannot be ruled out although 

this will simply bring the region into line with expectations for the US (4.1%); 

3.7% globally. We expect the energy and metals & mining sectors to bear the 

brunt of likely defaults in 2016 with occasional idiosyncratic issues causing 

defaults elsewhere. There is a slight negative trend in credit fundamentals in 

Asian HY (downgrade/upgrade ratio above 1x) but this will be offset to some 

extent by strong market technicals as net issuance volumes will likely fall given 

both the re-opening of the onshore bond market to the Chinese homebuilders 

and a reticence amongst companies to increase USD borrowings against a 

backdrop of a depreciating CNY. We are beginning to see certain companies 

curtail expansion plans in the face of more challenging market conditions also. 

Valuations are reasonable in an historic context with OAS spreads a little over 

600bps, 60bps wider than 3YR averages and 100bps wider than the tights in 

Q2 2015, but look full relative to sister markets, the US HY market in particular. 

 

 

  

Asian high yield 
default risks increasing 

FIGURE 78:   BROAD INDEX OAS RANGE - POST CRISIS RANGE 

 

 
Source:  Barclays Global High Yield xCMBS & EMG 2% capped index as of 21 December 2015 
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EMERGING MARKET DEBT HOUSE VIEW Q1 2016 

Summary 

Emerging Markets have continued to go through a challenging environment in 

2015 with a combination of weaker growth, depressed commodity prices, and 

idiosyncratic concerns affecting some of the major countries in the universe. 

However, emerging market asset markets have corrected over a multi-year 

period and we believe that continued fundamental challenges need to be 

considered against evidence of structural improvement and potentially very 

attractive valuations, especially in Local Currency markets (see below chart). 

Despite the attractive valuations available, we see the near-term risk and 

subdued growth outlook continuing to make local currency bonds relatively 

unattractive. Improved valuation dynamics have made us more positive on 

EMFX, however. Within hard currency credits, we continue to favour sovereigns 

over corporates on a relative value basis and with lower sovereign issuance.  

Solid performance of emerging markets in Q4 has been triggered by a receding 

of fears around China and expectations of further global monetary easing. 

Cyclical economic data in EM failed to show any real improvements and the 

rally in EM assets was largely driven by overly bearish positioning and cheap 

valuations as opposed to a shift in fundamentals. 

Fundamental emerging market growth indicators remain challenged and show 

little sign of improvement in the relatively short term, with the gap between EM 

and DM growth at it’s narrowest in decades. However we have experienced 

notable improvement in longer term structural indicators for the major 

economies in our investment universe, as shown in the chart below, and this 

suggests that the recent multi-year adjustments are having a positive impact. 

  

FIGURE 79:  REFLECTING ADJUSTMENT IN C/A BALANCES AND EMFX VALUATIONS 

 

 

 
Source: Datastream  Source: Datastream 
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EM remains vulnerable to uncertainties on the trajectory of Fed policy but our 

expectation remains a gradual cycle of interest rate increases with other major 

central banks easing policy to result in a relatively limited impact on the EM 

universe. We believe that China policy stimulus measures will ensure a soft 

landing and ultimately a stable growth picture, whilst recognising that the 

transition away from a manufacturing led and heavily indebted economy will 

prove challenging and have a broader impact. Not least on commodity prices 

where the scope for a move higher appears limited and the detrimental impact 

on the balance sheets of commodity exporters will be lasting. Rising deficits will 

lead to greater financing requirements and weakening credit metrics will 

pressure ratings. Downgrades of EM issuers have far exceeded upgrades in 

2015 and this trend seems likely to continue with major constituents such as 

Brazil, Turkey and South Africa at risk of losing investment grade ratings in 

2016. 

Looking ahead we expect further volatility in the short term for EMD, however 

we believe that a well balanced assessment of emerging markets suggests that 

strategic investment opportunities will be available in countries where valuations 

have adjusted and a progressive reform orientated approach from policymakers 

allows for stability or improvement in fundamental quality even given 

challenging macroeconomic conditions. 

Local Currency 

We expect local currency markets to remain volatile in the short term as we 

move towards the first hike by the Federal Reserve. Over the last quarter, we 

have made few material adjustments to active or thematic positioning as 

volatility and uncertainty have remain elevated. We currently have an 

overweight duration position that is broadly focused on economies that have 

relatively strong fundamental metrics and we have focused currency positioning 

around terms of trade adjustments and relative valuation opportunities.  

We still believe that there is limited scope for a material devaluation of the 

Chinese currency and take a degree of comfort from ongoing and significant FX 

intervention by the Chinese authorities, though the situation requires constant 

monitoring and the lessons from the small August FX devaluation remain fresh 

in our mind. 

As noted above, the improvements in structural balances in our benchmark 

universe taken alongside the very attractive long term valuation argument for 

Local Currency markets give us some scope for a more favourable outlook than 

has been the case in recent times, especially on a strategic time horizon. Major 

constituent markets of our index now show as particularly cheap and economies 

that are regaining competitiveness on a long term basis after an average real 

currency devaluation of close to 20% against the US Dollar. Equally, we are 

very mindful of the event risk in the short term which could offer a considerable 

headwind to unlocking those attractive valuations.  

We believe a well balanced analysis of all factors mentioned above could offer 

our investors a notable strategic opportunity in Local Currency, particularly 

when considered relative to other fixed income asset classes. However, 

gauging an appropriate time to take a more positive stance in our funds will be a 

critical decision looking ahead, the most likely catalyst for which would be an 

improvement in the growth outlook across EM economies or increasing comfort 

that the US Dollar appreciating trend, which has been in place since 2011, is 

now complete.  

Vulnerability to US 
monetary policy and 
falling commodities 
prices weight on 
markets  

Further volatility ahead 
will create attractive 
opportunities for 
specific markets 

Local currency 
valuations attractive 
given improvements in 
competitiveness after 
then 
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Hard Currency 

We retain our broadly constructive spread view as the macro environment 

remains supportive and China fears experienced in the summer have rightfully 

receded.  

Spread volatility has been elevated since the summer. Through October and 

November spreads in both sovereign and corporate markets have recovered 

from the widening experienced in September. We believe that spreads moved 

too far too quickly without any significant support from fundamental 

improvements so we reduced risk exposures with the objective of awaiting more 

attractive levels to set long positions.  

An unexpected rebound in commodity prices or headline impact from 

idiosyncratic events will be the drivers of tightening beyond a broader risk rally. 

We still believe we are at levels that offer medium to long term value but 

recognise that volatility will remain elevated and there is a continued need to be 

both tactical in positioning as well as selective in our exposure as the macro 

environment will deepen the credit differentiation theme.  

We have perhaps seen the lows in commodity prices but there would seem 

limited scope for a significant move higher in the near term as the supply 

imbalance still needs to see significant correction. Our lower for longer view 

remains and our credit choices are based on identifying survivors in this 

environment that provide potential for upside in a more bullish environment. 

Aside from a cautious approach to commodity related credits our preference is 

for stable or improving higher spread credits that have potential for spread 

compression such as Indonesia, Dominican Republic and Sri Lanka. 

Underweight positions are generally higher quality and lower spread assets 

which we feel are overvalued relative to their fundamentals, Philippines and 

Chile and examples, and offer limited spread compression potential. 

 

  

Elevated spread 
volatility has been 
elevated recently 

Commodity related 
and higher quality 
credits remain 
unattractive from a 
risk-reward 
perspective 

FIGURE 80:  EM FX WEAKNESS NOT AS LARGE AN ISSUE FOR EM 
CORPORATE ISSUERS AS SUGGESTED 

 FIGURE 81:  HARD CURRENCY SPREADS APPROACH  
FIVE YEAR WIDES 

 

 

 

 

Source: Barclays, Aviva Investors  Source: Bloomberg 

NO IMPACT

• Financials 32%

• Utilities 10%

• Some Oil & Gas 5%

NEGATIVE

• Most TMT 10%

POSITIVE

• Metals & Mining 6%

• Most Oil & Gas 8%

• Some Consumer 3%

• Pulp & Paper 1.2%

SLIGHTLY NEGATIVE

• Some Consumer 3%

• Some TMT 4%

USD Revenue Local FX Revenue

U
S

D
 C

o
st

s
L

o
ca

l F
X

 C
o

st
s 0

100

200

300

400

500

600

D
ec

-0
9

M
ay

-1
0

O
ct

-1
0

M
ar

-1
1

A
u

g-
1

1

Ja
n

-1
2

Ju
n

-1
2

N
o

v-
1

2

A
p

r-
1

3

Se
p

-1
3

Fe
b

-1
4

Ju
l-

1
4

D
ec

-1
4

M
ay

-1
5

O
ct

-1
5

EMBIG Spread 



Aviva Investors House View, Q1 2016 
 

 
Aviva Investors January 2016 | This document is for professional clients and institutional/qualified investors only.    
It is not to be distributed to or relied on by retail clients. 61  

GLOBAL FX OUTLOOK MORE DIFFERENTIATED NOW 

̶ Policy divergence (USD vs EUR, JPY) runs for the time being, but looks more tricky further down 

̶ EUR tied more than ever to ECB activism and risk-asset outlook; easy gains mostly over for  

the ECB 

̶ Further USD upside more obvious against China-correlated EM and commodity FX 

Summary 

The Fed rate lift-off is now out of the way. Within the G10 space, the focus will 

now be on the extent to which the widely-debated monetary policy divergence 

can play out between the Fed (and possibly the Bank of England) on the one 

hand and the ECB and the Bank of Japan on the other. An assessment of the 

price action in recent months provides useful perspectives on the extent of 

further divergence that remains to be priced in and the ability of central banks to 

orchestrate their exchange rates through policy rhetoric and actual policy 

measures. 

Figure 82 plots the DXY dollar index along with the 2-year nominal rates 

differentials relative to the six G10 currencies in the DXY index, namely EUR, 

JPY, GBP, CAD, SEK and CHF – the dollar underperformed rates during 2013, 

but strongly caught up during 2014 when ECB QE expectations and the oil price 

collapse became central drivers. After an early 2015 overshoot, it’s been mostly 

consistent with relative policy dynamics as captured by nominal rates 

differentials. So from here, it’s largely a matter of in which direction relative 

policy dynamics can drive rates and FX. We believe that the policy divergence 

theme will operate for the time being. One factor is that while positioning is 

stretched, it isn’t quite at extremes seen even during the last ten years. Markets 

still do not believe that the Fed will hike as much as FOMC’s projections 

suggest (Figure 83). Given that during Q4 2015, it was mostly markets that 

converged to the Fed, markets may yet again be forced to take seriously the 

FOMC’s projections pushing USD rates and the dollar higher, even as both the 

ECB and BoJ continue with their policies of extraordinary accommodation in the 

interests of their respective policy goals. Hence, for the time being, the policy 

divergence theme should run further still, especially as risk appetite recovers 

and encourages the use of the two QE currencies (EUR, JPY) to fund higher-

beta strategies. 

FIGURE 82: DOLLAR BROADLY CONSISTENT WITH NOMINAL RATES 

Divergence with rates closed through the sharp 2014 rally 

 FIGURE 83: MARKETS STILL PRICE IN A RELATIVE DOVISH FED PATH 

Fed-funds rate rises projected by markets and the FOMC 
 

 

 

 

Source:  Bloomberg, Intercontinental Exchange (ICE)  Source:  Bloomberg, Federal Reserve Board 
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ECB, BoJ already have the easy gains in the bag 

Further FX weakness requires stronger policy action 

The ECB and the Bank of Japan have achieved impressive policy easing 

through unconventional policy measures. The bulk of the impact has come 

through exchange rate weakness. The initial impacts were both sizeable and 

relatively easily achieved in both cases, as fundamental valuations were 

favourable. However, now both the euro and yen are fundamentally cheap. In 

the case of the euro, core inflation rose through 2015 resulting in the core CPI 

differential with the US rising. As Figure 84 demonstrates, monetary policy and 

nominal rate differentials have not diverged for very long from the direction 

suggested by core inflation. Of course, the ECB’s (and the BoJ’s) policy risk 

management to help entrench the growth and inflation gains of recent months 

means that nominal rates and exchange rates may diverge from the paths 

implied by business-cycle measures like core inflation. However, the ability of 

both the ECB and the BoJ to engineer further weakness in their currencies 

would be limited if core inflation began rising. A case in point is the market 

reaction to the December policy meetings. Both ECB and BoJ delivered 

additional accommodation to varying degrees, but the euro and the yen 

strengthened. The ECB’s additional stimulus significantly undershot market 

expectations as the Governing Council failed to achieve consensus for anything 

greater. More of EUR and JPY weakness against USD is likely to come on the 

back of Fed rate hikes, whilst ECB and BoJ policies hold down the values of 

EUR and JPY through a continuation of existing policies. 

Another dynamic that could deliver EUR and JPY weakness is a significant rally 

in global risk assets. In recent months, the correlation of the EUR with equities 

has turned strongly negative (Figure 85), while JPY correlation with stocks has 

remained negative for several years now. Buoyant risk sentiment encourages 

the use of zero-yielding currencies as funding legs of yield-seeking carry trades. 

Hence, an improvement in risk appetite would lead to EUR and JPY weakness 

both against USD and against selected EM currencies where valuations are 

attractive. With 2015 proving to be a disappointing year for global stocks, a 

recovery during 2016 would bode well for EUR and JPY bearish views. 
  

ECB, BoJ to find it 
challenging to 
engineer further 
weakness in their 
currencies 

But the Fed and risk 
sentiment could help 
deliver weaker EUR, 
JPY 

FIGURE 84: ULTIMATELY BUSINESS CYCLE DRIVES POLICY 

Rates, FX and policy all follow the logic of the cycle 

 FIGURE 85: RISK-ASSET OUTLOOK TO BE A KEY EUR DRIVER TOO 

Positive sentiment boosts use of zero-yielding funders 
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China-correlated FX to remain vulnerable 

Valuations may need to cheapen further significantly  

During 2016, a central driver of global FX will be China. A lot of market attention 

has focused on yuan “devaluation” during 2015. However, as Figure 86 shows, 

the yuan may have weakened against the dollar, but it actually appreciated in a 

trade-weighted sense. From that perspective, there has been no yuan 

devaluation so far. But the tightness of domestic financial conditions and the 

expensiveness of the yuan mean that the Chinese authorities will continue to 

encourage yuan weakness during 2016, albeit in a managed way. We believe a 

depreciation in the region of 5% in the trade-weighted yuan is likely. Against the 

dollar that could mean greater depreciation as selective dollar strength 

continues through the year along with Fed rate hikes.  

China correlated commodity FX and Asian low-yielding currencies are likely to 

be especially vulnerable and in that scenario we see further significant upside in 

the dollar against KRW, SGD, MYR, TWD and THB. INR, on the other hand, is 

likely to be a regional and global-EM outperformer given India’s greater 

domestic orientation and tailwinds generated by the China slowdown including 

lower commodity prices. 

Within G10 commodity FX, we continue to have a strong bearish bias for both 

Aussie and Kiwi dollars, whilst we think the Canadian dollar is quite cheap, but 

closely tied to developments in oil prices. For several years now, both AUD and 

NZD have maintained fundamentally expensive valuations thanks to the 

booming commodity trade with China. However, with the commodity supercycle 

firmly in reverse thanks to the persistent industrial slowdown in China, 

significant further monetary policy easing is likely to become necessary in 

Australia and New Zealand where business cycles have had a lagged 

correlation with Chinese industrial production in recent years. As such, the case 

for further US strength within G10 looks clearest against AUD and NZD, along 

with CHF which is still among the richest G10 currencies. 

Yuan hasn’t really 
devalued during 2015; 
trade-weighted CNY 
actually appreciated 

Many Asian currencies 
are vulnerable to 
further CNY weakness 

Within G10 commodity 
space, AUD, NZD look 
much more expensive 
and vulnerable than 
CAD 

FIGURE 86:  YUAN HASN’T REALLY DEVALUED DURING 2015 

Trade-weighted weakness could mean much higher USDCNY 

 FIGURE 87:  NZD, AUD EXPENSIVE IN COMMODITY FX 

CAD looks cheap in comparison  

 

 

 
Source:  BIS/PBoC, Bloomberg, Aviva Investors  Source:  Bloomberg 
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REAL ESTATE: OCCUPIER MARKETS STRONG BUT INVESTMENT OUTLOOK LESS CLEAR 

Summary 

Most global markets are continuing to see rental growth and improving income 

prospects on the back of improvement in labour market conditions. Combined 

with favourable relative pricing and increased debt availability, this is currently 

supporting good performance from global real estate. However, in a number of 

Asia-Pacific markets, occupier market conditions are deteriorating. And, as the 

cycle progresses, it is becoming increasingly difficult to find value in many 

markets. 

Europe, which has lagged in this cycle, is the one part of the world where many 

markets appear to offer good value on a risk-adjusted basis. Risks emanating 

from higher interest rates are clearly lower here too. US markets offer exposure 

to good levels of rental growth but are very expensive by historical standards. 

Pricing in many Asia-Pacific markets looks stretched but we do not expect any 

near term reversal in Japan. 

While short term real estate returns have little relation to interest rates, a rapid 

increase in government bond yields remains a key risk for real estate globally. 

Improving rental growth prospects mitigate this somewhat though. The 

slowdown in China is also a major concern, particularly in APAC and resource 

dependent markets. Assuming low interest rates and further improvements in 

labour markets, we expect global real estate to continue to deliver robust 

returns in the near term. 

  

Solid near term 
prospects but medium 
term concerns 

Europe looks relatively 
attractive 

Higher interest rates a 
key risk 

FIGURE 88:  US ALL PROPERTY INVESTMENT VOLUMES  

Total investment volumes may have peaked 

 FIGURE 89:  EUROZONE PRIME RENT INDEX 

Prime retail rents continue to lead other sectors 

 

 

 

Source:  JLL  Source:  CBRE 
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Occupier market recovery continues 

Rental growth and relative pricing attract investors  

The UK real estate market continues to perform strongly with total returns of 

13.5% achieved over the 12 months to the end of Q3. But returns are slowing. 

While occupier market prospects are robust, the scope for further yield 

compression is easing. Central London markets look expensive in an historical 

context and our view is that regional offices and industrial assets currently offer 

better value. We recommend investors position for the next phase of the cycle 

by ensuring leverage levels are appropriate and disposing of assets that could 

become illiquid in a downturn. 

Continental Europe is continuing to see steady improvement in occupier 

demand. Combined with a lack of recent development activity, this is generating 

rental growth in prime markets. On the back of improving consumer sentiment, 

prime retail markets are achieving good rental growth. After lagging for a long 

period, the industrial sector is improving with positive rental growth seen so far 

this year. 

Investment activity remains buoyant in a large majority of European markets. 

Since the start of 2015, the rate of decline in property yields has accelerated. 

This reflects European real estate’s attractiveness against other income 

producing assets, as well as relatively robust income security and growth 

prospects. With government bond yields set to remain low, the current high risk-

free spread will be maintained for some time to come.  

Medium-term return prospects look attractive. We believe most markets look 

attractive on a risk-adjusted basis. Industrial assets look appealing, with those 

in Benelux looking especially attractive. Netherlands retail/office, Sweden and 

German retail look attractive but central European office markets are 

oversupplied and unappealing. The cyclical recovery in Ireland and Spain still 

has momentum but with an increasing number developments, it may soon be 

appropriate to reduce exposure to Irish offices.  

  

Time to position for the 
next phase of the cycle 
in the UK 

Improving occupier 
demand and lack of 
development driving 
rental growth 

FIGURE 90:  CAPITAL GROWTH IS EASING IN THE UK 

Q3 delivered a quarterly total return of 3.2% 

 FIGURE 91:  SPREAD TO REMAIN SUBSTANTIAL IN EUROPE 

Higher risk-free spread reflects low bond yield expectations 

 

 

 
Source:  Thomson Reuters Datastream  Source:  Bloomberg/Aviva Investors 
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Divergent outlooks emerge 

US looks increasingly expensive but cycle has further to run in Japan 

Rental growth continues in US markets and, given relatively low levels of 

development, this seems set to continue. However, the US market is 

increasingly showing the characteristics of the later stages of the real estate 

cycle. Offices in tier 1 cities look very expensive by historical standards. While a 

trigger to a change in trajectory is hard to find, property values may be near 

their peak and value is hard to find, particularly in the apartment sector. The 

industrial sector may provide pockets of value. 

Despite further yield compression in key Japanese cities, spreads between 

property and bond yields remain above the historical average. Cheap debt, 

rental growth potential and further quantitative easing could generate more 

capital growth in the short term.  

In Australia we expect downward pressure on yields to continue in 2016 but the 

cycle is now well advanced and returns could drop significantly in 2017. Sydney 

and Melbourne office markets are showing signs of recovery. But Perth and 

Brisbane will continue to see rents decline due to high levels of supply and low 

demand in these resource-dependent economies. 

Growth prospects in Singapore are hampered by a soft export outlook and 

slowing domestic economy. The near term outlook for real estate is weak. A 

spike in office completions is likely to impact on rents and capital values. A 

sustained decline in rents and softening in yields is expected in the industrial 

sector too. Hong Kong markets are also under pressure, particularly the retail 

sector. 

  

US Tier 1 markets may 
be nearing the peak of 
the investment cycle 

Momentum behind the 
Japanese market 

Australian outlook 
divergent and 
uncertain   

Negative near term 
outlook in Singapore 
and Hong Kong 

FIGURE 92:  BEARISH OFFICE OUTLOOK IN SINGAPORE 

Large spike in completions to impact rents and capital values 

 FIGURE 93:  DIVERGENT OUTLOOK FOR TOTAL RETURNS IN APAC 

We expect Japan to deliver the highest total return in 2016-18 

 

 

 

Source:  PMA/Aviva Investors  Source:  PMA/Aviva Investors 
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CROSS ASSET VOLATILITY:  ON AN UPWARD LONG TERM TREND 

̶ Cross asset volatility remained elevated into year-end following the synchronised millennial 

lows of 2014 

̶ Swap yields were one of the few asset class segments exhibiting below average volatility 

Summary 

Relative to recent years, equities continued to trade with above average levels 

of realised volatility throughout the concluding quarter of 2015. This continued 

the theme of a steady increase in market volatility that has been witnessed 

globally since the QE3 induced lows of mid-2014. 

Currency volatility bottomed at a similar point in the summer of 2014 and also 

on the most part (with the yen being the notable exception) traded with well 

above average levels of volatility during final quarter of 2015, relative to recent 

years. 

Areas of the rates market remained the only place where volatility remained 

below multiyear averages. This showed a wide disparity according to credit 

quality during the period, with swap yield volatilities generally remaining at or 

below five year averages across curves, whilst higher yielding corporates in the 

US continued to exhibit exceptionally high levels of yield volatility. 

Commodity volatility, which had also bottomed in mid-2014 (calculated on the 

Thomson Reuters Commodity index of 19 equally weighted commodity futures), 

continued to remain elevated during Q4 as the overwhelming majority of 

underlying futures exposures that constitutes the index weaken further. 

  

FIGURE 94:  60 DAY REALISED VOLATILITY AS AT THE END OF 
DECEMBER SHOWN AS A PERCENTILE WITHIN ITS FIVE YEAR 
DISTRIBUTION 

Global equity and FX volatilities generally remain elevated 

 FIGURE 95:  FX, EQUITY AND COMMODITY 60 DAY REALISED VOL 

Volatility has moved steadily higher since the synchronised lows in the 
summer of 2014 – the lowest since at least the turn of the century 

 

 

 
Source:  Bloomberg  Source: Bloomberg  
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Less FED equals more VOL 

Absence of QE and tightening of conditions generates higher volatility 

During Q4, global equities had generally been recovering from the sell off and 

associated spike in volatility that was witnessed towards the end of Q3, as 

Yellen passed on the opportunity to raise rates at the September meeting. This 

contributed in Q3 to levels of short term S&P500 realised volatility that were in 

the top 3% of moves since the turn of the century. Subsequent average monthly 

levels of short term realised volatility during Q4 remained in the top two thirds of 

the monthly distribution since the onset of QE3 in September 2012. This 

perpetuated the pattern established by the S&P500 (as well as many other 

global equity markets) since the cessation of extraordinary accommodation by 

the FED – that of considerably lower returns with higher volatility (Figure 96). 

This can be expected to continue, partly due to the continued tightening of 

conditions that will occur as US rates rise in further in 2016. 

FX volatility also remained relatively elevated during Q4 as the FED closed in 

on raising benchmark rates, although disparities were evident across global 

dollar crosses. Emerging Asia FX, which in Q3 had weakened alarmingly in 

some cases following the People’s Bank of China’s decision to allow market 

forces to have a greater determination on renminbi exchange rates, continued 

to trade with high relative levels of volatility, whilst renminbi volatility itself 

declined as the path of its depreciation became more pronounced. In contrast to 

other Asian currencies, yen volatility retested 2015 lows. Other EM currencies 

saw multi-year highs in volatility versus the dollar as political risks intensified – 

notably the Brazilian Real and South African Rand – whilst the plummeting oil 

price caused the Saudi Riyal (which still maintains its USD peg) to trade with its 

highest volatility since 2008 and the Argentinian Peso to trade with its highest 

volatility in thirteen years as currency controls were lifted. Meanwhile euro and 

sterling volatility remained elevated versus the dollar as the actions of 

respective central banks remained firmly in focus throughout Q4. 

  

Since the cessation of 
extraordinary 
accommodation by the 
FED…lower returns 
with higher volatility 

FIGURE 96:  S&P500 PRICE RETURN DURING QE3 AND POST QE3 

S&P500 has found further price appreciation difficult in 2015 post QE operations and has exhibited higher volatility 
 

 
Source:  Bloomberg 
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Areas of the rates market remained at or below average levels of volatility 

during Q4 in contrast to other asset classes. Yield volatilities for USD swaps 

converged below five year averages across the term structure, as did Euro 

swaps - since volatility at the short end rose in December following increased 

ECB stimulus while volatility at the longer end continued to moderate from highs 

witnessed in the first half of the year. Yen swaps yields across the term 

structure continued to test multiyear volatility lows as it emerged that the Bank 

of Japan holds over 30% of the entire issue of JGBs, making it the single largest 

holder of the debt. The stifling of asset price volatility mirrors the very low levels 

of USDJPY witnessed in the FX market. 

However, the riskiest segments of the fixed income market continued to exhibit 

extreme levels of yield volatility. A further slide in oil, which intensified in 

December following the official abandonment by OPEC of even the pretence of 

having an output target, weighed heavily on the highest yielding issues in the 

US which are exposed to the struggling shale industry and manufacturing 

sector. This caused the US HY ‘CCC’ index to trade with levels of volatility not 

witnessed since 2011 and the ‘B’ index to match multiyear volatility levels. 

Looking ahead to 2016, we believe that heightened levels of asset price 

volatility will persist if not increase. Historically it takes several months, if not 

years, to transition from a low volatility environment to a high volatility 

environment. The most recent transition from the summer of 2007 to the 

summer of 2008 was unusually short by historical standards, but it could be 

argued that the current volatility cycle will be elongated in a similar fashion to 

the current elongation of the post-global financial crisis business cycle with 

which it is so implicitly linked. That said, the seeds we think are sown. Central 

bank policies for the first time in many years are moving in opposite directions - 

the FED rising rates at the same time as the ECB and (possibly) the BOJ 

increasing their accommodative policies. As the US rate rise begins and global 

liquidity drains, the actual tightening of financial conditions will begin to support 

volatility, rather than the anticipated tightening, which had already begun to 

wreak low level havoc in certain areas. The fact that this is occurring against a 

backdrop of slowing global growth, increased geopolitical instabilities and asset 

markets that are suffering from far less liquidity than was available during 

previous episodes of rising volatility, only helps to reinforce this view. 

  

As the US rate rise 
begins and global 
liquidity drains, the 
actual tightening of 
financial conditions will 
begin to support 
volatility, rather than 
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wreak low level havoc 
in certain areas 
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LONG TERM OUTLOOK 

̶ Equities continue to offer best long term expected returns 

̶ Bonds are expensive relative to their fair value 

̶ Cash continues to offer the worst long term returns 

Summary 

The Strategic Asset Allocation (SAA) process aims to generate sustainable 

expected returns assumptions i.e. prospective long-run returns given current 

valuations over the long-term horizon (understood to be typically 7-10 years). 

For equities, the approach uses a version of the Gordon growth model which 

decomposes returns into the dividend yield, dividend growth with suitable 

adjustments. For bonds, the framework relies on the initial yield as a forecast of 

long-term returns. Allowance is also made for credit risk by making an 

adjustment for the cost of default. 

The graph below shows the latest long-term nominal return expectations for 

different asset classes against their long-term risk. These have historically 

provided accurate signals on the direction of markets over a seven-to-ten-year 

investment horizon. Expected volatility is worked out from the experience of the 

last 25 years, the maximum period over which we have common data. In 

general, equities and property offer the highest long-run return potential (5-7% 

for most markets) and the highest risk of the asset classes shown. The graph 

indicates that EM equities offer the highest prospective returns. The others are 

roughly similar with varying risk levels. Bonds offer low potential returns, for 

different degrees of risk exposure. As for investment-grade credit, sterling-

denominated issues offer the best risk-adjusted return prospects, while global 

corporates are priced to return around 0.84% less per annum. EM local 

currency debt offers an attractive long-term outlook with returns around the 

same level as equities – just over 6.5% per annum. Safe-haven government 

bonds continue to offer poor potential returns in an absolute sense. 

 

  

Long horizon 
predictability allows us 
to generate reliable 
return forecasts 

Equities offer the best 
long run expected 
return 

Collapsing yields & 
pervasive QE make 
bonds expensive 

FIGURE 97:  RISK VS RETURN SCATTER DIAGRAM 

 
Source:  Datastream, Aviva Investors 
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Bonds are expensive, Equities are cheaper 

This section considers the valuation backdrop for asset classes relative to their 

‘risk-free’ counterpart. To further explore our long-term outlook we evaluate the 

relative valuation of each asset class, using historical averages to estimate ‘fair 

value’ ranges. The graph below shows the resultant ‘ex ante’ risk premium for a 

range of assets, and shows this versus its fair value (estimated using long-run 

US market history).   

The risk premium for equities ranges from 1.6% to 7.4%, slightly higher than 

last quarter’s range. EM, UK, EU and Pacific ex-Japan are reasonably cheap. 

Japan singularly looks expensive on this basis. North America is roughly fair 

value. 

Global high-yield bonds (though based on a shorter history) are above their fair 

value range. Hard currency emerging market debt is slightly above fair value. 

Within corporates, risk premia is slightly above fair value in the UK and in line 

with fair value in the US and Eurozone. As an example of Eurozone sovereign 

risk, Italian government bonds appear cheaper than Germany on this measure, 

though default risk is very hard to quantify. Government bonds are generally 

expensive, apart from in the US. 

In summary, our analysis of potential risks and returns in various asset classes 

shows equities are cheap over the long term, especially compared with cash 

and government bonds. The table on the next page compares long-term risk 

and return assumptions between Q4 2015 and Q3 2015. 

 

  

Valuations can be 
unreliable during 
deflationary regimes 

Equities are still 
attractive compared to 
bonds 

FIGURE 98:   EX-ANTE RISK PREMIA VS LONG-TERM FAIR VALUE RANGE. 

Equities are above their long run ranges, barring Japan.  Bonds are generally below or in line with fair-value 

 
Source:  Aviva Investors, Datastream 
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Asset class

30/09/2015 31/12/2015 30/09/2015 31/12/2015

UK Equities 7.18% 7.04% 14.98% 14.91%

EU Equities 6.14% 5.90% 21.07% 21.00%

NA Equities 5.09% 4.97% 17.40% 17.34%

JP Equities 2.25% 1.94% 22.84% 23.10%

Pacific Equities 6.91% 6.57% 16.47% 16.41%

EM Equities (unhedged) 10.04% 9.66% 23.21% 23.19%

Global Convertibles 3.52% 3.46% 8.04% 8.01%

Gilts 2.12% 2.30% 5.58% 5.60%

UK Credits (Non-Gilts) 3.33% 3.41% 4.49% 4.47%

Global Corporate Bonds 2.49% 2.63% 5.12% 5.25%

Global Treasuries 1.08% 1.17% 6.22% 6.39%

Global Linkers 2.63% 2.74% 4.24% 4.46%

Global High Yield 5.63% 6.04% 11.49% 11.46%

EM Bonds (hard currency) 5.11% 5.16% 8.43% 8.56%

EM Bonds (local ccy) Unhedged 6.73% 6.77% 10.13% 10.20%

EM Linkers Unhedged 7.23% 6.82% 5.47% 5.83%

UK Property 5.20% 5.04% 11.33% 11.33%

UK Cash 0.58% 0.59% 0.35% 0.36%

Sustainable return Expected Volatility

Source: Datastream 
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Important information 

The information provided in this document and any appendices is confidential and should be used only for 

the purposes requested. Any material cannot, wholly or partly be copied, reproduced or provided to a 3rd 

party without the express consent of Aviva Investors. 

Unless stated otherwise, any sources and opinions expressed are those of Aviva Investors Global Services 

Limited (Aviva Investors) as at 31st July 2015. They should not be viewed as indicating any guarantee of 

return from an investment managed by Aviva Investors nor as advice of any nature. The value of an 

investment and any income from it may go down as well as up and the investor may not get back the original 

amount invested. Some of the information within this document is based upon Aviva Investors estimates. It is 

not to be relied on by anyone else for the purpose of making investment decisions. 

Nothing in this document is intended to or should be construed as advice or recommendations of any nature.  

This document is not a recommendation to sell or purchase any investment. It does not form part of any 

contract for the sale or purchase of any investment. 

Any forward-looking information contained herein is subject to certain inherent limitations.  Such information 

is information that is not purely historical in nature and may include, among other things, proposed or target 

portfolio composition, specific investment strategies and forecasts of future market or economic conditions.  

Any forward-looking information contained herein is based upon certain assumptions, which are unlikely to 

be consistent with, and may differ materially from, actual events and conditions.  In addition, not all relevant 

events or conditions may have been considered in developing such assumptions.  Accordingly, actual results 

will vary and the variations may be material.  Prospective investors should understand such assumptions 

and evaluate whether they are appropriate for their purposes.  This [document] may also contain historical 

market data; however, historical market trends are not reliable indicators of future market behaviour.  Aviva 

Investors is not under any obligation to subsequently update this information. 

The information contained on this document is believed to be accurate and current at the time of compilation 

and is provided in good faith. Aviva Investors does not accept any responsibility arising in any way (including 

negligence) for errors in or omissions from information contained in this document or for any loss or damage 

(whether direct, indirect or otherwise) suffered by the recipient of the information contained in this document, 

or any other person. 

The information contained in this document should be used as general information only. It has been 

prepared without taking into account any person's objectives, financial situation or needs. Before relying on 

any information contained in on this document, you should consider whether the information is appropriate to 

your particular objectives, financial situation and needs, and obtain professional financial, taxation and legal 

advice. 

ADDITIONAL IMPORTANT NOTICE FOR DIFC, DUBAI ONLY- This document is intended for distribution 

only to Persons of a type specified in the DFSA's Rules "Professional Clients" and must not, therefore, be 

delivered to, or relied on by, any other type of Person. This document is for the exclusive use of the persons 

to whom it is addressed and in connection with the subject matter contained therein. Distributed by Aviva 

Investors Global Services Limited regulated by the Dubai Financial Services Authority as a Representative 

Office with its address at Office 108, Al Fattan Currency House, DIFC, Dubai, UAE, and entered on the 

DFSA register under Firm Reference number F001481. The Dubai Financial Services Authority has no 

responsibility for reviewing or verifying this document. The Dubai Financial Services Authority has not 

approved this document nor taken steps to verify the information set out in it, and has no responsibility for it. 

Issued by Aviva Investors Global Services Limited, registered in England No. 1151805. Registered Office: 

No. 1 Poultry, London EC2R 8EJ. Authorised and regulated by the Financial Conduct Authority and a 

member of the Investment Association. Contact us at Aviva Investors Global Services Limited, No. 1 Poultry, 

London. Telephone calls may be recorded for training and monitoring purposes. 

 

Compliance code: RA16/0056/30042016 
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IMPORTANT INFORMATION: SINGAPORE, REPUBLIC OF CHINA (TAIWAN), AUSTRALIA, 
BRUNEI, HONG KONG, JAPAN, KOREA, MALAYSIA, NEW ZEALAND, THAILAND AND 
PEOPLE’S REPUBLIC OF CHINA 

Unless stated otherwise, any sources and opinions expressed are those of Aviva Investors Global 
Services Limited (Aviva Investors) as at 31st December 2015. They should not be viewed as 
indicating any guarantee of return from an investment managed by Aviva Investors nor as advice 
of any nature. Past performance is not a guide to the future. The value of an investment and any 
income from it may go down as well as up and the investor may not get back the original amount 
invested. Some of the information within this document is based upon Aviva Investors estimates.  

Issued by Aviva Investors Global Services Limited, registered in England No.1151805. Registered 
Office: No. 1 Poultry, London EC2R 8EJ. Authorised and regulated in the U K by the Financial 
Conduct Authority and a member of the Investment Management Association. Contact us at Aviva 
Investors Global Services Limited, No. 1 Poultry, London EC2R 8EJ. Telephone calls to Aviva 
Investors may be recorded for training or monitoring purposes. 

This document is being circulated by way of an arrangement with Aviva Investors Asia Pte. Limited 
and its subsidiaries Aviva Investors Securities Investment Consulting Co., Ltd. and Aviva Investors 
Pacific Pty Ltd (“Aviva Investors Asia”) for distribution to investment professionals only. Please 
note that Aviva Investors Asia does not provide any independent research or analysis in the 
substance or preparation of this document. Recipients of this document are to contact Aviva 
Investors Asia in respect of any matters arising from, or in connection with, this document. 

Aviva Investors Asia Pte. Limited, a company incorporated under the laws of Singapore with 
registration number 200813519W, holds a valid Capital Markets Services Licence to carry out fund 
management activities issued under the Securities and Futures Act (Singapore Statute Cap. 289) 
and is an Exempt Financial Adviser for the purposes of the Financial Advisers Act (Singapore 
Statute Cap.110). Registered Office: 1 Raffles Quay, #27-13 South Tower, Singapore 048583. 

Aviva Investors Securities Investment Consulting Co., Ltd., a company incorporated under the 
Company Law of the Republic of China with registration number 53097616, holds a valid Securities 
Investment Consulting Enterprise (SICE) License to carry out Securities Investment Consulting 
Service and other relevant business permitted by Financial Supervisory Commission, Executive 
Yuan, R.O.C. and provides permitted liaison and co-ordination services only. Registered Office: 
Room D-1, 24F, No. 7, Section 5, Xin Yi Road, Taipei 110, Taiwan. 

Aviva Investors Pacific Pty Ltd, a company incorporated under the laws of Australia with Australian 
Business No. 87 153 200 278 and Australian Company No. 153 200 278, holds an Australian 
Financial Services License (AFSL 411458) issued by the Australian Securities and Investments 
Commission. Business Address: Level 50, 120 Collins Street, Melbourne VIC 3000, Australia.  

 Compliance code: 20160127_02 


