
This document is for professional clients, financial advisers and 
institutional or qualified investors only. Not to be distributed, 
or relied on by retail clients.

The intelligence that guides  
our investment decisions

HOUSE 
VIEW

2017 Q4



CONTENTS
EXECUTIVE SUMMARY 5

KEY INVESTMENT THEMES AND RISKS 8

MACRO FORECASTS: CHARTS AND COMMENTARY 14

GLOBAL MACRO OUTLOOK AND ASSET ALLOCATION 17



This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients 3

Aviva Investors House View, Q4 September 2017 House View

HOUSE VIEW
The Aviva Investors House View document is a comprehensive 
compilation of views and analysis from the major investment teams. 

The document is produced quarterly by Aviva Investors investment 
professionals and is overseen by the Investment Strategy team. Each 
quarter we hold a House View Forum at which the main issues and 
arguments are introduced, discussed and debated. The process 
by which the House View is constructed is a collaborative one – 
everyone will be aware of the main themes and key aspects of the 
outlook. Everyone has the right to challenge and all are encouraged 
to do so. The aim is to ensure that all contributors are fully aware of 
the thoughts of everyone else and that a broad consensus can be 
reached across the teams on the main aspects of the report.

The House View document serves two main purposes. First, its 
preparation provides a comprehensive and forward-looking 
framework for discussion among the investment teams. Secondly, 
it allows us to share our thinking and explain the reasons for our 
economic views and investment decisions to those whom  
they affect.

Not everyone will agree with all assumptions made and all of the 
conclusions reached. No-one can predict the future perfectly. But the 
contents of this report represent the best collective judgement of 
Aviva Investors on the current and future investment environment.
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EXECUTIVE SUMMARY
GLOBAL ECONOMY ENTERS “GOLDILOCKS” PERIOD

Over the course of 2016 there was a broad-based, synchronised pick-up in global 
growth. That increased rate of growth has been sustained through 2017, and for the 
first time in six years the IMF has revised up its global growth projection for the year 
ahead (Figure 1). The pick-up in growth has come from a modest acceleration in the 
major developed economies, with the United States, Eurozone and Japan now all 
growing faster than the estimated potential rate of increase. While spare capacity has 
largely been eliminated in the US, monetary policy remains accommodative and growth 
therefore remains supported. In the Eurozone and Japan the recovery is less advanced 
and monetary policy highly accommodative. Amongst the emerging market economies, 
Chinese growth has stabilised after picking up in late 2016, supported by expansionary 
fiscal policy and continued rapid credit growth. That has supported growth in Asia 
and other regions that have China as a major export destination. The most notable 
improvement among emerging market economies, however, has been in Brazil which 
has finally emerged from a deep recession. A combination of economic and market-
based indicators suggest that global growth is likely to be sustained around current 
rates over the coming months (Figure 2). Looking further ahead, we expect global 
growth of 3½-3¾ per cent in 2017 and 2018, a modest upward revision to our previous 
expectations. 

With stronger global growth and the steady erosion of spare capacity, inflation pressures 
are expected to rise modestly. Following the collapse in headline inflation in 2014/15 
(after the sharp decline in oil prices), 2016 saw inflation rates head back towards 2 per 
cent in the major developed economies (Figure 3). While there has been some recent 
softening in those headline measures, particularly in the US, that is expected to be 
transitory. The risk of deflation has passed, and while it is unlikely that inflation will rise 
rapidly, the direction of travel should remain upwards so long as growth is sustained and 
monetary policy remains relatively accommodative. We expect US inflation to rise back 
to around 2 per cent by mid-2018, but see a more gradual increase in the eurozone and 
Japan. Inflation in the UK will probably peak next month, following the effects of the 
exchange rate depreciation in 2016, and should steadily decline thereafter.

The improvement in global growth, alongside modest inflation, has been accompanied 
by a marked decline in market volatility across a range of asset classes. Low market 
volatility has often been associated with low economic volatility and smaller than usual 
economic surprises. In the aftermath of the volatility that came with the financial crisis of 
2008, central bank asset purchases also acted to supress market volatility, with major risk 
events causing only a brief disturbance in financial markets, followed by a return to calm. 

Above-trend global growth 
expected to continue

Recent moderation in inflation 
expected to be temporary

Asset market volatility close to 
historical lows

Figure 1: Growth revised higher 
IMF have revised growth expectations higher for the year ahead

Figure 2: Synchronised global expansion
Higher growth rates to be sustained 

Source: Aviva Investors, IMF, Macrobond, as at 30 September 2017 Source: Aviva Investors, Bloomberg, Macrobond, as at 30 September 2017
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More recently we have witnessed low economic volatility and continued asset purchases 
by the European Central Bank (ECB) and the Bank of Japan (BoJ). It is therefore perhaps 
not that surprising that market volatility is low. In recent decades low equity market 
volatility has tended to be associated with periods of rising US policy rates. Indeed, 
the recent decline in equity volatility as measured by the VIX index, leaves the average 
since the Federal Reserve began raising rates in December 2015 broadly in line with the 
hiking cycles in the 1990s and 2000s. What is more unusual is the historically low level of 
interest rate volatility. The MOVE index – a measure of implied volatility in the US Treasury 
market – tends to be above its long-run average during hiking cycles (Figure 4). However, 
it recently fell to an all-time low. The low level of US fixed income volatility likely reflects 
a combination of continued quantative easing (QE) outside the US, the gradual pace of 
rate hikes since December 2015, the strong forward guidance from the Federal Reserve 
that the pace will continue to be gradual and market scepticism that even the Fed’s 
expectation of rate hikes will be delivered.

Looking ahead, it is possible that market volatility will remain low. Indeed, we have seen 
extended periods of low market volatility in the past. Our central expectation for robust 
global growth and moderate inflation should be consistent with a low volatility regime. 
However, it seems clear that the balance of risks is tilted towards increased volatility. The 
Federal Reserve has recently announced the start of the wind-down of their holdings of 
US Treasuries and mortgage-backed securities (MBS). We expect the ECB will announce 
a tapering of their asset purchases later this year, with a likely end to that programme 
in mid-2018. As central banks step back from these markets it is likely that term premia 
will increase and volatility could rise. Moreover, we expect a further gradual withdrawal 
of monetary stimulus in the US over the coming years, with one more increase in rates 
this year, and another two or three in 2018. That is well in excess of current market 
expectations and should it come to pass would likely result in increased volatility.

GLOBAL CONDITIONS SUPPORTIVE OF RISK ASSETS, BUT DURATION  
MORE CHALLENGED

With global growth surprising to the upside, reduced expectations of rate increases in 
the US and corporate earnings turning positive in most markets, global equity markets 
have performed strongly this year (Figure 5), led by emerging markets. We expect the 
global backdrop to continue to support equity markets, but are conscious of valuations 
becoming stretched in some areas. In particular, the positive re-rating of the US equity 
market has unusually come at the same time as the Federal Reserve has pursued tighter 
policy. That probably reflects that little of that tightening has flowed through into longer-
dated yields, and therefore not really tightened financial conditions. European and 
emerging market equities no longer look especially cheap, but relative to the US are more 

Risk of increased volatility as 
central banks reduce liquidity

We favour equities over bonds, 
but are conscious of stretched 

valuations in some markets

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

Figure 3: CPI inflation
Inflation stabilises

Sources: Aviva Investors, Macrobond, Merrill Lynch/Bank of America, as at 30 
September 2017

Figure 4: Market volatility at historical low
Equity and fixed income vol have fallen further
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attractive in terms of valuation. The recent underperformance of European equities has 
come at the same time as the euro has strengthened, dampening profitability for those 
companies with an international footprint. However, we think that there remains scope 
for European equities to re-rate higher.

Corporate credit spreads have tightened over the course of 2017, with investment 
grade spreads close to their lowest levels since the beginning of 2008. We remain 
cautious on the outlook for credit, with the risk that increased volatility could lead to a 
widening in spreads. Moreover, the “reach for yield” environment has seen increased 
issuance of riskier credit, such as covenant-lite bonds and leveraged loans. While these 
segments of the market do not currently pose a significant risk to the broader credit 
market, they do increase the vulnerability to future shocks. We continue to favour 
local currency emerging market (EM) debt over corporate credit, with improving 
fundamentals and a carry-supportive environment. 

Softer inflation outturns through the middle of 2017, particularly in the US, led to a 
decline in sovereign yields. Ten-year US Treasury yields reached their low for the year 
in early September, some 40bps down on the start of the year. However, more recent 
evidence of inflation reaching a local inflection point saw yields pick up to be little 
changed since our Q3 House View. As we expect US inflation to move steadily higher 
and the Fed to continue tightening policy, we see the balance of risk to yields being to 
the upside. That is supported by our view of gradual reduction in policy support in the 
Eurozone and other developed market economies moving towards a tightening bias. 
Indeed the two main policy surprises in recent months were the two rate increases at 
the Bank of Canada (BoC), and indications from the Bank of England (BoE) that they 
were closer to raising rates.

In foreign exchange markets, the dominant theme this year has been US dollar 
weakness (Figure 6). Compared to the US dollar, G10 currencies have returned around 
8-15 per cent (with Japanese yen the notable underperformer) while emerging market 
currencies have returned between 6-25 per cent.  In both instances, these represent 
the total return for these currencies, including the relative interest rate differential. As 
such, the weakening in the US dollar cannot be explained by changing relative interest 
rate differentials. Instead, the move seems to reflect a range of other factors that have 
raised US risk permia (such as domestic and international political factors), but also 
factors that have lowered risk premia elsewhere (e.g following the French election, the 
prospect of further integration in the euro zone and the benign global environment 
reducing risk premia in emerging markets). Looking ahead, we take a fairly neutral 
view on the dollar. We expect interest rate differentials to be supportive, but should 
the benign global environment persist, that high-yielding currencies will continue to 
benefit.

We are cautious on corporate 
credit, where spreads are tight, 
but more constructive on 
emerging market local  
currency debt

Duration is likely to be more 
challenged over the coming years

Global environment expected to 
support positive carry currency 
strategies

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

Sources: Aviva Investors, Bloomberg, Macrobond, as at 30 September 2017Sources: Aviva Investors, Bloomberg, Macrobond, as at 30 Sepbember 2017

Figure 6: Global currency performance (total return) vs US 
dollar (per cent change YTD)
US dollar weaker across the board
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KEY INVESTMENT THEMES AND RISKS
INVESTMENT THEMES

The Aviva Investors House View Forum brings together senior investment 
professionals from across all markets and geographies on a quarterly basis to 
discuss the key themes that we think will drive financial markets over the next 
two or three years. In so doing, we aim to identify the key themes, how we would 
expect them to play out in our central scenario, and the balance of risks. We 
believe that this provides a valuable framework for investment decisions over that 
horizon. In the September 2017 Forum we identified the following key themes:

1 Turning point for global monetary policy in sight

2 Market outcomes to be increasingly determined by fundamental factors

3 Expectations of sustained in�ation

4 Opportunistic Chinese reform

5 Peak �nancial regulation

Turning point for global monetary policy in sight

In the wake of the Global Financial Crisis (GFC), monetary policy-makers around 
the world assessed that an extended period of extraordinarily loose and 
unconventional monetary policy was warranted. The policy regimes that ensued 
dominated the investment landscape over the last decade but are now coming 
to an end. Looking forward, monetary policy drivers for financial markets are set 
to be very different as the long return journey to more “normal” policy settings 
is undertaken. Broad-based GDP growth has now returned and while there are 
some questions regarding the achievement of inflation targets, fears of ongoing 
deflation have all but vanished.

The Fed has already raised interest rates four times and expects to deliver one more 
hike this year, a further three in 2018 and something similar in 2019. Bond markets 
continue profoundly to doubt the Fed’s ability to deliver much more than two 
hikes in total over that period. Against the improved economic backdrop, other 
developed market (DM) central banks are considering their exit options. The ECB 
is likely to taper asset purchases soon before raising policy rates slowly in 2018. 
The BoE has signalled that ultra-low interest rates may no longer be appropriate 
and the BoJ is unlikely to extend policy stimulus. Other central banks in both the 
DM and EM universes have already raised rates modestly and are likely to continue 
along the normalisation path over the next two or three years (Figure 7).

1

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

Figure 7: Policy interest rate expectations

Sources: Federal Reserve, ECB, BoE, BoJ, SIFMA, Datastream as at 30 Sepember 2017

Figure 8: QE has absorbed most G4 bond issuance

Dashed lines: Sept 2017
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Market outcomes to be increasingly determined by fundamental factors

It is widely acknowledged that QE and very low interest rates provided significant 
boosts to many financial assets during the GFC. It is therefore understandable 
that there are concerns that the reversal of such stimulative policies will present a 
challenge to a range of asset prices (Figure 8). However, the withdrawal of policy 
stimulus is a direct result of improving macroeconomic conditions and that will 
allow financial asset valuations to become determined far more by fundamental 
factors rather than unconventional monetary policy. It could be reasonably argued 
that several equity markets around the world have already made – or are making 
– this transition, being underpinned by much better earnings expectations, again 
linked to improved economic outcomes.

While this is a welcome evolution, it does not mean there will not be bumps along 
the way. Sovereign bond yields had fallen to historic lows during and after the GFC, 
reflecting the collapse in GDP growth and inflation (and threat of deflation) and 
the plunge in policy interest rates. QE added to the downward pressure on yields. 
As all of these now reverse, yields will have to react. The latest signs are that they 
are reluctant to do so, largely because of scepticism over whether the recovery is 
sustainable. But if growth does continue and inflation returns, central banks will 
become less accommodative. If the world is truly getting better, markets will have 
to reassess where the risk free rate is and what the equilibrium real interest rate 
should be. The latter was probably negative in the GFC, but is now moving higher 
again. Rising term premia are an inevitable consequence, implying a downside risk 
to some equity markets that look expensive such as the US.

Expectations of sustained moderate inflation

Although the threat of deflation appears to have passed, after an initial rebound 
inflation has either fallen back somewhat or remained stubbornly low in several 
countries. Wage inflation has also returned more slowly than expected. These 
trends have led to conjecture that inflation has not yet been restored meaningfully 
and that policy should therefore remain loose for much longer. This argument will 
only be settled in time, but our view is that inflation is slowly returning and that 
inflation rates will move back to target in most countries (Figure 9). Moreover, 
recent inflation moves in some countries should not be over-interpreted: legitimate 
arguments can be made to explain much of recent weaknesses from one-off 
influences. Underlying trends may be slow-moving, but the direction of travel looks 
clear.

This is not to deny that the increasingly globalised nature of economies has borne 
down on inflation in recent years. That has clearly been a major influence, is likely 

2

3

Figure 9: Core inflation

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

Figure 10: Market-based inflation compensation and CPI
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to continue and should help prevent any nasty inflation outbreaks in the future. But 
it is unlikely to be sufficient to keep inflation sustainably below central bank targets 
in time. Subdued inflation in the wake of the GFC should be no great surprise. 
Ultimately, if inflation is generated by the pressure of demand on underlying 
supply, then the largest recession in the post-war period was bound to result in 
minimal inflation pressures until spare capacity was reabsorbed into productive 
use to meet recovering demand. That has been happening for a while now, but 
the process is incomplete. It is most advanced in the US but probably has further 
to go in Europe. Inflation does not look likely to take off anywhere at present, but 
markets’ scepticism about a sustained return to low, positive inflation (Figure 10) 
may be challenged over the next few years as the recovery continues.

Opportunistic Chinese reform

There was no repeat of 2016’s Chinese growth worries at the start of 2017 and 
indeed throughout the year so far. In fact Chinese growth has surprised modestly 
on the upside in each of the last three quarters (Figure 11). The better news has 
been partly due to the improvement in global trade over the last year. (Figure 12) 
But part has been due to earlier active policy stimulus from the Chinese authorities. 
China looks set to beat its 6.5 per cent GDP growth target for 2017, even if growth 
slows a little in the second half.

This has provided an opportunity for the Chinese authorities to take advantage of 
the benign economic backdrop and address concerns in other areas. In particular 
they may attempt to tackle excess leverage in key parts of the system and hence 
prevent the build up of bubbles and other debt-fuelled excesses, including the 
property market. The risk is that they miscalculate the degree to which they can 
reduce leverage and cause a growth undershoot. Should that happen, policy would 
be swiftly reversed. 

The October Party Congress is a key event and China will be keen to avoid any 
upsets before then. There is a perception that if President Xi can consolidate 
his power-base, that would signal further progress in reform and transition. 
Conversely, if old school party apparatchiks were to retain some control, there 
would a risk that China might embark on excessive reflation, culminating in 
bubbles and busts. From a financial perspective, stability in the Chinese economy 
should be assured as long as they can retain control over capital outflows. The 
opaque nature of Chinese data means that it will be difficult to discern any early 
warning signs of slowdown.

4

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

Figure 11: China: activity measures (y/y) Figure 12: China imports and PMI
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Peak financial regulation 

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

Reduced regulation is most likely in the US, where Trump’s administration has a 
stated goal to ease the regulatory burden and free up institutions to allow them 
to operate more effectively in the future. Trump may find it easier to push through 
initiatives in this area as most do not require legislative change. It remains to be 
seen whether other countries follow this lead. Across Europe there is less interest 
in a lighter regulatory touch, but there are some signs of a softening of their stance 
with regard to the final elements of Basel III which are expected to be phased in 
over the next two years. Lighter regulation could help offset some of the concerns 
regarding market liquidity. Figure 13 shows the Basel Committee’s estimates of the 
capital shortfall for the major banks if the Basel III requirements were fully phased 
in. Bank capital is now clearly assessed as adequate.

But it is unlikely to be a smooth transition and may take longer than expected. At 
the Jackson Hole conference in August, both Yellen and Draghi delivered warnings 
arguing against excessive loosening of regulations and roll-back of post-crisis rules, 
especially while monetary policy settings were still so loose, as they might be a 
threat to financial stability. Overall, peak regulation rather than lower regulation 
still seems the appropriate description.

5

Sources: Aviva Investors, Basel Committee on Banking Supervision, as at 30 September 2017

Figure 13: Basel III estimated capital shortfall,  
€bn, major banks

0

200

400

600

800

1,000

Ju
n-

11

De
c-

11

Ju
n-

12

De
c-

12

Ju
n-

13

De
c-

13

De
c-

14

Core equity Tier 1 Additional Tier 1 Tier 2

Ju
n-

14

Ju
n-

15

De
c-

15

Ju
n-

16

De
c-

16



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

Key investment themes and risks Aviva Investors House View, Q4 September 2017

RISKS TO THE HOUSE VIEW

ACCELERATION IN NATIONALIST AGENDA/TRADE TENSION

Worries at the start of the year focussed on possible Trump initiatives and troubling 
European election results. The latter have proved misplaced, although the Italian 
vote could still provide some difficulties. Risks of damaging trade protectionism 
measures and subsequent reprisals have reduced somewhat, partly because the 
Trump administration has back-tracked on a range of pre-election proposals and 
has been more conciliatory on some elements of international relations. World 
trade has continued to revive (Figure 14) but increased nationalism and insularity 
are still relevant themes. If Trump does not get his way on domestic policy, he could 
easily return to this arena with the “America First” agenda. All accounts of the 1930s 
report the lasting damage caused by such an approach, but that doesn’t mean we 
can’t re-visit it. Brexit could have important and damaging trade ramifications, but 
these will be more localised. In terms of global geopolitics, the threat of escalating 
tensions with North Korea spilling over into something more far more dangerous 
has risk, although remains relatively remote given the lack of viable military options 
open to the US.

SECULAR DECLINE IN GLOBAL GROWTH CONTINUES

In the aftermath of the global financial crisis, slower growth in labour supply 
and weaker productivity growth has led many to reduce their estimates of 
potential supply growth in the major developed market economies. For example 
in the US, potential growth is currently estimated to be around 1¾-2 per cent, 
compared to around 2½-3 per cent in the 1990s and 2000s, with a slower increase 
in the population of working age a significant contributor (Figure 15). Lower 
potential supply growth has also been associated with lower real interest rates. 
Looking ahead, there is a risk that the trend of the last decade continues or even 
accelerates, leading to an even lower growth, lower risk-free return environment.

CHINA GROWTH SLOWDOWN

As in many other countries the trend GDP growth rate in China is slowing. But 
China’s size and importance mean that both its growth rate and how the trend 
slowdown is managed will be watched very closely by financial markets and will 
have global ramifications. China is attempting to transition to a more open, service-
based economy (Figure 16). But the combination of the inexperience of its policy-
makers, their determination to micro-manage every detail of the economy and 
society, the devotion to growth targets and the strange demographics as a result 
of the one-child policy means that the scope for upsets and mistakes is significant. 
There have already been previous episodes of China growth worries that have 

Increased nationalism and 
protectionism are still threats

Secular slowdown could be 
sharper than anticipated

Smooth transitions are rare in 
economic development

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

Figure 14: World GDP and trade growth y/y

Sources: World Bank, OECD, Macrobond, Aviva Investors, as at 30 September 2017

Figure 15: US: Population of working age, 5-yr avg  
growth rate
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impacted global markets. It would be foolish to ignore the risk of more shocks in 
the future.

ACTIVE FED TIGHTENING

Financial markets continue to believe that the Fed will deliver nothing like its 
stated intention of seven 25 basis point hikes between now and the end of 2019. 
Indeed anything more than a couple would be enough to cause a reassessment. 
The Fed plans would be a major shock and could cause some painful adjustments 
in rates and other financial markets. The Fed will be only too aware of the last 
hiking cycle when the lack of a significant response of Treasury yields to initial 
hikes was characterised at the time as a “conundrum” (Figure 17). Many have 
argued that this contributed significantly to the boom which culminated in the 
financial crisis. The Fed will be very keen to avoid any repeat, meaning the risk of 
more active tightening is a very real one.

DEBT DE-LEVERAGING VULNERABILITIES

The low interest rates that have prevailed since the nadir of the GFC have, 
unsurprisingly, encouraged widespread borrowing that has taken debt to 
unprecedentedly high levels in many areas across the public and private sectors. 
As and when interest rates rise from these emergency levels, there are justifiable 
concerns that some holders of these liabilities will suffer and not be able to service 
their debts. The higher interest rates go, the greater the vulnerability. There 
are many potential areas of stress. US corporates, for example, have increased 
leverage significantly and there has been increased issuance of riskier credit, 
such as “covenant-lite” loans.  Any pressures would be worse if the Fed had to 
tighten aggressively. There are also localised issues, largely relating to housing, in 
countries such as Canada and Australia.

EUROPEAN CONVERGENCE

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

Markets may be 
misunderstanding Fed  
reaction function

Servicing high debts as rates rise 
may cause problems in some areas

Faster implementation of 
integration programme in Europe 
would surprise many

Figure 16: China: industry shares (current prices)

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

Figure 17: US Fed Funds and 10-year Treasury yield
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MACRO FORECASTS: CHARTS AND 
COMMENTARY

Underlying growth is set to accelerate through 2017. Having 
begun the year somewhat slowly, growth rebounded in Q2 and, 
absent the temporary drag on growth from recent hurricanes, 
looks set to continue to be above trend through to the end of 
the year. Households remain the key driver, with continuing 
gains in the job market, a steady rise in real disposable income 
and strong balance sheets supporting growth. Business 
investment has also picked up in recent quarters and will be 
an important contributor looking ahead, supported by loose 
financial conditions and positive sentiment. The biggest 
unknown on the growth front remains the potential for an 
expansionary fiscal package in the next six months.

Inflation has unexpectedly softened in recent months, as a 
number of one-off factors pulled it down by around 0.2-0.3pp. 
While those factors are likely to reverse when they drop out of 
the year-on-year comparison in 2018, other measures of core 
inflation, such as the trimmed-mean have also fallen, suggesting 
the softening goes beyond those one-off factors. Looking ahead, 
we expect core inflation to start rising again steadily, with 
stronger import prices pushing up on goods price inflation, and 
service inflation rising at a similar rate to in 2015/16. We expect 
the Federal Reserve to raise rates once more in 2017 and two or 
three times in 2018.

The combination of greater political stability and improved 
economic performance is a potent cocktail for the Eurozone. 
Elections in the Netherlands and France have concluded 
successfully, with the election of Macron especially adding to 
momentum for closer integration within the Eurozone. The 
German election saw Chancellor Merkel win again, albeit with 
a reduced share of the vote. We see the conditions in place for 
more favourable progress towards closer integration.

Annual GDP growth exceeded 2 per cent for the first time since 
2011, with domestic demand providing much of the impetus, a 
rare occurrence in Europe. Improving labour markets have been 
key, with falling unemployment boosting consumer sentiment 
and spending. Above-trend growth should continue in the rest 
of this year and next, although a slight moderation is to be 
expected – and is necessary over the longer run. The trend rate is 
probably no more than 1 per cent. Stronger growth is welcome 
for now, but it is appropriate that the ECB is considering its exit 
options. Stubbornly low inflation – because of spare capacity – 
means they are right to be cautious in their approach. We expect 
tapering of asset purchases soon, and modest rate hikes to 
follow in the second half of next year.

Figure 18: United States

Figure 19: Eurozone

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

Source: Bloomberg, Aviva Investors, as at 30 September 2017
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A large upside growth surprise for Q2 pushes up the 
average growth forecast for the entire 2017 possibly to 
above 1.5 per cent. For the first time since 2014, domestic 
demand, consumption and investment spending, has been 
contributing the lion’s share of growth. This is significant as 
in 2014 the growth spurt was driven more by the advent of 
Abenomics, while the latest surge comes in the absence of 
any large stimulus. Another positive development has been 
wages with employee compensation data suggesting that 
several years of labour market tightness is finally feeding into 
wage growth.

Meanwhile, there is little to suggest that the BoJ is any closer 
to achieving its 2 per cent inflation target than it has been in 
recent years. Yen appreciation, ongoing in real effective terms 
since mid-2015, is a powerful dampener on inflation and 
market inflation expectations, which makes any talk of an exit 
strategy from yield curve control look premature. 

The UK economy slowed noticeably in the first half of 2017, 
with weaker consumer spending and business investment the 
main explanation. The squeeze on real incomes from higher 
inflation has hurt households, while Brexit uncertainties 
have weighed on both them and businesses. Both of these 
headwinds to growth look set to continue for the rest of 
the year and into 2018, implying no meaningful pick up 
in growth. The Organisation for Economic Cooperation 
Development (OECD) now projects that the UK will be the 
slowest growing economy in the G7 next year. This last 
happened in 1991. 

Surprisingly, jobs growth has held up well and unemployment 
has not risen which provides some offset, but weak output 
growth has meant falling productivity, adding to downward 
pressures on wages. The BoE expected weaker demand 
growth, but has switched emphasis to negative supply-side 
shocks, diplomatically avoiding putting the blame solely 
on Brexit. The implication is that UK rates will need to rise 
earlier and it would now be a surprise if they did not move 
in November. But if demand remains sluggish, as we expect, 
then further hikes may be some way off. A weak economy 
is more vulnerable to shocks, so Brexit negotiations are critical.

Figure 20: Japan

Figure 21: United Kingdom

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

Source: Bloomberg, Aviva Investors, as at 30 September 2017
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A significant positive growth surprise for Q2 means that full-
year growth for 2017 is likely to be comfortably above the 
authorities’ target of 6.5 per cent. The strong growth backdrop 
has meant that the authorities can continue the ongoing 
regulatory deleveraging targeted at the shadow banking 
sector.  But as a result of the fading credit impulse, some growth 
moderation over H2 2017 is still likely. Even so, leading indicators 
such as the Li Keqiang index and prices of industrial metals 
suggest that growth momentum is likely to remain positive 
enough for the remainder of the year. The inventory cycle 
appears to be at the late-cycle restocking stage which is likely to 
support growth for the next few quarters or more. 

The reform agenda is likely to be the central focus of the 19th 
Party Congress in October. It is likely that the authorities will 
further embrace slightly lower rates of growth to enhance the 
quality and sustainability of the underlying growth.  Downside 
risks include a sharper slowdown in the housing market and, 
in a more extreme scenario, deleveraging induced accidents in 
the banking and shadow banking sectors and the related credit 
retrenchment to the wider economy. For now, these risks are 
likely to remain reasonably well contained given the proactive 
calibration of policy responses by the People’s Bank of China 
(PBoC) and other regulatory authorities. At the same time, given 
the progress in rebalancing away from industry and investment 
towards consumption and services, the quality of growth has 
improved and is probably more sustainable.  

BoC has hiked twice over the last quarter, with a 25bp in both 
July and September, so the policy rate now stands at 1 per 
cent. The cumulative 50bp hike has effectively undone the 
50bp of policy easing that the central bank put in place in 2015 
following the fall in oil prices. In their September statement 
the BoC remained positive on the growth outlook, highlighting 
the broad-based and self-sustaining nature of the recovery. 
Annual growth in 2Q17 rose to 4.2 per cent driven by consumer 
spending, which in turn has been supported by improving 
employment and income growth. Investment and net trade 
contributions to growth have also improved while growth has 
been less reliant on government spending. 

The housing market, which had been an area of concern for 
the BoC, appears to be cooling in some markets in response to 
recent changes in tax and housing finance policies. However 
continued high levels of household debt will remain in focus 
and are likely to temper the hawkish stance of the central bank. 
The BoC highlight that future monetary policy decisions are not 
predetermined and will be guided by incoming economic data 
and financial market developments. In particular they will be 
watching the evolution in potential growth and labour market 
slack. Inflation has ticked up recently but remains below the 2 
per cent target, while the recent improvement in wage growth 
should support underlying inflationary pressures..

Figure 22: China

Figure 23: Canada

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

Source: Bloomberg, Aviva Investors, as at 30 September 2017
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GLOBAL MACRO OUTLOOK AND  
ASSET ALLOCATION
LOW VOLATILITY REGIME, BUT GLOBAL MARKETS AT A CROSSROADS

 – Tighter money, stronger global growth, returning inflation

 – Risk-on/risk-off a thing of the past

 – Duration to be challenged, selective in equities

 – Eurozone equities, emerging markets preferred assets

Our economic outlook is one of broad-based, above-trend growth. We have 
modestly upgraded our expectations for global growth to 3½-3¾ per cent for 2017 
and 2018. Stronger global growth will further erode spare capacity, leading to a 
modest rise in inflation pressures. We expect US inflation to head back to around 
2 per cent by mid-2018, but its return will be more gradual in the Eurozone and 
Japan. Chinese growth has stabilised after picking up in late 2016, supported by 
expansionary fiscal policy and continued rapid credit growth. That has supported 
growth in Asia and other regions that have China as a major export destination. 
The most notable improvement among emerging market economies, however, has 
been in Brazil which has finally emerged from a deep recession. 

This year has been characterised by low market volatility across asset classes (Figure 
24). This is partly a consequence of continued quantitative easing and forward 
guidance policies from central banks. However, we think that the turning point for 
monetary policy is now here. The Federal Reserve has raised rates four times and 
begun the unwind of its asset holdings. The Eurozone is expected to start winding 
down QE at the start of 2018 and the Bank of England has indicated that it may 
raise rates soon. Others are likely to follow in coming years, including the Swedish 
Riksbank and the Reserve Bank of Australia. The recent example of the BoC is 
interesting in this context. The BoC removed their forward guidance and raised 
rates twice, leading to a sharp repricing across the Canadian rates curve. With 
medium-and longer-dated yields also rising materially, one way to read this is that 
with more uncertainty about the path of interest rates, investors are demanding a 
bigger risk premium to hold Canadian bonds. 

More central banks reach for 
the exit as global growth keeps 
delivering…

...but volatility regime remains low 
across asset classes.

Source: Move Index, BaML. The Merrill Lynch Option Volatility Estimate Index is 
a yield curve weighted index of the normalized implied volatility on 1-month 
Treasury options. As at 30 September 2017.

Sources: Aviva Investors, Bloomberg. As at 30 September 2017. Correlation on 
weekly returns between MSCI world and JP Morgan Global Agg bond Index

Figure 24: Fixed Income volatility dangerously low Figure 25: Global Equities vs Global Bonds rolling 
correlation
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Within our investment horizon, we are clearly in an environment where the next 
step for central banks in developed markets is higher rates rather than lower, albeit 
very gradually. When assessing the potential effects of this change, it is worth 
remembering the significant impact those unconventional policies have had on 
global markets. Indeed, while volatility across asset classes remains very low, we are 
seeing the unwinding of a decade of extremely easy monetary policy. This will have 
significant consequences for global markets. 

The volatility regime remains supressed across asset classes as investors gear 
towards improving fundamentals. One of the extraordinary features of the current 
cycle is the amount of liquidity still being created by central banks – notably the 
BoJ and ECB. The Federal Reserve has already begun the process of winding down 
its balance sheet, a process that will pick up pace over the next 12 months. That, 
in combination with the tapering of purchases by the ECB, should it go ahead 
as expected next year, is likely to be important for market volatility. One of the 
objectives of QE programmes was to force private sector portfolio rebalancing 
along the risk spectrum. This supported risk assets and supressed volatility. There 
is a risk that the volatility regime that accompanies the removal of liquidity will be 
materially higher. That said, it seems likely to us that volatility will remain muted 
over the coming months, provided that our central scenario prevails

It is widely acknowledged that QE and very low interest rates provided significant 
boosts to many financial assets. It is therefore understandable that there are 
concerns that the reversal of such stimulative policies will present a challenge to 
those same asset prices. However, the withdrawal of policy stimulus is a direct 
result of improving macroeconomic conditions and that will allow financial 
asset valuations to become determined far more by fundamental factors than 
unconventional monetary policy. It could be reasonably argued that several equity 
markets around the world have already made – or are making – this transition, 
being underpinned by much better earnings expectations, again linked to 
improved economic outcomes.

As far as cross-asset correlations are concerned, some of the changes we have 
identified in the previous quarters are persisting, or even deepening (Figure 25, 
Figure 26). We continue to look at the rise in dispersion as part of the ongoing 
market normalisation process. While the equity to bond correlation has moved 
sharply lower, we also see signs of changing correlations within equities. For 
example, that between emerging market and developed market equities has 
collapsed even more in the last few months. 

We observe different behaviour in credit and fixed income markets where yields 
this year have, if anything, pushed lower, and dispersion has been (and still is) 
extremely low. This is quite striking in the corporate credit space (as highlighted in 
the Q3 House View). Better growth fundamentals, a slow return of inflation and 
gradual removal of policy accommodation mean the path of least resistance for 

Unwinding a decade of 
extraordinary monetary policy...

…leading to a normalisation of 
the correlation matrix

Fundamentals to matter more 
going forward

Something has to give

Sources: Datastream, Aviva Investors. Indices used are MSCI EM and MSCI 
World. As at 30 September 2017.

Figure 26: Developed vs EM equities correlation
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Figure 27: Emerging market equities remain attractive
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Source:s Bloomberg, Aviva Investors. As at 30 September 2017

Figure 28: Value to outperform growth as curve steepens
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global markets is for higher yields. While we observe that valuations are not cheap 
in equity markets, and may now be expensive in some areas, we still find pockets 
of value and, crucially, we think that fundamental improvement underpin those 
valuations. Corporate earnings growth in the Eurozone for 2017 is set to be the 
strongest in years. Conversely, it is difficult to argue that much of the developed 
market sovereign fixed income universe is cheap, 

Overall, our global macro outlook leads us to prefer equities to bonds.  We 
continue to think that our central scenario is also favourable to emerging market 
assets. Within the equity universe, we are selective, in particular being cognizant of 
valuations. We prefer being underweight US equities, instead favouring Eurozone 
and emerging market equities, which will benefit disproportionately from the 
improvement in world trade (Figure 27).

In the Eurozone, the political backdrop is also now supportive at the same time as 
growth is establishing itself well above potential in most economies. We continue 
to think that, further down the road, convergence within the Eurozone is an upside 
risk to the asset class. Finally valuations remain attractive compared to the US. For 
many of the same reasons we favour Eurozone equities, we also favour the euro. 
Within emerging markets, robust global growth, improving domestic fundamentals 
and relatively gradual reduction of monetary accommodation in developed 
markets are all supportive. We also prefer being overweight on local currency 
debt in emerging markets, where real yields remain much more attractive than 
developed market sovereign debt. Emerging market hard currency debt provides 
a much less attractive risk-adjusted expected return. In terms of styles, our central 
scenario implies some outperformance of Value over Growth (Figure 28).

We see risks for developed market fixed income and therefore prefer being 
underweight nominal government bonds as well as corporate credit. In the 
sovereign bond space, our largest underweights are in Japan, UK and Eurozone 
which are expensive markets and most at threat of a repricing triggered by modest 
inflation pressures and changing monetary policy. We balance the sovereign asset 
allocation by maintaining a preference to be overweight US Treasuries, especially 
at the long end of the curve which should provide some protection should our 
central scenario prove to be wrong. We prefer to be short the Australian and the 
Canadian currencies as a way to protect against key risks  such as a sharp slowdown 
in Chinese growth (Figure 29). 

As DM central banks continue to unwind the monetary policy experiment of the 
last decade, fundamental drivers should re-assert themselves. More dispersion in 
global markets also means more opportunities for those investors who correctly 
assess the impact of the removal of extraordinary policies that have driven capital 
markets outcomes since the financial crisis. Global markets are truly at a crossroads, 
and we think investors should embrace those changes and position portfolios 
accordingly as normalisation progresses further.

Asset allocation implications: 
prefer equity to duration

Eurozone equities, emerging 
markets local currency debt 
among preferred assets 

Strong underweight on 
developed market fixed income, 
overweight US Treasuries to 
balance portfolio risk

Global markets at a crossroads as 
market structures inherited from 
the ‘QE decade’ are normalising

Sources: Bloomberg, Aviva Investors. As at 30 September 2017

Figure 29: China growth slowdown would benefit the AUD/USD

US
D

AUD/USD

0.60

0.65

0.70

0.75

0.80

0.85

0.90

0.95

1.00

35

55

75

95

115

135

155

Jan-14 Jul-14 Jan-15 Jul-15 Jan-16 Jul-16 Jan-17 Jul-17

Iron ore delivered to Qingdao, China (USD/tonne)
AUD/USD, rhs



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

Global macro outlook and asset allocation Aviva Investors House View, Q4 September 2017

Sources: Aviva Investors, as at 30 September 2017

Figure 30: Asset Allocation
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