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

The document is produced quarterly by our 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
Good fundamentals, bad politics

As the global economy enters the fourth quarter of 2018, it remains on track for 
another year of solid growth, likely to be just a little under 4 per cent. However, 
while that would be a similar growth rate to that achieved in 2017, the picture has 
become somewhat more uneven across countries and regions (Figure 1). Whereas 
growth accelerated in a broad-based and synchronised way in 2017, led by a sharp 
improvement in global manufacturing and trade, this year has seen an abatement in 
the common global growth driver, with domestic factors playing a more important 
role. In the United States, the tax cuts earlier in the year have boosted household and 
business spending, pushing already robust growth even higher. That improvement 
in growth came despite the continued gradual tightening in monetary policy. In 
the Eurozone and Japan, domestic demand growth has remained above potential 
and similar to 2017. However, the contribution from trade has weakened this 
year. Meanwhile growth in the United Kingdom has continued to soften since the 
referendum to leave the EU in 2016. The slowing in trade and resulting unevenness in 
growth appears, at least partly, due to a slower rate of growth in China and some other 
emerging market economies where financial conditions have tightened. We do not 
ascribe it to the imposition of tariffs by the US and China, which up to this point have 
not been large enough to have a material impact on global trade.

While growth has become somewhat more uneven, the above-trend pace has seen 
spare capacity continue to be eroded in all the major economies. In US, Japan and 
the UK the unemployment rate has fallen below the level reached in the years before 
the global financial crisis. While in the Eurozone recent gains have left it less than 1 
percentage point above the pre-crisis low. With labour markets tightening globally, the 
puzzle of weak wage growth in recent years may finally be resolving itself. While the US 
has seen a steady increase in wage growth over the past year, other regions have more 
recently seen a notable pick-up as well. Figure 2 shows the weighted average wage 
growth rate across the major developed economies rising to pre-crisis rates of increase. 
Stronger wage growth, alongside continued employment gains will serve to underpin 
consumption growth across the major economies. With robust corporate profitability 
and positive demand prospects, business investment should also continue to improve 
over the coming year. However, while fundamentals remain positive, the main risk to 
the outlook is a further intensification in the trade dispute between the US and China. 
The threat of both increased rates and a further broadening in the coverage of tariffs 
by the US (to potentially include all Chinese imports), and the potential for China to 
retaliate through both tariffs and quantitative measures, could move the direct impact 
on growth and inflation to something more economically significant. Should it spread 

2018 another good year for global 
growth, with US leading the way.

Labour markets have tightened 
noticeably and wage growth has 

finally begun to move higher.

Underlying demand growth 
remains robust, but is threatened 

by trade tensions.

Figure 1: Above trend growth, but expected to be  
more mixed in 2018
Deviation between GDP growth and trend rates in major economies 

Figure 2: Wage growth rising in major economies
Weighted average wage growth in US, EZ, Japan and UK  
over next two years

Source: Aviva Investors, Macrobond, as at 30 September 2018 Source: Aviva Investors, Macrobond, as at 30 September 2018
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beyond a bilateral dispute to something more global in nature, then our growth 
outlook would have to be revised materially lower and inflation moderately higher. 

Almost all Central Banks are now tightening policy

With growth expected to remain above trend this year and next in most of the major 
economies, and with inflation moving back towards Central Bank targets, the era of 
highly accommodative monetary policy is drawing to a close. The US is clearly in the 
lead in that process, having already raised rates eight times (200bps) since the end of 
2015. But other developed market Central Banks have also begun raising rates more 
recently as well. Still others have halted or reduced the extent of unconventional 
monetary policies (QE) or announced their intention to do so. The Bank of Canada has 
raised rates twice this year, while the Bank of England also hiked rates in August, while 
the Norges Bank followed suit in September. Looking ahead, markets are priced for 
policy rate increases across the developed market economies over the next two years 
(Figures 3 and 4). 

In the emerging market economies, policy has also been shifted to a tightening bias, 
in some instances in reaction to sharp currency declines. That has followed increased 
pressure on the more vulnerable emerging markets, particularly those with large 
dollar-denominated liabilities, from higher US rates and a stronger dollar. The notable 
exception has been China, where domestic monetary conditions are more impacted 
by reserve rate requirements, which have been eased this year. Nevertheless, the 
tightening in global liquidity, led by the US (where the Federal Reserve has also begun 
shrinking its balance sheet), is likely to result in increased market volatility as more 
leveraged, expensive and vulnerable markets become exposed.

Periods of rising interest rates (or tighter monetary policy more generally) can be 
challenging for financial markets. This must be especially true after the extended 
period of ultra-low interest rates that has prevailed since 2008/09. While it is true that 
policy is being tightened because economic conditions have improved, it remains the 
case that the era of “easy money” is ending and that is a headwind that financial assets 
will have to face. There is a natural tension between better macroeconomic prospects 
on the one hand and tighter financial conditions on the other. And this may be more 
of a strain for some assets than others. Even if there were no other concerns, there is 
no guarantee of a smooth ride through these adjustments. However, there clearly are 
other worries. Trade tensions are, of course the main ones. But we have highlighted 
that the likely end of the low-volatility regime also has the capacity to disrupt. Indeed, 
we have already seen examples of this, but so far it has been localised.

Growth and inflation dynamics 
mean era of ultra-loose policy is 
coming to an end.

Headwinds to face even without 
trade tensions.

Figure 3: Tighter global monetary policy
Developed markets

Figure 4: Tighter global monetary policy
Emerging markets

Source: Aviva Investors, Macrobond, as at 30 September 2018 Source: Aviva Investors, Macrobond, as at 30 September 2018
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While we remain constructive on the fundamental outlook, the downside risk 
over the coming months from increased trade tensions has made us somewhat 
more cautious on the near-term outlook for risk assets (Figure 5). As such, we are 
close to neutral in our view on equities, moderately favouring US, European and 
Japanese markets over the UK and emerging markets. Should trade tensions subside 
over the next few months, we would be looking to move to a more overweight 
position on equities. While we are more cautious on equities, we continue to prefer 
a material underweight in government bonds, with a similar view across the US, 
Japan and Europe. We expect inflation dynamics will continue to favour higher 
rates, both at the short and long-end, with the latter also likely to move higher 
on increases in global term premia. Amongst the developed markets, Australia 
and Canada are preferred overweights. In credit, we see global investment grade 
valuations as unattractive at current levels, and are also underweight high-yield. 
While we certainly do not expect a recession over the next couple of years, spreads 
are historically tight and duration risk is material. In emerging markets, both hard 
and local currency valuations have improved in recent months, but in most cases 
for justifiable reasons. As such, we are overall neutral in our outlook for emerging 
market debt, with a need for selective exposure to the more robust economies. 
Finally, we are modestly underweight G10 and emerging market currencies against 
the US dollar, which we expect to continue benefiting in the near-term from US 
economic outperformance, rising interest rates and trade war rhetoric.

Greater caution warranted, but 
equities still favoured over bonds.

Underweight Overweight

Equities 

Nominal Government 

Credit 

Cash

Currencies (funded by USD)

Figure 5: Asset allocation summary
Close to neutral on equities, underweight bonds

Source: Aviva Investors, as at 30 September 2018
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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 2018 Forum we identified the 
following key themes:

1 Strong growth fundamentals

2 Sustained inflation

4 Tighter monetary policy

5 Expected end of the ultra-low volatility era

3 Trade tensions

STRONG GROWTH FUNDAMENTALS

It is generally accepted that the current global expansion began around the spring 
of 2009. It is therefore almost a decade old, making it one of the longest post-war 
upturns. Aggregating world GDP is not simple, but using US data is a reasonable 
benchmark as cycles are generally closely aligned. The average length of US upswing 
since 1945 has been 5½ years, but if the “stop-go” episodes (pre-1980) are excluded, 
it is more like 8½ years (Figure 6). Such comparisons have persuaded several 
commentators to characterise the present situation as “late-cycle”. While this is self-
evidently true on the basis of time elapsed, in our view it is not an especially helpful 
or useful description. In the past there was usually a very close correspondence 
between movements in interest rates and the business cycle. But the recent 
experience has been unique and has included an extended period of ultra-loose 
monetary policy that has never been seen before. This time really has been different.

Partly as a result, there is no reason that the robust global growth that we have 
witnessed in recent years cannot continue for some time yet. We expect global GDP 
to rise by close to 4 per cent in both 2018 and 2019, similar to projections made by 

1

Source: Aviva Investors, Macrobond, as at 30 September 2018

Figure 6: US GDP growth and NBER recessions

Source: Aviva Investors, Macrobond, IMF, as at 30 September 2018

Figure 7: Global growth and IMF forecast
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the IMF in July (Figure 7). This comprises growth in the developed world of around 
2¼ per cent and in the emerging nations of close to 5 per cent. Alongside the return 
of sustained positive inflation (see below), this has required Central Banks (CBs) to 
move interest rates higher or signal their intention to do so. But they are tightening 
policy very slowly, allowing the cycle to be extended. The global expansion is still 
widespread, but has recently become incrementally less synchronised, with the US 
accelerating, while Europe and Japan have slowed slightly. Growth has also become 
less even in some emerging and developing economies. These developments need 
watching, but for now the theme of ongoing growth is the dominant one.

SUSTAINED INFLATION

One of the fears in the aftermath of the Global Financial Crisis (GFC) was that very low 
(even negative) interest rates and the poorly understood “printing of money” implied by 
Quantitative Easing (QE) would lead inevitably to runaway inflation. It didn’t happen. 
Rather, deflation became a far greater threat, especially in some geographies. Central 
Banks’ extreme actions represented a bold attempt to ward off that risk. Memories of 
the Great Depression warned them that if deflation took root, it would cause great 
economic pain and could be hard to shift. Far better to take supposed upside risks with 
inflation which, it might be argued, they knew how to deal with. In fact, conditions 
of excess supply meant that inflation remained quiescent in most places (some in 
particular) for much longer than expected. But as demand has recovered it is now 
making a belated comeback.

This trend is unsurprisingly most advanced in the US where the economic recovery 
is most advanced. There, the additional boost provided by Trump’s fiscal stimulus is 
ensuring well above-trend growth at a time when the economy is operating close to full 
capacity. The result is ongoing, but as yet modest, inflationary pressures in product and 
labour markets. But inflation has returned elsewhere too. Although there is an energy 
price element to the latest increases around the world, inflation rates in most developed 
markets are now at or above target, typically around 2 per cent (Figures 8 and 9). 
These developments have helped cement in agents’ minds the notion that inflation is 
back and here to stay, a conclusion that can become self-fulfilling. There are still some 
places where inflation has returned less convincingly, but generally this has been where 
the recovery post-GFC has been weaker. If above-trend growth continues, as looks 
likely, inflation will move higher in time. It may well be the case that in today’s inter-
connected, tech-heavy world, inflationary outbreaks like those seen in the past are much 
less likely. But a low, positive inflation environment looks the most probable backdrop 
over our investment horizon.

2

Figure 8: G7 weighted average headline CPI inflation Figure 9: G7 weighted average core CPI inflation

Source: Aviva Investors, Macrobond, as at 30 September 2018
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NB: The top 3 highest conviction concerns were Eurozone debt crisis in 2011,  
China hard landing in late 2015 and Trade Wars in the summer of 2018.
Source: Aviva Investors, Bank of America Merrill Lynch, as at 30 September 2018

TRADE TENSIONS

There is no doubt that trade tensions have become markedly worse in the last three 
months (Figure 10). They have been focussed on US-China relationships, underpinned by 
Trump’s determination to change the way that China operates. While there are genuine 
grievances here, tariffs are a blunt instrument. Moreover, the US is not the only super-
power – China is unlikely to simply roll over and give in to US demands and has plenty 
of clout of its own. It is important to distinguish between the bilateral spat concerning 
China and the US – of course it can be described as a trade war between them, but that is 
not the same as a global trade war. That is not to say that one cannot yet develop. After 
all, Trump’s language and record on diplomacy and common sense can cause and have 
caused flare ups in many different arenas (see the Risks section).

The immediate effects of tariffs and the trade dispute are not immaterial, but neither 
are they a macro-economic game-changer as yet. On the basis of the measures so far 
announced, we estimate that global growth may be lower by perhaps 0.25 percentage 
points and inflation higher by a similar amount. But there is always the risk of further 
escalation – indeed Trump has already highlighted possible areas of future conflict such 
as an extension of tariffs to areas that could impact more widely – for example auto tariffs 
(Europe and Japan). There is also the very real danger of negative feedback loops: the 
toxic environment created by tariffs has already affected financial markets significantly 
in 2018. If business sentiment falls as a result, real economic variables – investment and 
employment for example – could be next. Finally, it should not be forgotten that Trump 
can move from aggression and bluster to self-proclaimed deal successes very quickly.

TIGHTER MONETARY POLICY

Over the next few years we expect most Central Banks around the world to continue to 
follow the lead of the Fed and slowly end the period of exceptionally loose monetary 
policy. “Unconventional” policies (QE and the like) have already been wound down or 
stopped in several nations and others are using “forward guidance” to indicate that 
they will not be there for ever. However, this hiking cycle – if it can be called that – will be 
rather different from those in the past. To borrow the Bank of England’s language, rate 
rises are going to be “at a gradual pace and to a limited extent”. Nevertheless, an era of 
gently rising interest rates is set to characterise the investment backdrop over the next 
two or three years and that is a very different environment to the one that has prevailed 
on and off since 2008 (Figure 11).

3

4

Source: Aviva Investors, Macrobond, as at 30 September 2018

Figure 11: Policy interest rates in the developed worldFigure 10: Bank of America Merrill Lynch Fund  
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Source: Aviva Investors, Macrobond, as at 30 September 2018

Figure 12: United States, actual Fed Funds rate and 
estimated neutral rate

The caution shown by CBs in withdrawing stimulus is justified and understandable. The 
legacy of the GFC is still visible in many areas, but they are right to be trying to normalise 
policy, even if it is to a new normal. We expect the Fed to raise US rates once more this 
year and three more times in 2019 which will take them back towards neutral, although 
there is a lively debate as to where that is, both across and within countries. Estimates of 
the neutral rate vary greatly. The neutral rate has probably fallen in recent years, but the 
actual rate is still some way below it (Figure 12). The ECB plans to stop asset purchases 
by the end of this year, but is not expected to raise rates until the autumn of next year. 
The Bank of England has hiked twice and intimated that further increases will come. All 
is dependent on a smooth Brexit process which is not certain. Normalisation in Japan 
may take longer, but an upward bias over the medium-term is still likely. 

EXPECTED END OF THE ULTRA-LOW VOLATILITY ERA

Whilst last year saw a collapse in equity volatility to historically very depressed levels, 
recent weeks have seen volatility across core rates markets fall to multi-decade lows.  
US 10-year yields, for example, have recently recorded their lowest three-month realised 
volatility since 1979 (Figure 13). Periods of low asset price volatility are common during 
times of economic expansion and while we see no evidence of a notable slowing in 
global growth, which is the usual prerequisite for a structural and sustained elevation in 
cross-asset volatility, different asset classes are following a typical pattern of bottoming 
or gently rising volatility as the economic cycle matures. In core asset markets we 
therefore expect that ultra-low levels of equity volatility reached last year are unlikely 
to be retested and that volatility of other assets will either bottom or continue to grind 
higher. This is a natural process over time and one that might occur even if the cycle 
were to show no sign of slowing.

The US is further through its economic cycle than other global economies and the 
tightening in policy rates that is appropriate to it will also continue to have a variety of 
knock-on effects to other economies across the world. This has been acutely seen so 
far this year in certain Emerging Market countries, such as Argentina and Turkey, which 
have witnessed extreme levels of currency and rates volatility. Such pressures will likely 
underpin asset volatility in these markets, whilst Trade War risks also have the potential 
to keep volatility elevated in some regions, particularly if such risks begin to  
impact growth.
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Figure 13: 60-day realised volatility
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Source: Aviva Investors, Macrobond, as at 30 September 2018

RISKS TO THE HOUSE VIEW

US EXCEPTIONALISM

The risk of a more damaging trade war has intensified as Trump belligerence has grown. 
Some of his antagonism is related to the US mid-term elections in November (tariffs poll 
quite well across the political spectrum) and therefore could possibly fade in time. But 
part may be a more fundamental and worrying element of the Trump doctrine. The US 
has paid lip service to re-establishing a level global playing field in terms of international 
relations (including trade). But Trump’s actual agenda might be far more insular and 
parochial. His true ambition could be to reassert the US’s position as global economic 
and political powerhouse, whatever the cost. Populism and inward-looking nationalism 
have not been confined to the US in recent years, but this development would be a much 
more significant one (Figure 14).

CHINA SLOWDOWN

During the 2015/16 scare, China slowdown was the single most important worry 
for investors. There has been an extended period of calm since then despite the 
intensification of trade tensions and a 30% drop in China’s equity markets. But upside 
growth surprises are unlikely to continue: a secular slowdown in China is inescapable 
in coming years (Figure 15). The key is how it is managed and whether investors have 
accepted that it is an inevitability and need not be feared. No country has been through 
the transition from emerging to developed economy without bumps along the way. 
China’s policy-makers are inexperienced and determined to micro-manage every detail of 
the economy and society. Mistakes will be made. China is now a major world player and 
any growth concerns or policy errors have the capacity to rattle world markets.

FED ACCELERATES

Many commentators believe that inflation is “yesterday’s problem”. In comparison with 
the inflationary 1970s and 1980s, this may be true thanks to the institutional frameworks 
in place and the more open global economy (Figure 16). After the experience of the GFC, 
most CBs seem willing to trade off the danger of inflation moving above target against 
that of growth stalling or slowing disturbingly. The risk is that rising inflation becomes 
entrenched while growth stays solid, obligating rate-setters to hike more aggressively. 
This is most likely in the US where inflation is already very close to target (and rising), but 
where financial conditions are still historically loose. An environment where the Fed is 
trying actively to slow growth would be a major change for markets.

Concerns about Trump's longer-
term America First agenda.

China is expected to slow 
gradually.

Any re-emergence of inflation 
worries could change Fed's 
reaction function.

Figure 14: Average tariff rate on goods imports

Source: Aviva Investors, Macrobond, as at 30 September 2018

Figure 15: China annual GDP growth and IMF forecast
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DEBT SERVICING STRAINS

Periods of rising interest rates reveal where debts taken on when rates were low have 
become most onerous. Although there was significant “de-leveraging” in key areas 
during and after the GFC (Figure 17), the extended period of super-low borrowing 
costs that followed will have encouraged some companies and households to take on 
excessive debts. It is only when rates rise that such vulnerabilities are exposed and that is 
the regime that we are now entering. The main areas of obvious concern are those that 
we identified three months ago: some US corporates, emerging markets that rely on US 
dollar funding, peripheral G10 property markets and the most indebted Governments. 
But these episodes always throw up surprises.

LIQUIDITY CHALLENGES

10 years on from the collapse of Lehman Brothers, financial authorities around the world 
have put in place a swathe of regulatory requirements that aim to ensure such an event 
cannot happen again. While all such intentions are entirely laudable of course, there is 
a danger of creating negative and unwarranted consequences. The prevention of some 
of the more esoteric investment bank practices may have the unintended (but largely 
inevitable) consequence of removing key market makers and thereby reducing liquidity 
and of compromising the smooth operation of crucial markets. There are risks that more 
markets will be adversely impacted as regulations are introduced and as agents comply.

Higher rates will expose 
vulnerable debtors.

Liquidity problems may be more 
prevalent in the post-crisis world.

Figure 16: US: Actual and expected inflation

Source: Aviva Investors, Macrobond, as at 30 September 2018 Source: Aviva Investors, Macrobond, as at 30 September 2018

Figure 17: US, EZ, Japan and UK sectoral debts as % of GDP
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MACRO FORECAST CHARTS AND COMMENTARY

The US is expected to grow well ahead of potential this year, 
at around 3 per cent, boosted by the personal and business 
tax cuts. Strong growth fundamentals have continued to drive 
gains in employment, with the unemployment rate expected 
to fall further to historic lows. Wage growth has picked up, 
after a long period of stability, to around 3 per cent. We 
expect further wage gains as the labour market tightens. 
There has also been a pickup in inflation, with core PCE now 
close to the Federal Reserve’s target of 2 per cent. We expect 
it to move above target in the coming months. The Fed is 
expected to continue to raise rates at a steady pace, with one 
more this year and another three hikes in 2019. The broader 
impact of tariffs implemented so far is likely to be limited, with 
growth at most a few tenths weaker over the next year and 
inflation a couple of tenths higher than would have otherwise 
been the case.

GDP growth slowed noticeably in the first half of 2018 and 
the rest of the year is not likely to see any improvement 
according to leading indicators. But a slowdown from last 
year’s stellar pace of growth was always likely and probably 
desirable as capacity buffers are coming into view. Headline 
inflation is finally at target and although core inflation 
remains stubbornly low (c. 1 per cent), the ECB has been 
encouraged by the drift up in wages across the Eurozone 
which should feed through to inflation more generally in 
coming months. Nevertheless, they remain relaxed about their 
tightening time table, perhaps signalling that they would 
happily accommodate modest inflation overshoots.

UK growth did improve in Q2 (+0.4 per cent) after the weak Q1 
and something similar looks likely in Q3. That may be enough 
for the Bank of England to retain its modest tightening bias, but 
risks are skewed to the downside. The cloud of Brexit continues 
to loom large, is clearly hitting business and consumer 
sentiment and threatens investment and employment increases 
in the future if the mood deteriorates further, as looks entirely 
possible. Inflation stopped falling over the summer, but a 
renewed down trend should resume in coming months. 
Subdued growth and lower inflation is not a combination that 
requires higher interest rates at this stage, even allowing for the 
UK’s poor supply-side picture.
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Figure 18: US

Figure 19: Eurozone

Figure 20: UK

Source: Bloomberg, Aviva Investors, as at 30 September 2018
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The strong growth recovery in Q2 confirms that the Q1 
stumble was in large part due to temporary factors. Strong 
wage growth is a bright spot, though pass-through to core 
inflation is far from guaranteed. Therefore, further policy 
tweaks by the BoJ look unlikely for the time being. While 
the global environment is less favourable and net exports 
have been a drag, domestic demand can continue its good 
run. Rising incomes, front-loading of spending before next 
year’s consumption tax rise and solid capex momentum 
remain supportive of domestic demand.

Figure 22: Japan

Figure 23: Canada

Source: Bloomberg, Aviva Investors, as at 30 September 2018

Source: Bloomberg, Aviva Investors, as at 30 September 2018

Source: Bloomberg, Aviva Investors, as at 30 September 2018
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Tighter credit in its effort to deleverage and curb excess 
capacity had the desired effect. Though the 1.4 per cent 
Q1 GDP print still spooked some observers, the  
1.8 per cent recorded in Q2 and leading indicators show 
a continued stabilisation. Inflation is being pushed up 
by commodity prices, and the weaker exchange rate 
should also feed through to imports. The main impact of 
tariffs in the trade conflict with the US will begin to be 
felt in Q4, and possibly intensify next year, and challenge 
policymakers to stimulate domestic demand and offset 
the negative impact of the external sector. Credit and 
fiscal measures are more likely than interest rate cuts or 
further FX manipulation. 

Figure 21: China
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In common with other countries Canada saw a weak Q1 
GDP reading (1.4 per cent annualised) followed by a solid 
rebound in Q2 to 2.9 per cent. The star performer was 
exports although household spending also recovered, 
helped by the continuing resilience of the labour market, 
while investment expenditure growth slowed again. 
Meanwhile, headline inflation hit 3 per cent in July, 
although core measures have been steady at just under 
2 per cent. The BoC is expected to raise interest rates 
once more this year and retain a tightening bias in 2019. 
Looking ahead, the main concern is the outcome of trade 
negotiations with the USA, but if that can be resolved 
satisfactorily, GDP growth of around 2 per cent can be 
expected. 
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GLOBAL MARKET OUTLOOK AND  
ASSET ALLOCATION

 – Protecting capital as risk events cast a cloud over healthy 
economic fundamentals 

 – Capital flow dynamics favour US over non-US assets

 – Sell-off in Emerging Markets creates opportunities  
down the line

Markets challenged by risk events despite solid economic fundamentals

The central case for the House View remains one of global economic expansion, 
albeit a less synchronised one than in 2017. Reflation is leading to less monetary 
accommodation in developed markets, with the Federal Reserve (Fed) leading the way. 
As the rate hikes we expect are not priced in, a higher, flatter yield curve and stronger 
dollar are trends that should continue. This is a positive business environment, but trade 
tensions and political events add considerable headwinds especially across Asia, Europe, 
and Emerging Markets.

With capital preservation in mind, we have further reduced our overall risk view for 
the coming months. We view this move as a temporary one given above-trend global 
growth and our expectation of US and Rest-of-World (RoW) economic divergence 
to stabilise. However, political uncertainty emanating primarily from the US in the 
form of various types of economic confrontation has led us to take a more cautious 
stance and favour more risk-reducing strategies (such as being long US dollars against 
Asian currencies) more so than during times in which fundamentals can play out in an 
uninterrupted fashion. 

Double-digit global earnings growth and a broad-based de-rating of equity multiples 
year-to-date (Figure 24) against a solid economic backdrop (Figure 25) set the stage for 
positive equity market returns ahead, in our view. Our bias is thus to add to market risk if 
tensions around trade conflicts ease. 

Capital repatriation favours US 

US asset outperformance has been one of the dominant topics in markets this year. We 
view the reasons for this theme as embedded in US economic outperformance, steadily 
lower opportunity costs when investing in the US, and capital being allocated to the 
party exhibiting the stronger hand in economic conflicts of all kinds. 

Global economic expansion faces 
headwinds from trade tensions 

and politics.

Source: Aviva Investors, Thomson Reuters Datastream, as of 30 September 2018

Figure 24: De-rating of equity markets year-to-date

Source: Aviva Investors, Bloomberg as at 30 September 2018

Figure 25: Global expansion supports equities
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In equities space, the US has delivered low double-digit total returns year-to-date, 
thereby outperforming the Eurozone and Japan which are both marginally up since 
beginning of year. Emerging markets (EM), the main underperformer this year, have 
seen severe drawdowns driven to a large extent by US dollar strength. Likewise, 
the trade weighted USD appreciated by roughly 5 per cent and US High Yield (HY) 
outperformed other credit sectors. 

The slowing of global economic growth momentum coupled with divergence across 
regions, whereby the US acceleration outpaces the rest of the world, is less supportive 
for more cyclical regions but more supportive for well-diversified and domestically 
oriented counties, such as the US. We expect this environment to continue, albeit at 
lower intensity. Further, a shrinking yield differential between the US and EM (figure 
26) has made the risk-return trade off in the US more attractive and reversed some of 
last year’s carry-seeking trades. Our expectation for the US to lead the way in terms of 
monetary policy normalization remains in place and we view the market pricing for the 
Federal Reserve’s interest rate path as underestimating the pace at which we see the Fed 
hiking rates. Figure 27 shows that the market currently expects approximately 2 hikes of 
25bps until the end of 2019; we expect 4 hikes. Any re-pricing on behalf of the market 
towards higher rates should be supportive of higher US yields more generally and the 
US dollar. Lastly, trade tensions have long been a risk to and a theme of our House View 
and are expected to remain periodically a dominant feature.

Taken together, we expect the stronger dollar regime to remain in place for now and 
are only very selectively exposed in EM asset classes as they remain most vulnerable to 
tighter global liquidity. At the same time, given our view on the Fed and a benign global 
economic outlook, we continue to favour short duration positions across regions.

Sell-off in Emerging Markets creates opportunities down the line

Emerging Markets have, across asset classes, seen a violent sell-off year-to-date, which 
can only partly be blamed on trade tensions. The cases of Turkey and Argentina 
highlight the risks of neglecting reform, building up balance of payments and financing 
risks, and losing market confidence. 

A lessening in fundamental headwinds—as well as a more benign US approach to 
trade, even if no outright reversal of measures imposed—are consequently some of 
the signposts we are looking for in order to enter the asset class more broadly. In the 
meantime, being selective is the most sensible approach, especially within over-sold 
spread, rates, and EM FX markets. 

Valuations are undoubtedly improving, but while more attractive now, they are in 
aggregate not yet compelling enough. To put into context, the sell-offs year-to-date 

US equities and HY credit have 
outperformed, alongside dollar 
strength.

Source: Aviva Investors, Bloomberg as at 30 September 2018

Figure 26: EM yields had narrowed relative to DM
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Figure 27: Our forecast is for four 25bps hikes by end-2019
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Higher rates from the Fed will 
push up US Treasury yields.

Emerging Markets have been 
punished and valuations have 
improved.
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Figure 28: EM downturns have been more severe  
than the current episode
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have been large in terms of magnitude but are on balance below the average seen 
throughout the most severe EM crises in recent history and far off the worst-case 
episodes (Figure 28). This gives some idea of further downside in case an escalation in 
trade wars or faster US rate hikes – our risk scenarios – materialise. 

Asset Allocation Views

The main changes to our asset allocation views this quarter have been a slight reduction 
in the equity risk and a small increase in our long USD bias versus a range of currencies. 
Our overall allocation to government bonds remains underweight – we hence currently 
prefer to take risk via short duration as opposed to long equity risk. Credit remains in 
aggregate underweight given comparably expensive valuations. 

Our long held cautious stance on Australian assets, because of domestic vulnerabilities 
coupled with Australia’s high sensitivity to EM stress, has played out well. With little 
priced in terms of RBA rate hikes and slim chances of rate cuts, and Chinese fiscal and 
monetary stimulus working through the real economy with a lag, we expect that most 
of the adjustment in terms of a weaker currency and bond yields has materialized. 

We are largely negative on other government bonds, expecting the UK’s low real and 
nominal yields to be pulled upward over time by BoE hikes, though Brexit worries add 
noise and two-way risk. Eurozone assets are also low-yielding, and though a steep curve 
and dovish ECB underpins prices, growth, the end of QE, and Italian risk abating mean 
risk-adjusted returns are not compelling; though Italian BTPs can outperform if political 
risks are contained. The US 10-year benefitted earlier in the year during various “risk-off” 
episodes, but interest rates have moved higher in recent weeks as Fed hikes approach 
alongside ample supply of Treasuries and Fed balance-sheet runoff.

Within the credit space, we adjusted our preference of US over euro High Yield credit 
in favour of euro High Yield which now returns to a neutral overall weighting. We are 
more cautious on the US as valuations have not yet come down, whereas spreads have 
widened substantially in the Eurozone based on worries over the ECB exiting QE and 
the Italian political situation. Emerging Market local currency debt, which was previously 
a small overweight position, has now been reduced to neutral given pressures on EM 
Central Banks to raise rates in order to protect their currencies. This latest adjustment 
takes the implicit EM FX risk to a slight underweight. 

We are neutral on EM across asset classes in the expectation that a tighter environment 
for US liquidity will present ongoing headwinds across the diverse investments of 
the region, even as long-run value becomes more apparent. Hard-currency spreads 
have widened and offer ample premium to US high yield, and equities cheapened 
substantially but must overcome growth, political and trade concerns.

We remain underweight 
government bonds.

Neutral EM fixed income 
and equities amidst ongoing 

challenges.
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Source: Aviva Investors, as at 30 September 2018

Figure 29: Asset Allocation
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