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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

Source: Aviva Investors, Macrobond as at 11 December 2018
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Figure 2.  Global inflation projectionsFigure 1.  Global growth projections

Source: Aviva Investors, Macrobond as at 11 December 2018
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Executive Summary
The tide goes out
We expect global growth to moderate somewhat in 2019, although to remain above 
potential in all the major advanced economies (Figure 1). With growth in the United States 
accelerating sharply on the back of large tax cuts in early 2018, a material divergence in 
global growth occurred as other major economies slowed from their very rapid pace of 
growth in late 2017. While we do not expect that divergence to increase in 2019, nor do we 
expect there to be much in the way of growth convergence amongst advanced economies. 
A modest convergence between advanced and emerging market economies reflects the 
more moderate growth outlook for the former. That somewhat slower growth backdrop, 
which has already become evident in a range of data over the second half of 2018, is likely 
to lead to a continuation of the recent challenging period for risk assets. In a slowing growth 
environment, market participants are likely to focus even more on the downside risks. 
And there are indeed a range of important downside risks, including an escalation in trade 
protectionism, the impact of tighter global liquidity, Brexit and political pressures in Europe. 
However, while growth is expected to slow across all the major economies, we expect it to 
remain above potential or trend rates of growth. That should provide a basis for positive, 
but probably somewhat mixed returns across risk assets. 

Above-trend growth should result in a further erosion of spare capacity in major economies. 
That should mean unemployment rates continue to decline and wage pressures continue to 
steadily rise. Wage growth across the major economies accelerated through 2018 to rates last 
seen before the Global Financial Crisis (GFC). We expect those gains to sustained in 2019, even in 
the face of slower overall growth. While headline inflation is likely to be dragged down in 2019 by 
the recent decline in oil prices (Figure 2), robust wage growth should put further steady upward 
pressure on underlying inflation, which we expect to be at or closing in on central bank targets in 
2019. Given that, we believe the era of lower for longer monetary policy has come to an end. We 
expect the Federal Reserve to raise rates three times in 2019 to take them into slightly restrictive 
territory. In addition, we expect the ECB to start the process of moving away from negative rates 
in the second half of 2019 and see some prospect of the Bank of Japan adjusting their policy 
framework to deliver a steeper yield curve. Other advanced and emerging market central banks, 
such as the Bank of England, Riksbank, Bank of Canada, Central Bank of Brazil and the Mexican 
central bank are all expected to tighten policy in 2019. With somewhat less priced into rates 
markets than we expect to materialise, and with term premia still at very low levels, we prefer 
to be underweight duration heading into 2019.

Global growth expected to 
moderate in 2019

Most central banks expected 
to gradually tighten policy 
during 2019
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Figure 4.  Tightening global labour markets
Difference between current unemployment rate and pre-GFC low

Source: Aviva Investors, Macrobond as at 11 December 2018
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Figure 3.  US growth outperformance
Difference between growth in US and other major economies

US exceptionalism
According to the IMF, annual global growth in each of the past two years has been similar, 
and rising at the fastest pace since 2011. However, the composition of those growth outcomes 
was notably different in 2018 compared to 2017. The global growth upswing that began 
in the middle of 2017 saw all the major advanced economies accelerate in a synchronised 
way. That upswing was driven by a sharp improvement in global trade volumes and 
manufacturing. Heading into 2018 we expected some moderation in growth, particularly in 
economies such as the eurozone, which was growing far in excess of potential. However, the 
eurozone slowed more sharply than we expected (although still grew above potential), as 
did Japan and China. Meanwhile the United States continued to power ahead in 2018, on the 
back of the large scale personal income and corporate tax cuts enacted early in the year. As a 
result, there was a significant growth divergence in 2018 between the United States and other 
major economies (Figure 3). That growth divergence was likely to be an important factor in 
the relative outperformance of US assets compared to the rest of the world. Looking into 2019, 
a key question for relative asset market performance is likely to be whether the world moves 
from one of divergent US growth to one of convergence. While we do not expect a further 
divergence, nor do we expect terribly much convergence in 2019. Indeed, we see all the major 
economies slowing down moderately, to something closer to their long-run potential. As such, 
the US growth exceptionalism remains a theme for 2019, with growth convergence likely to be 
another year away.

Just as the upswing in 2017 was driven by global trade and manufacturing, the slowdown 
that began in mid-2018 had a similar source. While that slowing pre-dated the imposition of 
tariffs by the US on steel and aluminium, and then on a much larger scale on Chinese imports, 
the concerns around the potential impact of future tariffs may have impacted sentiment and 
trade ahead of time. In particular, the slowdown in eurozone growth can almost entirely be 
attributed to weaker external demand, with a similar story for Japan. Some of that weakness 
appears to be related to the slowdown in Chinese growth in 2018H2, but also more broadly 
from other emerging market economies as well. While we expect Chinese growth to be a little 
slower again in 2019, in part due to the tariffs imposed by the US, they have embarked on a 
significant fiscal and monetary stimulus that should ensure that growth remains supported. 
While the meeting between Presidents Trump and Xi at the G20 summit at the end of 
November appeared to call at least a temporary truce to the trade conflict, the risk to global 
growth remains that the US will ultimately pursue ever more punitive trade and financial 
barriers with China.

US expected to remain the 
outperformer in 2019

Full impact of tariffs expected 
to start appearing in 2019
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With all the major advanced economies growing above potential, unemployment rates 
continued to fall in 2018. Indeed, compared to the pre-GFC low in unemployment, the US, 
UK and Japan are now all running with even tighter labour markets, while the eurozone is 
expected to reach the pre-GFC lows by the end of 2019 (Figure 4). As wage growth has picked 
up in 2018, with further gains expected in 2019, central banks have either begun tightening 
policy or strongly signalled that they will begin to do so in 2019. The era of cheap money 
is coming to an end. The US is in the lead in the normalisation process, but we believe still 
has some way to travel. Others are only just setting out on the journey. But with both policy 
rates rising and central bank balance sheets no longer expanding (and in the case of the US 
contracting), the suppression of risk premia and general support for asset prices is steadily 
being removed. We think that transition (alongside the various risks already highlighted) can 
partly explain the challenging year faced by nearly all asset classes in 2018 (Figure 5). Risky 
assets have performed particularly poorly in 2018, with emerging market equity, debt and 
currencies all falling sharply. Developed market equities outside the US did not fare much 
better, and as we had expected, duration assets did not provide a useful hedge to those 
losses in 2018.

As we approach 2019, while we remain constructive on global growth, the combination of an 
expected moderation, tighter global liquidity and the concerns around a range of downside 
risks, continues to temper our return expectations for global equities. As such we prefer to 
have only a moderate overweight, with a preference for US, Japanese and emerging markets 
over European equities. While valuations in Europe look attractive, they are less compelling 
than other markets, while the downside risks around the Italian budget and Brexit continue 
to weigh on the outlook. On the other hand, emerging markets significantly de-rated in 
2018, making them a more attractive proposition. However, with the tighter global liquidity 
expected over 2019 we favour only a small overweight. The de-rating of the US market in 2018, 
where earnings rose by over 20 per cent, have left it much closer to fair value. With US growth 
outperformance expected to continue, that is where we prefer to be most overweight. Given 
our expectations that central banks will look to tighten policy in 2019, absent a realisation 
of one of the downside risks, we expect bond yields will continue to move higher. Hence our 
preference to be underweight nominal government bonds, albeit only moderately (Figure 6). 
We prefer to somewhat more underweight credit (including the duration component) as 
despite the recent widening, spreads remain relatively tight by historical standards. We 
continue to prefer European to US high yield due to the lower leverage and reduced sensitivity 
to oil prices. Finally, we have a slight preference for being long US dollars, with the main 
underweight being against Australia given both domestic challenges there, as well as Chinese 
growth risks.

Shrinking spare capacity 
expected to support further 
gains in wage growth and 
inflation, but headline 
inflation to be restrained by 
lower oil prices

Slower growth and tighter 
monetary policy could prove 
a challenginig backdrop for 
risk assets

Most central banks expected 
to gradually tighten policy 
during 2019

  Underweight            Overweight

  -5 -4 -3 -2 -1 0 1 2 3 4 5

Equities             2    

Nominal Government     -2            

Credit   -3              

Cash           1      

Currencies (funded by USD)       -1          

Source: Aviva Investors as at 11 December 2018
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Figure 8.  Growth has moderated most in Europe
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Figure 7.  Reasonable growth since the crisis

Source: Aviva Investors, Macrobond as at 11 December 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 November 2018 Forum we identified the following key themes:

1 Moderating growth
2 Rising trade frictions
3 Tighter monetary policy
4 The return of market volatility

Moderating growth
The global economic expansion in the decade since the 2008/9 recession has at times been 
uneven and weak. But history shows that it is not unusual for recoveries that have followed 
financial crises to be laboured and stuttering or for them to require an extended period of 
policy support. That is certainly what it has felt like, although the hard data show a solid 
global expansion in 2010 and 2011 (the post-crisis rebound) followed by five years of more 
modest, but still quite reasonable growth by past standards (Figure 7). Much of the relative 
weakness was concentrated in developed markets which, it could be argued, had felt the 
brunt of the global financial crisis (GFC) and were slower to recover. 2017 saw the strongest 
expansion since 2011 at almost 4 per cent and was characterised by a synchronised expansion 
across almost all countries. Growth in 2018 will be a little slower, but just as significant a 
change has been that there has been a greater divergence in the pace of increase across 
regions and nations. This theme is expected to continue in 2019. 

The biggest change in 2018 has been the moderation of growth in Europe, especially 
noticeable after the boom of the previous year (Figure 8). Growth is not expected to return 
to that sort of pace, but neither is it projected to slow significantly further. Such a marked 
change in momentum is always going to be disquieting, but if it simply represents a return to 
a more sustainable pace of expansion, then it is probably to be welcomed. Concerns that the 
modest slowdown in China might become more unruly, partly because of trade tensions, led 
the authorities there to introduce a range of stimulus measures to sustain growth. China will 
slow further in future years, but so far it has done so in an orderly manner. Several emerging 
market nations have also seen growth downgrades for this year and next. This has been due 

1
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to both idiosyncratic elements as well as the headwinds from the rising rates environment 
and stronger US dollar. US growth is still being helped by the fiscal boost, but that will fade 
in time, while the impact of tighter monetary policy will, as it is intended to, slow growth. 
Overall, robust economic growth should continue in 2019 and 2020, but the global peak is 
(and several local ones are) now behind us. The next few years will see a gentle moderation in 
growth and greater divergences.

Rising trade frictions
The Bank of America/Merrill Lynch (BAML) survey of Fund Managers for November continues 
to show that “Trade War” is the main worry for investors, as has been the case since March 
2018. The scale of such concerns has diminished slightly over the last six months, but that has 
often been the pattern with worries expressed in this survey – typically concerns fade over 
time, presumably as we become more used to the issue. Nevertheless, it is abundantly clear 
that trade tensions have already impacted financial markets, sentiment and activity this year 
and that there is every reason to expect them to continue to be an important theme over the 
next two or three years. Both the IMF and the OECD estimate that the direct impact of tariffs 
imposed so far have had a negative, but small, effect on global growth – about 0.1 to 0.2 per 
cent, with a similarly-sized boost to global inflation over the next few years. However, they 
also highlight that the adverse effects could easily intensify, first because of the imposition of 
additional tariffs and assumed retaliation, as Trump has threatened. And secondly, as a result 
of further and more widespread escalation and negative feedback loops from financial market 
reactions and confidence effects. In these circumstances, the hit to global growth (from this 
alone) is estimated to reach almost 1 per cent, a major hit (Figure 9).

It is to be hoped that such escalation will be avoided. The focus at present is clearly on 
relationships between the US and China, with the Trump administration clearly determined 
to change China’s mode of operation permanently. As we have said before, there are genuine 
grievances here, but tariffs are a blunt instrument that run the risk of unintended and 
adverse consequences. However, even if some meaningful deal between China and America 
were to be reached, it is very likely that trade frictions will form part of the macroeconomic 
and investment backdrop for many years to come, adding to uncertainties that are already 
impacting sentiment and growth (Figure 10). Much of the last 50 years has been characterised 
by increased globalisation and greater openness. Those sands are now shifting and although 
most nations remain committed to free trade in some form, the tides of nationalism/populism 
that have grown stronger since the Global Financial Crisis are feeding a mood of greater 
self-interest in several geographies. While world growth has been on a rising trend, much of 
this sentiment has remained hidden in the background. But it is clearly there and could easily 
resurface in the event of a significant downturn in growth. Since global growth is expected to 
moderate, this theme is likely to remain relevant. 

2
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Country/region 

Change 
in last 
6 months

Market
pricing for
next 2 years 

United States 50 31  

Eurozone  0 32  

Japan 0 2 

UK  25  32  

Canada  50  38  

Switzerland 0 35  

Norway 25  47  

Sweden 0 67  

Australia 0 9 

New Zealand  0 16  
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Figure 12.  Real interest rate approximationFigure 11.  Actual and expected rate hikes (basis points)

Tighter monetary policy
The next couple of years are almost certain to see tighter monetary policy in most countries, 
whether they be developed or emerging economies. Financial markets have reined back their 
expectations of rate hikes a little in recent weeks, but it remains true that all Central Banks are 
expected to tighten policy, if only marginally in some cases, over the next twelve months. In 
the US the Fed is actually almost three years into a tightening cycle, making this the second 
longest such cycle in the last 50 years. The average has been 15 months, highlighting just 
how unusual the present episode is. After almost a decade in maximum stimulus mode and 
in a post-crisis environment, it is entirely sensible for Central Banks to take their time in 
withdrawing support. They can hardly be accused of rushing the job, although that has not 
stopped criticism of exactly that in some quarters. In the US this is comfortably the slowest 
hiking cycle in the post-war period. But at least they have started the slow journey back to 
some semblance of normality. The ECB and the BoJ are still some distance away from rate 
hikes although both have reduced the scale of their unconventional monetary stimulus and 
have signalled their intention to do more (Figure 11).

Chair Powell’s latest messaging has re-ignited speculation that the Fed may be closer to the 
end of the hiking cycle than had previously been thought, with markets now pricing in the 
December 2018 increase, but only one more next year. Our view is that the market may have 
slightly misinterpreted Fed thinking. We continue to believe, as does the Fed when judged 
by its infamous dot-plot, that 2019 will see additional rate hikes, although we accept that is 
scope for a pause in the one hike a quarter pace of tightening, because of worries about trade 
wars or the impact of lower oil prices on inflation, or some combination of those or other 
concerns. Elsewhere, the ECB plans to raise European interest rates by September or October 
2019, the Bank of England would like to hike but is hamstrung by Brexit uncertainty, while 
the Bank of Japan is inching even more slowly towards an eventual start to normalisation. 
It should not be forgotten that real interest rates across the world are still very low by 
historical standards (Figure 12). But the key point is that macroeconomic conditions globally 
justify a tightening bias even if it is gradual and limited. That is a different investment 
backdrop to the one that has prevailed since 2008 and financial markets will need to take 
account of it.
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Source: Aviva Investors, Bloomberg as at 11 December 2018
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The return of market volatility
Volatility has been rising across many financial assets as we transition from the ultra low 
levels reached in the second half of 2017, when the MSCI World Equity Index recorded 
its lowest 60-day realised volatility ever (Figure 13). 2018 has been a story of volatility 
returning to risk assets, but this has only occurred so far relative to an asset’s point on the 
risk spectrum, with Emerging Market equities exhibiting higher volatility than Developed 
Market equities and sovereign bond yields still recording historically subdued levels. Indeed, 
just last September yield volatility on USD 10y swaps reached their lowest 60-day realised 
levels in nearly 40 years and 10y EUR swaps their lowest since the formation of the single 
currency (Figure 14). 

As we look into next year, there are reasons to believe that volatility will remain supported for 
risk assets and also begin to rise for less risky assets. We anticipate that continued tightening 
by the Fed and ongoing Trade War issues will continue to provide Emerging Market volatility, 
whilst the inherent fragility of the US equity market will support domestic volatility as growth 
moderates into 2019. In addition, it is impossible to rule out the possibility that either Brexit or 
the Italian budget wrangling morphs into a major volatility event for European equity markets. 

However, we also think it likely that rates volatility will begin to rise as we progress through 
2019 as bond markets digest very different dynamics. The ECB is winding up its QE operations 
at the end of 2018 and will likely begin hiking rates next year, whilst we also expect the BoJ 
to add additional flexibility around its ‘Yield Curve Control’, which has hitherto involved 
direct market intervention to suppress the volatility around 10y JGBs. Combined with the 
increased issuance required by the Fed to fund Trump’s last round of tax cuts, the demand/
supply dynamic for global sovereign debt will likely be far less investor friendly next year. 
Furthermore, despite continuing forward guidance from the Fed, an expected moderation in 
US growth next year will likely increase uncertainty around the path of policy rates sufficiently 
to also lift US rates volatility. If this is combined with a steepening curve, this could transmit to 
longer dated yields also, which have been particularly subdued in 2018.

This therefore adds up to a rising tide of background volatility across most asset prices 
compared to levels we have recently become accustomed to as we head into 2019. Assuming 
global growth remains sufficiently solid however, this should remain reasonably contained. 

4
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Figure 16.  Current price GDP (USD) and projectionsFigure 15.  US measures of inflation

Source: Aviva Investors, Macrobond as at 11 December 2018
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Risks to the house view

Fed picks up the pace

Fears in some quarters that ultra-loose monetary policy in the wake of the crisis would 
lead to runaway inflation have proved misplaced. They also betrayed a fundamental mis-
understanding of how inflation is generated. But now that the US economy is effectively 
operating back at full capacity (demand equals or perhaps even exceeds supply), there 
is more of a chance that inflation will make a comeback. So far, it has been a clear but 
understated reappearance (Figure 15) but there is a risk that buoyant demand, boosted 
additionally by unnecessary fiscal stimulus, could lead to a more disorderly outbreak of 
inflation as the US overheats. The Fed would have to pick up the pace of tightening and that 
would be a major change for financial markets.

European dis-union

It was five years between Draghi’s “whatever it takes” speech and the peak of the recent 
Eurozone boom in the middle of last year. The Eurozone sovereign debt crisis and the Greece 
calamity were fading, politics seemed to be stabilising and the coordinated upswing led to 
a growing belief that the single currency are could join in the growth party. The last year has 
seen growth disappointments for the region overall and some resurgence of the populist and 
nationalist mood, most notably in Italy where the very odd coalition government has chosen 
to pick a fight with the European Commission about budgetary discipline. Although this is 
a far cry from an existential threat to the single currency region (as Greece was), if one were 
to emerge, this might be how it starts. Eurozone frailties could yet be exposed in the next 
downturn, whenever it comes.

Challenging China

China is now a pivotal player on the world stage (Figure 16). What happens there matters 
fundamentally to the global macroeconomy. The US, led by Trump, has chosen to confront 
China head on in the trade arena, but the conflict is really a reflection of wider unease 
regarding China’s current and future role in a global context. It may be that bilateral trade 
tensions are defused, but there is a risk that dogmatic approaches and entrenched positions 
on both sides may lead to an impasse that effectively isolates China. Such an outcome could 
accelerate the de-globalisation tide that has already developed in recent years and lead 
to an almost “Cold War” state of affairs between China and “the rest”. While it is difficult to 
define how exactly this would look, it does not look constructive for world growth and global 
integration prospects.

Fed would respond to higher 
inflation pressures

More rumblings of discontent 
in the Eurozone

A new type of cold war?
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Key investment themes and risks

Figure 18.  BIS Global liquidity indicators, total credit as per cent of GDPFigure 17.  Household debt to disposable income ratios

Source: Aviva Investors, Macrobond as at 11 December 2018
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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, the extended period of super-low borrowing costs that followed will have encouraged 
some companies and households to take on excessive debts (Figure 17). 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 
compromising the smooth operation of crucial markets (Figure 18). There are risks that more 
markets will be adversely impacted as regulations are introduced and as agents comply.

Higher rates will hurt some 
over-indebted borrowers

Lower liquidity on 
some markets
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Figure 19.  US

Figure 20.  Eurozone

Figure 21.  UK

Macro forecasts charts and commentary

US
Strong underlying growth dynamics alongside the personal and 
business tax cuts early in the year, saw growth accelerate to over 
3 per cent annualised, leaving the US as the standout economy in 
2018. We expect growth to moderate somewhat in 2019, although 
to remain above potential, leading to a further decline in the 
unemployment rate. Inflation also picked up in 2018, as the labour 
market tightened further, and while headline inflation is expected to 
be lower in 2019 due to weaker oil prices, core inflation is expected 
to remain around 2 per cent. As such we expect the Federal Reserve 
to continue raising rates in 2019, with three more hikes over the 
course of the year.

Eurozone
After the boom-like conditions of 2017, this year has seen growth 
disappointments across the Eurozone. Although there are always 
worries with such momentum shifts, the slowdown to a more 
sustainable pace (1.5 per cent annualised is still probably above 
trend) is appropriate given the tightness in the labour market that has 
resulted in a modest, but clear-cut, tick up in wage growth. The boost 
to headline inflation from energy prices will reverse in coming months, 
pushing it back below 2 per cent. The hope now is that core inflation 
will follow wages and finally move up towards 1.5 per cent. If the two 
converge anywhere near that level in 2019, the ECB will be delighted. 
The recent tiff between Italy’s coalition government and the European 
Commission has once again drawn attention to political risks in 
Europe, although the latest developments suggest a resolution can be 
reached. Overall the ECB remains on track to raise policy interest rates 
for the first time in September or October next year.

UK
The UK’s economic prospects have to be regarded through the lens 
of Brexit, something that is likely to continue to be the case for many 
more months and probably well past the projected leaving date of 
29th March 2019. Both consumer spending and investment have 
slowed significantly over the last two years, while external demand 
has not provided any meaningful offset. Business investment actually 
fell in each of the first three quarters of 2018, as UK corporations 
understandably held back on such expenditures largely because of 
Brexit-related uncertainty. Meanwhile, although wage growth has 
picked up slightly as unemployment has dropped, jobs growth has 
now slowed to a trickle. Growth may be a little better in 2019, but 
that is far from certain. Inflation has continued to fall gently, although 
the Bank of England expects it to remain above target throughout 
the year. If that does not happen and Brexit concerns linger, it will be 
difficult for them to raise UK interest rates significantly.
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Macro forecasts charts and commentary

Figure 22.  China

Figure 23.  Japan

Figure 24.  Canada

China
China’s slowdown toward 6 per cent growth in coming years is 
continuing after an effort to curb increased leverage and the 
imposition of tariffs by the US and retaliation by China. Following 
the G20, tariffs will remain at 10 per cent for the time being, but 
a rise to 25 per cent on $200bn of imports is still a possibility; 
policymakers are now focused on stabilisation, with most measures 
targeting domestic consumption. Further credit and fiscal measures 
are expected in 2019, but the effectiveness of monetary measures 
in a system increasingly clogged with debt is uncertain. What 
seems certain is continued challenges, both at home and abroad. 
The current account surplus is gone, but a devaluation comes with 
increased risks. Reform and liberalization of the more closed parts 
of the economy cause instability and conflicts with ideological 
goals, while efforts to gain economic, military, and technological 
power conflict with US interests and the geopolitical status quo.

Japan
The natural-disasters related Q3 slowdown is likely to pave the way 
for a growth recovery in the coming months as disaster-relief policy 
measures kick in and consumer demand benefits from a front-loading 
of purchases before the consumption tax hike in October 2019. Labour 
shortages could mean that capex continues to grow next year as firms 
substitute labour with capital, notwithstanding the sharp slowdown 
seen during Q3. However, the external environment remains a source 
of uncertainty despite a temporary thaw in the US-China trade 
tensions. Meanwhile, moderate wage growth and subdued core 
inflation do not point to any major shift in the BoJ policy, although 
greater concerns about financial stability risks mean that minor policy 
tweaks may come in the coming months. The fact that the July 2018 
policy tweak did not lead to any disinflationary yen strength may 
embolden the BoJ to pursue a balanced path between price stability 
and financial stability.

Canada
The new USMCA trade deal will provide businesses with a significant 
period of certainty and help support business investment going 
forward. Growth has slowed from the strong pace seen in 2017 yet 
it remains above potential and has been underpinned by strong 
domestic conditions. As we move into 2019, growth is expected 
to moderate further with the composition of demand shifting 
towards non-oil/gas business investment and exports and away 
from consumption and housing. With the economy operating above 
potential and a tight labour market, wage growth is forecast to rise 
and inflation is expected to remain near target. Against this backdrop 
the Bank of Canada have hiked 3 times this year and are expected 
to continue hiking through 2019. However, there are an increasing 
number of risks in the outlook that could change that policy path. 
The primary domestic risk is the level of household debt which has 
long been a concern in Canada. The sensitivity of the economy to rate 
rises may be higher than expected. External risks include the trade 
war between the US and China and a sustained fall in oil prices. 
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Figure 26.  Equity markets largely priced prospective deceleration  
Regional PE Premium / Discount vs. own history.

Figure 25.  Market volatility moving higher
Asset class volatility moving higher, particularly in equities. 

Source: Thomson Reuters Datastream, as of end November 2018
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Global market outlook and asset allocation
Taste of a higher volatility regime
• Slower growth and higher rates translate into lower expected returns 

for risk assets
• Continued Fed hikes increases the attractiveness of cash and continue 

to lay bare vulnerabilities 

As central banks globally move toward policy normalisation, markets increasingly focus on 
the idiosyncratic drivers for asset classes, putting growth fundamentals and the political 
outlook ever more in the spotlight. Yet even allowing for this, 2018 has been an eventful year 
with politics playing a surprisingly significant role for market sentiment. The year started 
off on a positive footing as US tax cuts improved the US growth outlook, leading to a rally in 
equity markets. At the same time, however, it also increased expectations of further tightening 
by the Fed. The subsequent repricing of the Fed’s policy path concerned equity market 
participants and as volatility increased, a technical break in short volatility funds caused a 
spike in the VIX and a feedback loop which led to a further round of equity market sell off. 

Throughout the year, European growth surprised to the downside and China’s deleveraging, 
as well as tightening financial conditions, slowed growth and dented the market outlook in 
EM. As relative growth divergence to the US increased, the weaker USD trend seen throughout 
2017 was finally turned on its head in the first quarter of 2018. 

The subsequent USD rally has revealed fragilities in EM and increased market focus on fiscal 
policy and debt funding. This focus led to extreme stress in Argentina and Turkey and a risk 
off move in other high yielding EM economics like Indonesia, India and South Africa. 

Economic surprises and political uncertainty have subsequently translated into higher 
volatility across asset classes (Figure 25). In 2019, we expect volatility to continue to rise, 
particularly in rates markets, as monetary policy in Europe and Japan follows the Fed 
and starts to normalise. The rise in equity volatility has been more prominent as liquidity 
shortages have exacerbated market moves. 

Whilst higher levels of volatility should provide opportunities for macro investors, they also 
have implications for expected asset class returns.  

Politics playing a 
surprisingly significant role 

for market sentiment 

Volatility to continue to move 
higher, particularly in rates 
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Global market outlook and asset allocation

Figure 28.  Tight monetary policy does not equal draw-downs
Above neutral rates (shaded areas) has in the past not caused major and 
lasting draw-downs in US equities. 

Figure 27.  Equity markets price further moderation in growth
Recent draw-down in global equities suggests markets have priced the 
prospective deceleration in economic and earnings growth.

Source: Macrobond, as of end November 2018
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In combination with the continuation of a rising yield environment and downside risks around 
our central outlook that are likely to persist, rising volatility implies that Price-Earnings Ratios 
are unlikely to rise significantly from here. Combining this with our expectation of slightly 
lower global growth in 2019 than over the last twelve months, we see a translation into 
somewhat lower revenue expectations across the major equity markets. In addition, rising 
labour and input costs won’t allow for a significant expansion of profit margins outside of 
those areas where companies are able to increase productivity and exercise pricing power. 
Consequently, we expect global earnings growth to take a step down from the strong pace 
seen during 2018. Taken together, lower earnings growth and a cap on valuations leads us 
– on balance – to reduce our expectations for equity returns. 

Arguably, equity and to some extent credit markets have priced the prospective deceleration 
in economic and earnings growth (Figure 26 and Figure 27). What’s more, above potential 
economic growth – which we expect throughout the course of 2019 across all major regions 
– bodes in and of itself well for equity returns. Likewise, the Fed accelerating to above neutral 
rates (as indicated by the shaded areas in Figure 28) has in the past not caused any major and 
lasting drawdowns in US equities – and as per our expectation “neutral” will only be reached 
by the end of 2019.   

The tug of war between slowing economic dynamics, the balance of risks on the fundamentals 
being to the downside and trade tensions staying with us on the one side and continued 
above potential economic growth in what has historically been a favourable part of the cycle 
for equity markets leads us to remain only moderately allocated to equities. 

One of the main drivers of asset price divergence last year has been the differences between 
US and Rest-of-World economic growth, whereby US growth accelerated, and Europe, Japan, 
and Emerging Market growth cooled. Strength in the USD and US equity outperformance 
has been the result. A key question for 2019 is hence how relative growth develops. We see 
the delta on growth across regions to be close to zero thus don’t expect major convergence. 
In terms of asset allocation, this means we remain slightly long the USD and maintain 
exposure to North American equities instead of distinctively shifting out of US assets. This is 
also the region where we see the strongest earnings growth dynamics currently (Figure 29). 

We are of the view that central banks will continue to focus on building domestic price 
pressures and, in the absence of large external shocks, will continue to normalise policy. 
Contrasting this view and comparing market pricing against our envisioned monetary policy 
tightening path lays the groundwork for our short duration positions. Only in the event of a 
severe escalation of trade wars do we envision the Fed pausing its rate hiking cycle, thereby 
offsetting some of the pressure on risky asset classes that will likely have emerged by then. 

We reduce our expectations 
for equity returns given lower 
earnings growth and a cap on 
valuations going forward 

But continue to expect 
positive equity returns 
and therefore we remain 
moderately allocated 
to equities 

We remain short duration 
as we believe markets are  
underestimating the pace 
of monetary policy 
normalisation 
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Figure 30.  Cash becoming increasingly attractive
US yields relative to volatility shows short dated cash yields 
increasingly attractive. 

Figure 29.  Strong earnings growth in US
Relative growth reveals itself in the strongest earnings growth dynamics 
in the US.

Source: Source Bloomberg, as of end November 2018
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Both, central banks and investors will need to watch events closely to determine what is noise 
and what is significant enough to feed through to the growth outlook.

As developed market interest rates rise, the risk-return characteristics of cash improve 
(Figure 30) which will in turn continue to put upward pressure on assets where market 
participants require a larger risk premium. Past years’ strong USD and rising rate environment 
has forced many central banks in EM to hike to protect their currencies and limit the pass 
through of FX depreciation to domestic inflation. More attractive yields might have been the 
result but the feedback loop of higher rates into EM economies will need to be taken into 
consideration when allocating to EM assets. 

In light of a substantial drop in broad equity market valuations against a global growth 
outlook that has historically been consistent with positive equity returns, we cautiously 
added to our overall equity allocation. That said, the increase has been only moderate.

Within equities, the main change is a downgrade to European equities. This reflects a difference 
from previous House View cycles, where we had been rather cyclically exposed and most 
dominantly so via European equities. We changed our preference for European stocks in light 
of continuously disappointing economic data, weak current earnings dynamics and analysts’ 
overly optimistic earnings expectations for 2019. Furthermore, valuations have not adjusted 
enough when compared to other regions. Valuations in EM and the UK, on the other hand, have 
gotten substantially more attractive, hence our slight upgrade to both regions. What keeps us 
from running a larger overweight to EM is the fundamental, longer-term backdrop being one of 
rising rates, slowing growth dynamics and the potential for a trade war escalation between the 
US and China. If realized, all of these are expected to weigh especially on this asset class and 
offset some of the valuation argument.

Our preference for taking on risk among short duration and equities is now more balanced. 
Within government bonds, we are now less underweight in the US, given the latest step up in 
long dated yields. Whilst real rates in the UK offer a particularly poor return, we acknowledge 
that the imminent breakup terms between the UK and the EU pose a risk to that position. 
Canada returns to a neutral allocation.

Generally tight credit spreads at a time when monetary policy becomes more restrictive and 
growth slows, lead us to continue to run an underweight allocation to the asset class. Recent 
widening in credit spreads lead us to a less negative outlook. We continue to prefer European 
to US HY based on lower leverage and less sensitivity to lower oil prices. 

We keep our underweight preference for commodity currencies, which have lately been 
caught in the dynamics of a slowing Chinese economy and a sharp decline in oil prices. EM FX 
moves to neutral given our upgrade to EM equities. 

Our risk allocation between 
equities and short duration is 

now more balanced 
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Global market outlook and asset allocation

Figure 31.  Asset allocation

  Underweight            Overweight

  -5 -4 -3 -2 -1 0 1 2 3 4

Equities             2    

US             2    

Europe       -1          

UK           1      

Japan             2    

Pacific Basin ex Japan     -2            

Emerging Markets           1      

Nominal Govt     -2            

United States   -3              

United Kingdom   -3              

Germany   -3              

France   -3              

Italy     -2            

Japan   -3              

Canada         0        

Australia             2    

Credit   -3              

US Investment Grade   -3              

European Investment Grade   -3              

Asian Investment Grade   -3              

UK Investment Grade   -3              

EUR High Yield           1      

US High Yield       -1          

Emerging Govt (Hard Curncy)         0        

Emerging Govt (Local Curncy)         0        

Alternatives         0        

Cash           1      

Currencies (vs USD)       -1          

GBP         0        

EUR       -1          

JPY         0        

CAD       -1          

AUD     -2            

EM FX         0        

Source: Aviva Investors, as at 11 December 2018
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Figure 33.  Chinese average annual wagesFigure 32.  2030 projected size of global economies 

ESG Insight: Chinese Economy
The possible imposition of additional tariffs on $200bn of Chinese exports is understandably 
dominating political and economic discourse on the future health of the Chinese economy. 
The possibility of a swift resolution, in a similar vein to recent NAFTA revisions, is complicated due 
to deep-rooted ideological concerns in Washington over Beijing’s ‘Made in China 2025’ strategy, 
which has brought the thorny issue of intellectual property rights to the centre of the dispute. 
Uncertainty over the impact of tariffs, effectiveness of untried Chinese policy responses, 
and the possibility of further escalation in 2019, have weighed heavily on the Chinese stock 
market, with the Shanghai Composite reversing all of its gains made since 2016. With the 
threat of trade dispute escalation and widespread margin calls, investors are justifiably 
cautious on the immediate outlook of the economy.

Tackling long-term structural challenges
Nevertheless, when evaluating the long-term trajectory of the Chinese growth story, it is 
important to look beyond short-term noise in the market. Despite the recent deceleration, 
China continues to grow between two and four times faster than most developed markets 
and is still on course to become the world’s largest economy by 2030 (Figure 32). However, 
to deliver on its long-term growth potential, Beijing will need to address a number of 
fundamental structural challenges. These include a broad spectrum of economic, social and 
environmental issues, all of which have the potential to derail the Communist Party’s long-
term vision for the country. 

One of the most pressing economic issues relates to the growth in public and private debt which 
has ballooned since the global financial crisis to 300 per cent of GDP. The Government has 
identified this as an existential threat and has introduced a number of measures to deleverage 
the economy, coming down particularly hard on the burgeoning shadow banking system. While 
some of these measures have recently been reversed to help stimulate the faltering economy, 
the Government has at least had some success in shifting debt on to balance sheets, creating 
greater visibility of risks and providing for future policy flexibility. China’s chronic social issues 
are arguably harder to address. This includes a 150 per cent increase in average salaries over the 
last decade which has undermined China’s global competitiveness and shifted supply chains to 
other Asian markets (Figure 33). 

To counter some of these issues China is investing heavily in automation to drive 
productivity, relaxing its one child policy and re-engaging a generation of unregistered 
children. Nevertheless, serious questions remain over the extent to which an increasing 
dependency ratio and an underdeveloped regional social welfare system will weigh on 

Trade war is weighing heavily 
on near-term Chinese growth 

China is set to become 
the world’s largest economy 

by 2030 

Ballooning debt levels have 
propensity to derail growth

Labour shortages and 
costs are driving supply 

chains oversees
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ESG Insight

Source: Washington Post, Chinese Ministry of Environmental Protection, 
World Health Organisation
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long-term growth and social stability (Figure 34). Two critical areas of significant change 
are restructuring of State Owned Enterprises and embedding environmental objectives in 
long-term economic planning.

Remodelling of State Owned Enterprises
China has approximately 150,000 State Owned Enterprises (SOEs), of which one third are 
owned by the central government. SOEs, both central and local, account for 30 to 40 per cent 
of total GDP and about 20 per cent of China’s total employment. Over the last decade, despite 
exceptional economic growth, returns on equity at SOEs have halved while the return on 
industrial assets lingers around 4 per cent compared to double-digit returns amongst their 
privately managed peers.  

Over the past 5 years the government has signalled its intent to reform struggling SOEs. 
However, the most talked about initiative has been the introduction of mixed ownership 
structures. The poster child for this programme involved China Unicom, which received 
a US12bn cash injection from more than a dozen investors including private technology 
powerhouses Tencent, JD.com, Baidu and Alibaba. The idea behind the programme was 
to aid deleveraging while injecting the dynamism, innovation, and efficiency of the private 
sector into the culture and management of SOEs. 

On paper these steps appear as if the Government is finally prepared to dilute its ownership 
and control and allow the private sector to have a more prominent role in shaping the 
future economy. However, in reality the Government has used the reforms to actually 
tighten its grip on SOEs. This has been achieved primarily through the strengthening of 
the party committee and cross-appointment systems. Updated Party documents now 
require all important decisions to be discussed and approved by the party committee of 
the enterprise, including key appointments, activities, projects and capital investments. 
Furthermore, the cross-appointment system mandates the party secretary becomes the 
chairman of the board, while party members must also serve on the board of directors, 
management team, and supervisory board.

Beyond the realm of SOEs, the China Securities Regulatory Commission issued a revised 
code of corporate governance for listed companies in September 2018. One of the key 
revisions was the inclusion of a requirement for all companies (including private enterprises) 
to establish party organisations to ensure implementation of state objectives and policies. 
This exercise has become known in the country as ‘reform with Chinese characteristics’ 
where the government has embraced certain elements of free markets while simultaneously 
strengthening its control of SOEs and even extending its influence in the private sector. 

SOEs account for 30 to 40 per 
cent of China’s GDP

Mixed ownership 
reforms intends to inject 
entrepreneurial spirit 
into SOEs  

The Party Committee 
structures enables the 
Government to retain an iron 
grip on state enterprises  

Revisions to the CG Code have 
extended the State influence 
over private companies  
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Source: International Rewnewable Energy Agency Renewable Energy, 
Jobs Annual Review 2017

* Jobs in large hydropower are not included in the country totals given di�erences in methodology and 
   uncertainties in underlying data. Sum may not match total due to rounding.
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Figure 36.  Renewable energy employment by country

Greening of the economy
China’s environmental crisis is one of the greatest casualties to emerge from the country’s rapid 
industrialisation. China surpassed the United States as the world largest emitter of carbon over 
a decade ago and life expectancy in the North is already 5.5 years lower than the South due 
to air pollution (Figure 35). According to China’s Ministry of Water Resources, exploitation and 
pollution from industrial and agricultural industries have left 80 per cent of water wells unsafe 
for human contact. China first included environmental targets back in 2006. However, following 
the ‘apocalyptic’ smog that engulfed the country in 2013, the current 13th Five Year Plan was the 
first to set a cap on total energy consumption and energy and water intensity. In the intervening 
period, China has strengthened its enforcement capabilities, become the world’s largest 
investor in renewable energy and is steadily reducing its reliance on coal within its energy mix 
(See Figure 36). Beijing has also taken the opportunity to fill the leadership vacuum in global 
climate negotiations following the retreat of the United States. 

However, despite its public rhetoric, there have been a number of recent developments 
which have cast a shadow over China’s commitment to the environment. Firstly, its plans 
for the world’s largest national emissions trading scheme was postponed to 2020 and 
scaled back to include only one of eight sectors previously in scope. Secondly, responsibility 
for climate strategy, targets and monitoring has now been shifted from the powerful 
National Development and Reform Commission to a newly formed Ministry of Ecology and 
Environment with limited resources and authority. Finally, despite Beijing suffering its worst 
pollution in two years, the government decided not to renew cuts introduced last year to 
coal and steel production due to concerns over its impact on the economy. It is unlikely that 
Beijing will completely abandon its long-term objectives of clearer skies and clearer waters 
– partly because its very survival depends on it. However, in its pursuit of economic growth, 
all other policy priorities appear expendable, at least in the near term. 

Reform but not as we know it
There is no question that China is changing rapidly. There is a much greater sense of monetary, 
environmental and social responsibility than previously. However, the backing of economic reforms 
and certain aspects of market liberalisation are firmly juxtaposed to a renewed conviction in 
the centrality, authority and influence of the Communist Party in all aspects of society. From the 
enhanced role of the party committee in business, to the rollout of a new ‘social credit system’ 
which will determine a citizen’s rights to travel, education and employment; the Government 
has been emboldened in its determination to impose its values in pursuit of a unified China. 
Although the Government has been more willing to address underlying societal challenges, 
it continues to see the delivery of economic growth as its chief priority, and the primary 
mechanism of solving or at least alleviating wider concerns. Going forward, the country will 
no doubt continue on its path of reform, but on the basis of China’s unique interpretation. 

80 per cent of water in China is 
now unsafe for human contact

China is set to take the lead in 
global climate negotiations  

Environmental protections 
have been loosened to aid the 

stalling economy  

Reform agenda is built on 
juxtaposed objectives of 

liberalisation and control  
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Risk: Stormy waters
As we leave behind the choppy waters of 2018 and stare into 2019, we reflect that many of the 
risk themes we talked about in 2018 have come to pass. Brexit continued to cause confusion 
and discord within the UK, volatility finally started to awake from it’s recent deep sleep in some 
markets and politicians continued to roil markets with jingoist rallying calls. As we reflected 
and revisited these themes while reviewing the year that was 2018, what resonated with us was 
how similar we expect our central themes around risk to be in 2019. In line with the longer-term 
investment horizon we deploy at Aviva Investors, we recognise that thematics may play out 
over a multi-year horizon and investors will need to be nimble in order to navigate a world of 
quantitative tightening which, when coupled with liquidity scarcity, could lead to increased 
volatility in increasing numbers of markets especially when combined with bombastic politics.

2019 – A year of promise or a year to fear?
Wise investors will always see the benefit of reflection, but the House View is a projection 
of the world as we see it in the future, so with this in mind, we focus on some of the risks 
we perceive as potential issues over the next 12 months. Perhaps unsurprisingly, two 
prior themes will continue to resonate for investors: Brexit and the potential end of 
volatility stagnation.

Brexit & Europe, a Gordian knot or maybe not?
In the myths of Phrygia (now part of modern Turkey) an ox-cart was tied to a post with a series 
of intricate knots. An oracle declared that the next person who could unravel the knots was 
destined to be ruler of all Asia. Alexander the Great wanted to untie the knot but struggled to 
do so without success. He then reasoned that it would make no difference how the knot was 
loosed, so he drew his sword and sliced it in half with a single stroke. While Brexiteers suggest 
that might offer the slicing of the knot could well grant the UK unprecedented treasures 
from Asian trade (along with Africa and indeed other parts of the world), it appears that all 
attempts to engineer a solution have fallen by the wayside. Aviva Investors’ House View has 
long reflected that Brexit would not be a quick or painless undertaking. Indeed the base case 
has been it would lead to a great deal of uncertainty and was most likely to be a multi-year 
process with a great deal of noise on the path to a ‘final’ settlement. As we enter the third 
year of impact from the decision of the UK Government to hold a vote on membership of the 
European Union we still have only one certainty – that is that there is no certainty as to how 
ultimately the process will be completed. While nature abhors a vacuum, markets abhor 
uncertainity even more so, which means we still consider Brexit to be the primary driver of UK 
risk and returns. 

“Life can only be understood 
backwards; but it must be 
lived forwards.” 
Søren Kierkegaard, philosopher

“You realize that our mistrust 
of the future makes it hard to 
give up the past.” 
Chuck Palahniuk
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Figure 39.  Correlation heatmap (June 2016) Figure 40.  Correlation heatmap (September 2018)

While our base case remains that a ‘Norwegian Fudge’ compromise remains the most 
likely outcome, the risk of a no deal crash out Brexit still remains on our radars with a 
growing possibility of a new election or indeed a second referendum. Before these latter 
scenarios can come into play, it should be expected that the UK would enter into a period 
of “unprecendented political crisis” (Professor Chris Grey) as no plan is realistically expected 
to deliver against all sides’ requirements while also maintaining party unity. 

At the other end of the spectrum is the EU 27, who have remained resolute in their one voice 
approach. One of the interesting aspects of this unity of vision and purpose is that it may be 
possible that this collective harmony lasts, leading to an era of cohesion which could provide 
an upside risk to our European views. 

Volatility, what volatility?
As we entered 2018 we fretted that markets had been through a period of sustained subdued 
levels of volatility. US equity markets had continued their ascent to fresh highs. However, it 
all changed over a few eventful days in early February. After years of comparative calm, risk 
came roaring back to life. As we examine the behaviour of markets in the period since the 
three main political upheavals in 2016, we observe some interesting phenomena which we 
illustrate in Figure 37 and Figure 38. These show the absorption ratio of broad markets from 
2007 onwards alongside a measure of market turbulence. Absorption ratio is a way to measure 
implied systemic risk and is one metric which can help demonstrate the interconnectedness of 
global financial markets. The higher the absorption ratio, the greater the level of systemic risk 
inherent in markets is perceived to be. 

We can see there have been periods of considerable strain in the markets over the last decade. 
Perhaps as bizarrely, despite the vast unknowns there has actually been a marked reduction 
in the perception of systemic risk. While a simplistic interpretation might suggest that all 
is well in the world and that risks are well understood, controlled, managed and priced in, 
that could be drawing false comfort. A more likely explanation is that in the absence of any 
meaningful information, the markets have simply chosen to ignore some of the potential 
long-term consequences. 

While this broader market calm might well be reassuring to some investors, it is important 
to note that while volatility remains low compared to historical levels, there have been 
meaningful spikes over 2018 and we believe that these will require investors to manage their 
path carefully. We can illustrate this by isolating the information above for 2017 & 2018. 

If and when these periods of fragility do arise, then it is important that investors, understand 
the impacts that this may have on asset correlations. We can illustrate this dynamic by 
looking at the following Figure 39 and Figure 40 which show the correlation of currencies, 
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equity, and commodity and bond markets to each other. As we can see, in the immediate 
aftermath of the Brexit vote, assets price correlations became materially more polarised than 
they are now. This of course makes the search for true diversification even more important as 
it is only this which helps portfolios perform in stressed and normal market conditions.

Stress testing and the risks to the House View: a road map of 
dealing with potholes.
Earlier in the House View we discussed the various uncertainties and risk cases that we 
consider relevant:

1 Fed picks up the pace
2 European dis-union
3 Challenging China
4 Debt servicing strains
5 Liquidity challenges
Crucially we start from a perspective of being agnositic as to the result of the scenario, hence 
we consider all of these to both have upside and downside risks rather than contain purely 
downside. Individually and collectively these scenarios represent alternative outcomes which 
may occur within the context of the central House View. However, it is possible that these 
manifest in the place of the central scenario. 

When considering investment mix or specific portfolios, investors are well served by not 
only thinking about a central scenario but also the events that can derail that vision of the 
world. When considering the impact of these alternative market outcomes, understanding 
that they may not be independent of one another and indeed may overlap helps to establish 
a conceptual framework to work with. Furthermore it is helpful to consider the scale in 
which they may manifest. This flexible approach allows investors to understand the effects 
of various severities of risks to the central scenario and therefore the appropriateness and 
context of any risk-reducing strategies that they may want to employ.

Another component to consider is the timeframe under which they may unfurl. While some 
may be near instantaneous, others could play out over months, years, if not even, decades. 
Hence not all of these events will trigger immediate corrective action as they may manifest 
themselves slowly at first and therefore not be easily identified as being underway. This slow 
motion unfolding of the risk is both an advantage and a challenge to investors. The longer the 
timeframe, the more likely portfolios can be restructured. Unfortunately, that gentle unfurling 
of market dynamics may also mean that investors do not recognise the effect until much 
damage has occurred to their portfolios. 

To help provide context around the potential outcomes we have identified as risks to the House 
View, we have compiled a table of currently implied moves on a correltated basis using five 
years of weekly data. These moves are, by the nature of all predictions of the market, educated 
insights, but by any scientific basis, unreliable predictors. Instead we provide them as a 
possible first step in the process of considering plausible outcomes in some unknown future.

One significant insight gleaned from these implied estimates is that, given the current 
environment, small ripples in any market can cause potentially equally sized waves in other 
asset classes. This is of course further circumstantial evidence of suppressed volatility and 
synchronised market forces at play, but it is also a sign that fragility originating outside 
investors’ immediate vision may have significant consequences. Therefore, a stronger 
understanding of the time lines involved in the scenario unfolding allows investors to consider 
the urgency of corrective action. 
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Lowest in nearly 50 years

Figure 41.  US economic projections

United States: it’s all about data (dependence)
• Growth to moderate in 2019, but remain above potential 
• Further tightening in labour market to push wage growth higher with 

core inflation set to remain around target
• Fed expected raise rates 3 times in 2019, in order to move to 

mildly restrictive

Summary
The US economy continued to power ahead in 2018, when much of the rest of the world saw 
some moderation in growth. The underlying domestic growth drivers remained positive, 
with still easy financial conditions, strong household balance sheets and high levels of 
business optimism. These factors were further supported by the large personal and corporate 
income tax cuts introduced at the start of 2018. We expect that full-year growth will be around 
3 per cent in 2018, the fastest rate of calendar-year growth in the US since 2005. With the tax 
cuts estimated to have added around 0.5 percentage points to growth, the underlying pace 
of increase was still well ahead of estimates of potential growth of 1¾-2 per cent. Relative 
to consensus expectations of growth at the start of 2018, the US outperformed by over 
0.5 percentage points, and was also somewhat above our own expectations. Much of that 
upside surprise can be attributed to the tax cuts. The upside surprise was also despite some 
unexpected headwinds from slower external growth and the retreat in some asset prices.

Looking ahead, we expect growth to moderate in 2019 with somewhat slower household 
consumption, residential and business investment, as the impact of the tax cuts wanes, 
tighter monetary policy impacts spending decisions and tariffs on Chinese imports impact 
businesses and households through higher prices (Figure 41). The slowing in those areas 
should be partly offset by a pick-up in government spending. While we expect growth to 
moderate, we expect it to remain above potential in 2019. However, there are risks in both 
directions, with the potential for a further escalation in the trade dispute between China and 
the US, or a widening in protectionist measures to other countries/goods being a potential 
further drag on growth. While there is upside potential for households to run down their 
savings somewhat next year to support a faster pace of consumption. Looking further ahead, 
we expect growth to slow further into 2020, close to the long-run potential rate of growth, as 
the fiscal boost comes to an end and tighter financial conditions slow demand further.

With growth expected to be above trend again in 2019, the unemployment rate should fall further 
from its already low rate of 3.7 per cent (Figure 42) to around 3¼ per cent, which if achieved would 
be the lowest rate since the early 1950s. As the labour market has tightened further through 2018, 

Tax cuts boosted already 
strong underlying growth to 
strongest in 13 years in 2018

Growth expected to slow 
somewhat in 2019, but to 

remain well above potential
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Figure 44.  Wage growth
Continues to move higher, with more to come

Source: Aviva Investors, Macrobond as at 11 December 2018

Pe
rc

en
ta

ge
 p

oi
nt

s

Non-residential investment 
Total non-residential investment (excl. mining) 
Mining investment 

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

2010 2011 2012 2013 2014 2015 2016 2017 2018

Per cent

Figure 43.  Business investment
Recent slowing may reflect concerns on trade

wage pressures have steadily risen, with average hourly earnings rising above 3 per cent for the 
first time in nearly a decade. We expect continued upward pressure in 2019 as the unemployment 
rate falls further, with wage growth expected to rise above 3.5 per cent.

Inflation moved higher in 2018, largely as we had expected, with core PCE (the Federal 
Reserve’s preferred measure) reaching the 2 per cent target in March and remaining around 
that level thereafter. Headline inflation was a little higher, with energy prices contributing 
positively. Looking ahead, we continue to expect core inflation to remain close to 2 per 
cent in 2019, rising above that level in the second half of the year. However, following the 
sharp decline in oil prices in recent months, and our simplifying assumption that prices 
then evolve in line with oil futures (which are broadly flat), headline inflation is expected to 
decline to 1 per cent or perhaps even a little lower in the middle of 2019, before rising back up 
towards 2 per cent by the end of the year.

Heading into the final meeting of the year in December, the Federal Reserve (Fed) had raised 
rates three times in 2018, with high expectation of a fourth increase in December. That 
would be more than the Fed expected at the start of the year, and twice what the market had 
expected, but in line with our own expectations. We expect the Fed to continue raising rates 
in 2019, with three more hikes of 25 basis points over the course of the year. That ought to be 
enough to move policy to a mildly restrictive stance, which we believe is necessary to ensure a 
slowing in growth, and to prevent excess wage growth and inflation.

Fed has achieved its mandate, policy should move to 
mildly restrictive
While our central expectation is for a moderation in growth in 2019, there are number of 
important risks around that outlook. The largest downside risk is a further escalation in the 
trade tensions between China and the US, and/or a broadening in US protectionist measures 
to other countries or goods. At the G20 summit in November the US and China agreed to 
further talks through to next spring, with no further tariff measures to be taken during that 
time. However, the success of those talks remains highly uncertain, and we believe the 
demands that the US administration will make on China are likely to prove very difficult 
to meet. That risks a further escalation in 2019 that could impact on both Chinese and US 
growth, particularly if sentiment is heavily impacted. Indeed, the measures taken already 
(and in our central scenario) are expected to have a direct effect of subtracting around 0.2 
percentage points from US growth in 2019]. In addition to trade, if the decline in oil prices 
in 2018 Q4 is sustained, or worsens, the negative impact on US mining investment could 
be substantial. As was the case when oil prices fell sharply in 2014, investment in mining 
structures and equipment, as well as related investment could weigh on growth, potentially 
subtracting as much as 0.3 percentage points in 2019. While there are clear downside 

We expect wage growth to rise 
above 3.5 per cent in 2019 on 
tighter labour market Recent 
slowing may reflect concerns 
on trade

Lower oil prices will 
restrain headline inflation, 
but core expected to be 
around 2 per cent target

Trade tensions remain the key 
downside risk in 2019
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Fed need to move to mildly restrictive stance

Figure 45.  Core inflation around 2 per cent
Range of core measures consistent with Fed target
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risks, there are upside risks as well. The pass-through of the 2018 tax cuts into spending 
may not yet be complete, as many households may not claim the full benefit until they file 
their tax returns in 2019. With strong corporate profitability and tight capacity conditions, 
there is potential for a more rapid increase in business investment (Figure 43) in 2019 if the 
uncertainty around the trade outlook is resolved. 

Following disappointing wage growth in recent years, 2018 saw a more consistent 
acceleration, as the labour market continued to tighten and as productivity growth and 
inflation also rose. The pickup was seen across a range of wage measures, but perhaps 
clearest in the Fed’s preferred measure, the Employment Cost Index (ECI). On that measure 
private sector wage growth rose to 3 per cent, similar to the average in the years prior to the 
financial crisis (Figure 44). With survey measures indicating further gains, and an expectation 
of a further tightening in the labour market, we expect wage growth to continue to move up to 
3.5 per cent in 2019. Unit labour costs, the key input costs for businesses and therefore crucial 
in pricing decisions, increased at a rate of 2 per cent through 2018, consistent with inflation 
of around 2 per cent. We expect unit labour costs to rise a little more quickly in 2019, with 
productivity growth of around 1 per cent. 

Core inflation measures rose through 2018, as a range of one-off effects from 2017 dropped out 
of the annual comparison. The range of core measures are currently all around the Fed’s 2 per 
cent target (Figure 45), although core PCE (the Fed’s preferred measure) recently dipped a little 
lower on weak hospital services inflation, which we expect to reverse relatively quickly. While 
core measures are expected to remain close to or a somewhat above 2 per cent in 2019, headline 
inflation is expected to be materially softer unless the recent decline in oil prices is reversed. 

With the Federal Reserve expected to raise rates in December, they will have delivered 100 
basis points of hikes in 2018 and a total of 225 basis points since the start of the hiking cycle. 
However, given how accommodative policy was at the outset, those rate hikes have only been 
sufficient to raise real rates to around zero. In other words, policy remains accommodative, 
just less so. Moreover, broader measures of financial conditions that also include equities, 
credit and currency suggest a loosening over the same period. That is despite the Fed also 
starting to wind down their balance sheet of US Treasuries and MBS. We expect the Fed will 
need to continue raising rates through 2019 to move the policy stance to mildly restrictive. In 
each of the hiking cycles over the past 30 years the Fed has pushed real rates above estimates 
of neutral, by around 100-150 basis points (Figure 46). If the Fed raise rates by 75 basis points 
next year as we expect, policy will only just be moving into restrictive territory. Of course, 
should one of the downside risks play out, then the prospect for the Fed to pause, or even 
stop hiking rates, remains possible. But we expect them to be data-dependent and less 
inclined to use forward guidance.

Range of core inflation 
measures consistent with 

Fed target

Fed need to move to mildly 
restrictive stance in 2019
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Eurozone

Figure 47.   Eurozone, contributions to quarterly GDP growth 
and composite PMI

Figure 48.    Eurozone retail sales, y/y per cent

Eurozone: growth and inflation frustrations
• The slowdown in growth is of concern, but is not a disaster
• If higher wage growth feeds through as hoped, core inflation will pick up
• Tighter monetary policy will follow eventually, but political risks 

more significant

A year ago, the Eurozone experienced peak optimism since the financial crisis: solid 
growth, the end of deflation fears, greater political calm and a collective burst of greater 
confidence. From such heights, 2018 has been a clear disappointment. Growth has slowed, 
core inflation has remained stubbornly low, political concerns have resurfaced and the 
external environment has deteriorated. Unsurprisingly, sentiment has slipped noticeably. 
The slowdown has been unsettling and has once more called into question the economic 
dynamism of the single currency region. But while the momentum shift is worrying – a 
halving of the annualised pace of growth from 3 per cent to 1.5 per cent was bound to 
concern investors – it does not, as yet, signal an end to the current expansion. Rather it shows 
a return to a more sustainable pace of growth, as well as highlighting what an exceptional 
year 2017 was for the Eurozone. Most estimates of the long-term potential rate of GDP 
growth, including our own, centre on a range of 1.25 to 1.50 per cent. Since there is now only 
limited spare capacity remaining in the Eurozone, a return to trend growth is appropriate and 
probably desirable.

The full expenditure decomposition of Eurozone growth is only available for the first half 
of 2018, but for that period the main explanation for the deceleration has been a sharp 
slowdown in the contribution from net exports which boosted growth by almost 1.4 per cent 
in 2017, but which reduced it by 0.2 per cent in the first two quarters of this year (Figure 47). 
By contrast, domestic final sales growth has moderated only marginally, although partial data 
for Q3 suggests that slower domestic growth may have had more of an impact then. Retail 
sales data is volatile and the well-documented distortion from the autos sector (related to 
new emissions regulations) exaggerates any weakness, but consumer demand does appear 
to have slowed somewhat. It is still growing at a robust pace for the Eurozone, but is clear 
that the 2018 slide in sentiment has led to a modest spending retrenchment (Figure 48). 
More encouragingly, aggregate investment growth is still running at around 2 to 3 per cent 
and within that, total construction activity is expanding at a similar pace. The fall in business 
sentiment seen in 2018 has probably had a detrimental effect on expenditure on machinery 
and equipment, but it does not seem to have impacted construction-related investment. It 
is often forgotten that about half of investment is construction-related (comprising housing, 

Growth has slowed sharply, 
but is still above trend

Weaker net exports the 
main contributor to slower 
growth in 2018

Source: Aviva Investors, Macrobond as at 11 December 2018
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Figure 50.  Eurozone CPI inflation rates, y/yFigure 49.  Eurozone construction

Source: Aviva Investors, Macrobond as at 11 December 2018
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business and infrastructure). According to the OECD survey, construction order books are 
presently as high as they have ever been, arguing for further increases in the next couple of 
years (Figure 49).

Looking ahead, the current level of key indicators such as the national and PMI surveys 
continues to support the view of trend growth or slightly better over the next six months, but 
the direction of travel has been worrying. As judged by the historical record of the surveys 
which track subsequent GDP developments most closely, the latest readings (for November) 
argue for a running rate of quarterly growth of a little over 0.3 per cent in Q4 and early 2019 in 
each of France, Germany and the Eurozone overall. But unless these survey balances stabilise 
at or around current levels – or even improve a little – then achieving annualised growth of 
1.5 per cent next year will become more of a challenge. The recovery after the financial crisis 
and the Eurozone’s very own sovereign debt episode has, at times, been unconvincing and 
stuttering. But this was also the case in the US which emerged first from the doldrums. A naïve 
comparison might suggest that the Eurozone is experiencing a similar revival three or four 
years later. And just as the Fed trod carefully in withdrawing stimulus in 2015 and 2016 (and 
since), the ECB is right to take its time.

The other relevant comparison is of inflation. Although it was rising gently when the Fed 
first raised US interest rates in December 2015, the headline measure was only just above 
2 per cent and the core rate was well below. In the ECB’s case, the headline CPI measure is 
presently also above 2 per cent (boosted by higher energy prices earlier in 2018). It may now 
drop back following the recent slump in the oil price, but the main issue is with the core rate 
which remains stubbornly low at around 1 per cent, a level it has maintained – more or less 
– since 2013 (Figure 50). As we have regularly stated, subdued inflation should not have been 
a surprise: it was always likely to be so until the ample spare capacity that emerged in the 
slump was reabsorbed into productive use. We are now either at, or very close to that point as 
above-trend growth has closed the gap between demand and supply potential. Nowhere has 
this been clearer than in the labour market, the most visible guide to slack in the economy. 
Unemployment tumbled between 2008 and 2013 (from 7.5 per cent to over 12 per cent) as 
economies imploded. Wage growth followed in the usual manner (Figure 51). Strong jobs 
growth since then – more than 10 million new jobs have been generated – now means that 
labour has more wage bargaining power and that earnings growth has turned higher at last. 
Labour costs are easily the main driver of overall costs for most service sector activities, so it 
is logical that higher wage growth will in time feed through to stronger core inflation. This is 
certainly what the ECB hopes for and expects. In the past their repeated projections of rising 
core inflation always looked optimistic. For the first time, their forecasts of 1.5 per cent for 
2019 and 1.8 per cent in the following year look achievable. This should become apparent well 
before their intended first interest rate hike (late 2019), so if it does, they can finally feel more 
comfortable about raising Eurozone interest rates.

Leading indicators do 
not point to an early rebound 

in growth

Gently rising wage pressures 
should feed through to higher 

core inflation
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Eurozone

Figure 52.  Eurozone economic projectionsFigure 51.  Eurozone wage growth and unemployment rate
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There are always risks of course. One is the current and future anticipated changes in monetary 
policy itself. With the exception of the ill-fated increases of 2011, interest rates have not risen 
for a decade and the Eurozone has also had the benefit of vast asset purchases from the ECB. 
As this now all reverses, albeit slowly, we will establish whether the region can thrive unaided. 
A second is the environment for trade. Although Trump’s primary target is undoubtedly China, 
his indiscriminate assaults have been aimed at Europe (e.g. autos) in the past and could easily 
do so again in the future. If trade tensions do intensify or even escalate into a global trade war, 
the open economies of Europe would be one of the main losers. Closer to home are political 
concerns derived from the growing tide of populism and nationalism. The recent tiff with Italy 
over its Budget profligacy may calm down, but it is indicative of pressures within the single 
currency area. While the project remains incomplete (banking union, closer fiscal and political 
integration), there will always be the danger of such episodes. It might have been possible to 
have a Eurozone without Greece; if investors were even to start considering Italian sedition, the 
impact could be disastrous. And although we are not projecting a nasty downturn or recession 
in the next few years (Figure 52), at some stage one will materialise. If the Eurozone does not 
have solid and coherent institutional infrastructure by that time, the risk of another damaging 
threat to European unity could yet emerge.

Political risks bubble away 
– the Eurozone project is not 
yet complete
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Figure 54.  UK household saving ratio, per cent of disposable incomeFigure 53.  United Kingdom, contribution to yoy GDP growth
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UK: Brexit timer ticking down
• Brexit continues to dominate the outlook for the UK economy
• Growth has been modest at best and there are signs of stress in 

several areas
• Inflation should fall further – the Bank of England should take its time

It is impossible to make any sort of sensible assessment of the UK’s economic prospects over 
the next few years without doing so through the lens of Brexit. Moreover, there is so much 
uncertainty about the outcome and day-to-day changes to the latest state of play, that even 
that is proving difficult. We are not political analysts, but public commentary and media 
coverage strongly suggest that Prime Minister May would not have been to get her deal 
accepted by the vote in Parliament on 11th December which was why she chose to postpone 
it. There is considerable speculation about what happens after an eventual vote, with options 
including a second vote on her deal, a re-opening of negotiations with the EU, a vote of no 
confidence in the Government or May’s resignation, a General Election or a journey towards 
some form of second referendum or “people’s vote”. And in the background the spectre of a 
“no deal hard exit” in March 2019 looms large. For now, we confine ourselves, to the extent 
that we can, to the macroeconomic prospects of the UK economy. What is abundantly clear is 
that Brexit-related uncertainty has already had a major impact on the UK: growth has slowed, 
the currency has fallen, inflation has been erratic and both consumer and business sentiment 
have dipped. Although there are still some deniers, activity has been hit significantly.

It is always possible that, even at the 11th hour, some compromise will be reached allowing 
the UK to transition to a new relationship that causes minimum damage to our growth 
prospects. And while minimum is not “none” and certainly not “negative” as some Brexiteers 
assert, the removal of doubts and uncertainty may be sufficient to cause some rebound in 
confidence about the future that becomes reflected in improved activity levels and return 
of spending in key areas. But as the Bank of England continues to state, the potential 
growth rate for the UK economy is significantly lower today than it was pre-crisis. This is not 
all attributable to Brexit; some is the inevitable result of ageing populations and the less 
foreseeable consequence of the lower-productivity regime that Britain (along with several 
other nations) has evolved to over the last decade or so. The Bank estimates – and we agree 
– that trend growth is probably around 1.5 per cent now, so a strong revival would have to be 
restrained quite promptly to prevent any inflationary overheating. Both the Bank of England 
and the Government would love such “problems” to deal with. The cold facts are that the UK 
grew at 2.5 per cent a year in the three years before the referendum, but at less than 1.5 per 
cent since. This year has seen no improvement: sluggish growth in the first half, Q3 flattered 
by special factors and leading indicators suggesting a moderation in Q4.

Brexit has already had major 
impact on the UK economy

UK potential growth is now 
assessed to be only around 

1.5 per cent



Aviva Investors House View, 2019 Outlook

This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients. 35

UK

Business investment, y/y, lhs
Average since 1997, rhs
Composite (man'g + services), rhs

-4

-3

-2

-1

0

1

2

3

-25

-20

-15

-10

-5

0

5

10

15

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Pe
r c

en
t Per cent

Source: Aviva Investors, Macrobond as at 11 December 2018

-3

-2

-1

0

1

2

3

4

5

6

7

8

2000 2002 2004 2006 2008 2010 2012 2014 2016 2018
Source: Aviva Investors, Macrobond as at 11 December 2018

Pe
r c

en
t

Figure 56.  UK BoE investment intentions and business investmentFigure 55.   UK household real disposable income, yoy per cent, 6m 
moving average

Looking at the composition of growth in recent years (Figure 53 ) and abstracting from the 
usual quarterly volatility, it is clear that both consumption and investment have moderated 
from the almost boom-like conditions that prevailed between 2013 and 2016. Moreover, 
consumer spending has been helped by both strong employment gains (which have now 
slowed) and a sharp fall in the savings ratio (which cannot be repeated, Figure 54). Granted, 
wage growth has ticked a little higher and this may continue, but overall real household 
incomes are growing at only around 1 per cent a year (Figure 55). Unless this moves higher, 
consumer spending growth will struggle to exceed that number. The support to overall GDP 
growth from ongoing household spending should not be overestimated. And part of the 
reason has been the comparatively dynamic labour market. In the 18 months following the 
referendum, the UK economy generated 561,000 net new jobs and the unemployment rate 
fell from 5 per cent to just over 4 per cent. But in the last six months, the net increase has 
been just 69,000 and in the last three months it has been more or less nothing. The fear is that 
momentum continued for a while, but has now run out of steam. Higher wage growth will 
provide only a partial offset.

Just as importantly investment spending has slowed too. All research shows that this is 
directly related to Brexit – why invest in new equipment or facilities when the future is so 
uncertain? And the investment aggregate includes residential construction which has been 
less affected. Business investment has declined in each quarter this year and surveys of 
intentions do not point to any immediate improvement (Figure 56). Yes, this could change 
with a satisfactory Brexit outcome. But that is far from certain and in the meantime, the 
economy is suffering short term and perhaps long term too. It is also noteworthy that the 
contribution to UK growth from net exports has faded recently. Quarterly data are always 
volatile and prone to revisions (often substantial), but over the year to Q3, exports from the 
UK grew by a paltry 0.7 per cent compared to an average over the last 30 years of between 
4 and 5 per cent. Weaker demand from our main trading partner, the EU, accounts for some of 
the slowdown, while increasing global trade tensions have also not helped. It had been hoped 
that the depreciation of the pound in the wake of the referendum result would have boosted 
external demand, but sadly the competitiveness uplift has not led to noticeably stronger 
exports. And, of course, this has all taken place before any explicit changes to our present 
“low friction” trading environment.

Looking forward, it is difficult to be upbeat about the UK’s immediate prospects, even if we try 
and see through the Brexit turmoil. Virtually all sentiment measures, whether for businesses 
or households, have fallen in 2018 and most are currently at levels which point to no pick 
up in growth from the current 1.5 per cent annualised. The much-watched PMI balances for 
both manufacturing and service activities have declined steadily over the last four years. 
And while not at anything like recession levels, they are consistent with only modest growth 

Can consumer spending 
continue to underpin 
GDP growth in the UK?

Investment and exports have 
both weakened in 2018

Leading indicators do not 
point to a meaningful 
growth revival
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Figure 58.  UK economic projectionsFigure 57.  UK: GDP growth and PMI
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at best – around a 0.3 or 0.4 per cent quarterly pace of GDP growth (Figure 57). The Bank of 
England has continued to stress that recent demand growth, weak has it has been, has still 
probably exceeded the diminished pace of increase of supply potential. Since they also assess 
that supply and demand are now more or less in balance, this implies that a small margin 
of excess demand will build. It is this that leads them to conclude that a steady, but gradual 
amount of monetary tightening will be required. But it is not certain that demand will grow 
as robustly as they hope. Risks seem skewed to the downside and their sanguine view will be 
further challenged if leading indicators continue to slide. Naturally, if there were to be some 
form of satisfactory conclusion to the Brexit conundrum, then there is every chance of a surge 
in sentiment and a reasonably swift return to stronger economic growth.

Inflation has fallen from 3.0 per cent at the start of the year to 2.4 per cent in October. The 
reversal of the steep rises in import prices following the fall in sterling in late 2016 has fed 
through as expected and there is arguably a little more to come on this front. Moreover, the 
sharp declines in oil prices since the start of October have yet to be reflected in CPI inflation. 
This influence alone could reduce inflation by up to 0.4 percentage points over the next few 
months. Meanwhile, any domestically-generated inflationary pressures will depend in part on 
developments in the labour market, which as we have seen, have been mixed. They will also 
be contingent on the pace of demand growth. Brexit looms again here, but as we have seen, 
there is plenty of evidence that growth will remain relatively weak. If so, the Bank of England’s 
view that CPI inflation will remain stubbornly above 2 per cent will be challenged. Inflation 
fell faster than they thought in the first half of 2018. It may do the same over the next year or 
so. And if it does drop back below target, the pressure for interest rate rises will diminish. We 
expect another year of modest growth and inflation close to or even below target (Figure 58).

Inflation has further to fall
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Japan

Figure 60.  Rising wages supporting consumptionFigure 59.  Slowdown underway in H2

Source: Aviva Investors, Macrobond as at 11 December 2018
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Japan: Another year, another disappointment
• Q3 GDP growth has been weak amid natural disasters. Recovery should 

be a temporary boost to growth in Q4 and early 2019. Modest wage 
growth to support domestic demand.

• Government’s plans to cushion the impact of the 2019 consumption tax 
hike show proactive policy

• BoJ policy appears to be drifting towards less stringent adherence to a 
2 per cent inflation target and more towards financial stability risks. 
Policy tweaks like that in July cannot be ruled out

Japan has had a volatile year with growth fluctuating on account of unexpected events 
such as unseasonable weather and natural disasters. Q3 growth was a sharp downside 
surprise thanks to natural disasters such as typhoons, an earthquake and heavy rains. But 
temporary factors aside, leading indicators have been showing evidence of a continued broad 
moderation in growth (Figure 59), which points to downside risks for 2019 (Figure 60). While 
larger than anticipated declines in both investment and household spending mean that the 
impact of natural disasters has been worse than initially estimated, a recovery should be 
aided by disaster-relief efforts and accordingly growth should recover in the coming quarters.

The bigger risk going forward is the external environment, which has already been quite 
challenging this year with net exports being a drag over both Q2 and Q3. China, a key recipient 
of Japan’s exports, has been struggling to reverse the regulatory tightening policies of recent 
years. A further slowdown in Chinese demand is a real risk. Secondly, it is likely that the trade 
tensions and trade-restrictive measures implemented this year begin to bite in the coming 
months, particularly in terms of the impact on corporate sentiment. The 90-day truce agreed 
between the US and China at the recent G20 summit could provide some temporary relief 
but the road ahead is unlikely to be easy. Hence, it would be wise to remain vigilant about 
trade-related headwinds. In terms of a re-negotiation of the US-Japan trade relationship, until 
now Japan has been low on the list of the US administration’s priorities, as it has been more 
focused on China and NAFTA. However, the US is among Japan’s largest two trading partners 
and any adverse future developments, particularly any future auto tariffs imposed by the US 
administration, could pose more direct risks to Japan’s growth. Hence, the largest headwinds 
for the Japanese economy lie on the external front.

Japan has had a volatile 
year thanks to one-off 
factors such as weather 
and natural disasters

External-demand weakness 
is the principal headwind to 
Japanese growth in 2019
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Figure 62.  Yen weakness reflationaryFigure 61.  Financial stability drivers of BoJ

Source: Aviva Investors, Macrobond as at 11 December 2018
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Therefore, domestic demand will likely have to carry a much greater burden of growth next 
year. Some near-term support for domestic demand is likely to come from the recovery 
from natural disasters which is likely to be aided by supplementary budgetary measures 
announced recently by the government. In addition to these measures, growth is also likely 
to get some support from budgetary measures aimed at funding natural disaster restoration 
/ reconstruction work and constructing the infrastructure necessary for reducing the damage 
from future disasters.

Secondly, another moderately supportive influence for domestic demand is the pick-up in 
wage growth in recent quarters (Figure 61). Although wages momentum has slowed recently 
as seen in the behaviour of data such as cash earnings growth, the labour market remains 
at historically tight levels. Thus, some upward pressure on wages may well continue into 
2019. There are two aspects related to the state of the labour market and domestic demand. 
First is capex. While capex has been strong this year and may well slow down next year from 
cyclically elevated rates of growth, given labour-market shortages, firms have been making 
productivity-enhancing investment in physical capital. This behaviour may well be less 
cyclical and more structural given the demographic forces in Japan. Therefore, capex could 
cushion any growth slowdown next year. Secondly, in recent years, household net worth has 
been a stronger empirical driver of consumption, as wage growth has been weak, prompting 
households to dip into their stock of wealth to smooth consumption over time. Since asset 
prices, especially global equities and other risk assets, have struggled in recent months, one 
downside risk is that net worth is less supportive next year than it has been in the last two.

The most important driver of domestic demand in 2019 will be the fluctuations produced by 
the consumption tax hike from 8 per cent to 10 per cent, which is due to come into force in 
October 2019. The 2014 tax rate hike led to a front-loading of consumer-durable purchases 
in the build-up to the April 2014 hike and a decline afterwards. The government is quite keen 
to avoid this type of fluctuation in consumer spending, especially the weakness after the tax. 
To guard against that, they have announced several new measures such as (1) free pre-school 
education / day-care, (2) tax rates reduction, (3) point awards for purchases at small and 
medium enterprises and (4) tax relief measures for consumer durables.

In terms of monetary policy and outlook, there have been tentative signs of a gradual shift in the 
Bank of Japan’s policy preferences. While it is true that the BoJ remains primarily an inflation-
targeting central bank with its principal objective of hitting its 2 per cent target, financial 
stability considerations have clearly taken on a more important role in influencing the BoJ’s 
thinking. In part, this shift stems from the BoJ’s recognition that, while not the main source of 
it, lower yields and flatter curves may have contributed significantly to compressing banks’ 
net interest margins (Figure 62). And if declining profitability leads banks to withdraw from 
extending credit to finance economic growth, then growth itself could be at risk, which in turn 

Recovery from natural 
disasters is likely to boost 

growth in the coming quarters

Wage growth and capex can 
enable domestic demand to 

cushion the impact of the 
growth slowdown, but net 

worth is less supportive

Consumption tax hike and the 
impact-mitigation policies will 
be critical drivers of domestic 

demand in 2019

Bank of Japan’s policy 
preferences may be 

undergoing a slow and subtle 
shift with more focus on 

financial stability concerns

Source: Aviva Investors, Macrobond as at 11 December 2018
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Figure 64.  Risks to growth and inflationFigure 63.  Output gap positive as per BoJ

Source: Aviva Investors, Macrobond as at 11 December 2018
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would make the BoJ’s inflation target even more distant. While the BoJ has been talking about 
these issues in its Financial System Report, what is different about the latest FSR is that, for the 
first time, the BoJ has specified the timeframes over which these financial stability issues can 
start to exert downward risks to the economy – specifically the BoJ estimates that the economic 
impact of such policy-induced curve-flattening begins to appear with a two-year lag.

As for the conventional 2 per cent inflation target, that remains elusive as ever. In fact, one of the 
important reasons why core inflation is even as high as it is currently is because the yen remains 
at fundamentally cheap valuations (Figure 63). The BoJ had better hope that the world does not 
have a major risk-off event, as that would likely send the yen soaring on safe-haven demand and 
make the 2 per cent target even more distant than it is now. On the positive side for inflation, 
the BoJ’s output gap estimate is close to cyclical highs, which in theory should be inflationary 
(Figure 64). However, the lack of much meaningful response in inflation gives rise to the concern 
that the BoJ output gap estimate may be too high or inflation has structurally become much 
less responsive to output gap than in the past. Either way, the BoJ’s price stability objective does 
not look any more achievable than it has in recent years.

Bank of Japan’s policy 
preferences may be 
undergoing a slow and subtle 
shift with more focus on 
financial stability concerns
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Figure 65.  Loans up, but not impacting investment 

China: slowdown with Chinese characteristics
• Trade tensions with the US are a reality, with risks of further tariffs and 

worse relations, even after the G20
• The economy is slowing to around 6 per cent growth, with downside risk 

from trade as well as the previous deleveraging effort, private sector 
confidence and debt strains, and a slowdown in property.

• Tax cuts, RRR cuts, and tariff reductions are among a slew of stabilising 
measures in 2018-19

GDP Outlook: Growth in H2-2018 is holding up, as contractionary policies eased alongside 
pro-growth measures in mid-2018. The slowdown this year was the intended consequence 
of previous efforts to promote deleveraging, which in practice meant a slowdown in credit 
growth (Figure 65). While state-owned enterprises (SOEs) retained access to liquidity, LGFVs, 
property developers, and SMEs faced a much harsher environment, especially due to new 
regulations around lending by the wealth management products that bundled loans to 
such entities. Defaults began to rise, and sentiment was cooled further as subsidies for 
“shantytown” redevelopment were wound down. Authorities in China deserve credit for 
being transparent; still the impact is blunt, akin to driving a car with two heavy feet, and it is 
still hard to discern a bottom as Retail Sales and Industrial Production slow to their weakest 
growth in decades. PMIs have dropped to 50, and the current account deficit has dwindled 
to zero, from +2 per cent recently and +10 per cent pre-GFC. Recognizing that their plan had 
worked, and because of the new risk from trade protectionism that had materialized, fiscal 
and monetary policy both kicked into gear. We expect to see this stimulus impact in Q4, and 
into 2019.

Going forward, the focus of Chinese policymakers and markets is counterbalancing US tariffs 
and weaker global demand with fiscal, monetary, and regulatory policies. The main negative 
drag is tariffs, with the 90-day détente following the G-20 summit one of the last possible off-
ramps to avoid 25 per cent levies on half of China’s exports to the US. The damage, if incurred, 
is estimated to be 0.8 per cent on 2019 growth. There is risk of another round of protectionism 
too, as well as the Trump Administration’s efforts to disrupt the WTO’s architecture in favour 
of bilateral deals with friends – but not strategic rivals. Internally, the private sector needs 
to get relief from the contraction of the shadow banking sector, and a mandate for banks to 
increase lending is a typical top-down directive. The property sector is also likely to contract, 
as subsidies are removed. While leading indicators have picked up, they are far below 2016-
17’s levels and PMIs are pointing to a sustained slowdown continuing into 2019 (Figure 66). 
Growth should be 6.2 per cent, continuing its multi-year slowdown (Figure 67), but the risk is 
on the downside if export weakness then feeds back to deteriorating domestic sentiment.

Deleveraging efforts slowed 
Chinese GDP growth  

all through 2018

Chinese policymakers will 
continue efforts to  

counter US protectionism

Source: Aviva Investors, Macrobond as at 11 December 2018
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Figure 67.  Growth down, even pre-tariff

China

As the Communist Party celebrates 40 years since Deng Xiaoping set China on its current 
course, more policy easing will include a bigger deficit with infrastructure spending, tax cuts 
and support for LGFVs. Deductions for a slew of personal expenditures are set to begin in 
January, but will have no impact on many Chinese, the majority of whom do not pay income 
tax. The timing and multipliers on future measures can only be approximated, and so we 
expect an offset of most, but not all, of the drag induced by earlier credit tightening and tariffs.

Monetary Policy: While the US bilateral trade imbalance is hard to change, the Chinese 
current account balance is shrinking (Figure 68). Part of this is natural as an ageing 
population saves less (Figure 69), but also reflects many years of rapid wage inflation and 
CNY appreciation that, combined, have unwound the renminbi’s undervaluation in real terms. 
Looking forward, trade volumes may slump as recent activity was front-running the threat 
of new tariffs. Persistent capital outflows and stimulus that’s directed toward consumption, 
along with continued tariff cuts to other countries that partly offset the retaliatory hikes on 
the US, will put downward pressure on the currency. This puts the PBoC in a quandary: if it 
prevents depreciation, this should limit portfolio outflows but will not support the external 
sector, and reduce the scope of monetary stimulus. However, rate cuts and faster (if still 
managed) currency depreciation risk sparking the domestic panic we saw in 2015-16, even 
if capital controls are tighter. Moreover, with global interest rates rising, CNY weakness may 
deter expected capital inflows on the back of fixed income index inclusion, and cause friction 
with the mercantilist factions in the White House. A 4-5 per cent depreciation, implying 
USDCNY rate of 7.30 at end-2019, is a low-confidence base case; if the dollar is stronger than 
we expect, a careful PBOC would try to manage the currency weaker still.

Inflation is not expected to be a large risk: around 2 per cent CPI and 3 per cent PPI. This 
should open the door to further easing via liquidity measures such as RRR cuts (Figure 70), 
and directed credit to infrastructure and social financing (Figure 65). Yet, these measures 
are becoming less effective, as so much debt is already clogging the system. Even if NPLs 
are not recognized, LGFV, corporate bonds, and pro-cyclical credit channels like share-price 
financing are damaging banks’ capital buffers. Beijing has kept financial instability from 
emerging, but it’s important to stress that even without Trump’s tariffs, a gradual slowdown 
was always on the cards. Deleveraging can be paused, but a big debt-fuelled investment 
boom is neither possible nor desirable. What’s ultimately needed is a more moderate fiscal 
loosening, and continued focus on reform and sustainable growth, led by technology and 
productivity driven by a decrease in SOE dominance as private firms operate more freely in 
a less corrupt environment.

We expect stimulus to 
have a smaller impact than 
previous rounds

Lower rates and a weaker 
currency come with risks

With a disappearing current 
account surplus, CNY will be 
devalued carefully

Source: Aviva Investors, Macrobond as at 11 December 2018
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The Bigger Picture: While the US focus on the bilateral deficit with China is misguided, 
the list of grievances that the US Trade Representative catalogues in its “Section 301 Report” 
is rooted in a legitimate criticism of China’s incomplete transition to a market economy and 
a more liberal society. The US (and others) want China (i) to roll back foreign ownership 
restrictions, (ii) to cease licensing and joint venture requirements which enable technology 
transfer on terms perceived as unfair, and (iii) to curtail acquisition of Western tech firms, 
especially by SOEs or financed via government-backed funds, which (iv) also unfairly subsidize 
and distort other parts of the economy. Unfortunately, the conflict is not something that can 
be easily resolved by a “deal”, as its root causes are more fundamental. Still, the pledge by 
Xi and Trump to work to avoid further tariffs may delay or even avoid the scheduled rise to 
25 per cent levies.

Wherever the country was heading before, it has reviewed its path and destination under 
President Xi, especially following the 19th National Congress in late 2016. The main goals 
continuing economic development and improving well, later made more specific along the 
goals of the China 2025 Plan, but also maintaining the supremacy of a one-party state and a 
socialist core values (these include “democracy” and “freedom”, which are in China’s case are 
defined by the CCP representing the interests of the people, and a combination of personal 
independence and national sovereignty, respectively). This ambition has two implications: 
first, the drive for Chinese firms to move up the production/value chain—improve innovation 
and develop technological standards rather than be perennial followers, and acquire 
prominence in key tech and industrial areas—is paramount and will not be deterred. Growth 
may drop sub-6 per cent in coming years, but the emphasis is more on quality and avoiding 
negatives like pollution and untrammelled credit than quantity (especially after the “doubling 
GDP in 2020” goal is achieved, when the obsession with GDP goals to the decimal place might 
wisely be scrapped). Second, the ambitions will encroach on incumbents and there will be 
friction, if not outright conflict, in the global financial, economic and geopolitical spheres, 
just as has happened many times in history, from the growth of the Ottoman Empire in the 
16th and 17th centuries to the rise of the US itself in the 20th.

Xi’s ambitions for China 
will inevitably clash with 

the status quo

Source: Aviva Investors, Macrobond as at 11 December 2018
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Figure 72.  Australia economic projectionsFigure 71.  Figure 1: GDP & GDI in Australia

Australia: trouble brewing down under? 
• Robust growth with a falling unemployment rate and rising wages with 

low inflation pressures paint a positive “headline” picture for Australia.
• But significant downside risks remain from the housing market
• RBA on hold in 2019 over domestic credit tightening and weaker 

external demand 

Australia has had a challenging year on the back of growing concerns over debt, a slowing 
China and mixed commodity markets. Growth in Gross Domestic Income (a broad measure 
of activity which considers changes in a country’s terms of trade) fell back sharply in the first 
two quarters of the year (Figure 71) primarily driven by a 20 per cent drop in iron ore prices 
(a key export commodity for Australia). Whilst the iron ore price has largely retraced in Q3, 
along with it the ToT, slower Chinese growth prospects and little expectation of a major 
expansionary policy there focusing on infrastructure spending suggests further downside in 
2019. However, despite these headwinds, GDP growth has remained robust this year, rising by 
3.3 per cent YoY, with growth expected to remain robust next year (Figure 72). Growth should 
be supported by household consumption, with a tighter labour market and the modest return 
of wage growth. However, risks to the consumer are weighted to the downside with the lowest 
saving rate since 2008 and amongst the highest ratio of household debt to income in the 
world, running at close to 190 per cent (Figure 73).

A bubble in Australian housing driven by loose credit conditions and retail investors fuelled 
a construction boom, for both residential and non-residential buildings. This supported 
the economy as it transitioned following a mining investment boom; at it’s height mining 
investment accounted for 9 per cent of GDP (now under 4 per cent). Currently 9 per cent of 
private-sector employment is in construction and roughly half of these workers are exposed 
to dwellings. Following the drastic reduction in permits for dwellings, the slack created could 
be absorbed by the growing government infrastructure pipeline. However, other risks remain. 
A large reduction in credit availability following regulatory restrictions on lending limits (for 
both investor and owner-occupied) and other macroprudential policies has come at the 
same time as the Royal Commission into financial services firms has found the four big banks 
to have fallen short of their prudent lending requirements (amongst other conduct issues). 
The tightening in lending standards and restriction in credit has been sharp and already led 
to a material decline in house prices in Sydney and Melbourne (7.5 per cent and 4.2 per cent 
respectively). Declines have recently spread to other markets in recent months and lead 
indicators continue to point to further declines. On the demand side, foreign interest (which 
according to National Australia Bank was around 15 per cent of demand for new properties 

Growth remains robust, 
but risks clearly shifted to 
the downside

Weakening housing market 
has potential to drag the rest 
of the economy down with it
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in 2014) has also fallen sharply. While surveys of domestic buyers, such as the Melbourne 
Institute Consumer Sentiment Survey, suggests recent declines have increased the appetite 
for those that now see housing as more affordable, any reversal in that trend on the fear of 
further house price falls could precipitate a more worrying decline. 

Outside of housing, other parts of domestic and foreign demand should be enough to 
ensure robust growth in 2019. Consumption has generally been positive and a bounce in 
real disposable incomes, should see growth being supported. On the corporate side, capex 
intentions for 2018/19 have increased, with the manufacturing industry posting strong growth 
and mining posting a slight decline (compared to a steep retreat for many years). 

The labour market has improved over 2018, with the unemployment rate falling to around 
5 per cent, the lowest in six years. Alongside that the wage growth (as measured by the wage 
cost index) has shown a steady increase, albeit from a record low in 2017. Currently running 
at around 2.3 per cent, we do not expect a material pickup over 2019 with muted productivity 
growth and no further tightening in the labour market. That means little additional domestic 
inflationary pressures are likely to arise in 2019, keeping the core measures of inflation around 
the bottom of the RBA’s target band (Figure 74). Given the downside risk from housing, modest 
wage growth and benign inflationary backdrop, overall, we expect the RBA to remain cautious 
with no change expected in 2019. 

Inflation expected to remain 
subdued in 2019 and the RBA 

to remain on hold
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Figure 76.  Inflation is rising slowlyFigure 75.  Canada GDP growth slows but remains above potential

Canada: steady in rough waters
• The new USMCA trade deal removes uncertainty and will support 

business investment and exports. Growth will continue to moderate 
but remains above potential.

• Looking forward tight labour markets supporting wage growth and 
inflation near target keeps the BoC in hiking cycle.

• However potential downside risks are increasing and an external shock 
in the form of lower oil prices or an escalating trade war could make the 
BoC pause for thought. 

2018 has been an interesting year with politics playing an important role in the outlook 
for the economy. After a long negotiation period a new trade deal to replace NAFTA was 
released; the United States – Mexico – Canada agreement (USMCA). In terms of implications 
for the Canadian economy the most significant aspect is the removal of uncertainty and the 
elimination of the more negative options that were on the table. The deal will last for 16 years, 
with a review period after 6, creating a decent window of certainty for businesses. With the 
deal in place, the outlook for business investment has improved and could possibly lead to 
higher capacity and potential growth estimates going forward. In the detail of the deal the 
biggest concession from Canada’s perspective appears to be giving up access to about 3.5 
per cent of the dairy market, in exchange for the preservation of some key areas (such as the 
dispute resolution mechanism) and some assurances, that Canada would not be hit by a 25 
per cent tariff on autos under Section 232. 

From an economic point of view, growth has moderated from the very strong pace seen 
in 2017 as expected, yet growth in 2018 continues to be above potential and has been 
underpinned by strong domestic conditions (Figure 75). Policy makers expect real GDP growth 
to come in at 2.1 per cent this year and temper to 1.8 per cent by 2020. Rising wages and 
elevated consumer confidence supports healthy consumer spending, however rising interest 
rates and tighter macroprudential policies mean the pace of consumption growth is expected 
to slow. Looking forward, business investment and exports are forecast to be stronger, mainly 
reflecting reduced uncertainty and improved confidence from the new trade deal. Overall, 
therefore, the composition of demand will continue to shift towards non-oil/gas business 
investment and exports and away from consumption and housing. 

With the economy operating above potential it is no surprise that the jobs market is strong. 
Unemployment is at post-crisis lows at 5.8 per cent and has been at low levels for about a 
year. Despite this, underlying wage pressures have been moderate (Figure 76). Wage growth 
is forecast to rise, driven by tightening labour markets and an expected improvement in 
productivity growth.

Coming up Trumps – 
New trade deal a positive 
for Canada

Growth remains strong and 
above potential but is 
expected to moderate

Tight labour markets will 
support wage growth
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Figure 77.  Canada economic projections Figure 78.  Oil price declines will hurt Canada

Headline inflation has been surprising to the upside and at 2.4 per cent is currently above 
the BoC target. Looking forward, inflation is expected to moderate to around 2 per cent as 
temporary factors (airfares, gasoline prices and minimum wages) dissipate. With the economy 
operating close to capacity, drivers of inflation should continue to be broad based and core 
inflation measures remain close to 2 per cent. 

The Bank of Canada (BoC) have hiked by 25bp 3 times so far this year taking the policy rate 
to 1.75 per cent and in the most recent policy statement they dropped the word ‘gradual’ in 
the description of the pace of their policy adjustments going forward. The BoC say that this 
is intended to highlight the data dependent nature of their monetary policy and avoid the 
impression that they are following a preordained, mechanical policy path. We expect the 
BoC to continue hiking in 2019, likely another three 25bp hikes (Figure 77), but there are an 
increasing number of risks in the outlook that could change that policy path. 

On the domestic front household debt levels and inflated house prices have long been 
flagged as a negative risk for the Canadian economy. Macroprudential policies have helped 
to mitigate household imbalances and house price growth has fallen throughout 2018. That 
said, debt levels remain high and may make the economy more sensitive to the rising rate 
environment, effectively lowering the neutral policy rate. The BoC currently forecasts the 
neutral rate to be in the range of 2.5 – 3.5 per cent; if correct the BoC has space to continue 
hiking without materially tightening financial conditions in the economy. If the neutral rate 
estimate is revised lower would slow the pace of normalisation. 

The ongoing trade war between the US and China could have significant ramifications for 
global growth if it escalates further. Damaged supply chains, falling business confidence and 
lower commodity prices would weaken foreign demand and subsequently impact exports and 
business investment in Canada. Damaged supply chains would also likely lead to increasing 
input costs and lower productivity putting upward pressure on inflation. The extent that cost 
push price pressures outweigh falling growth would determine the policy path and the BoC 
would likely pause their hiking cycle to allow time for that assessment. 

Oil price developments are another potential external shock to the economy. Oil prices have 
fallen over 30 per cent in the last 2 months and are now significantly below where they were 
when the BoC last reviewed the economic outlook (Figure 78). If oil remains at these low 
levels the hit to business investment and confidence as well as the potential pass through 
to inflation will likely make the BoC more cautious.

Operating close to capacity 
means drivers of inflation 

should be broad based

BoC to continue hiking but 
downside risks grow

Growing risks from 
external shocks
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Figure 80.   Fed hikes, EM outflows, and high oil prices have 
weakened Asia FX
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Figure 79.  The US-China trade spat will reverberate across Asia

Asia ex-Japan: powerful engines of growth 
but rattling under the hood
• Fast growth, with disruption from the US-China trade war and gradual rate 

hikes across the region
• Elections in India, Indonesia, Philippines and Thailand – slowing fiscal and 

structural reform, remote chance of major surprises or policy shifts

• India and Indonesia vulnerable to oil and investor sentiment due to external 
debt and CA deficits 

Regional Themes: Economies across Asia in 2018 performed much as expected: 5-7 per cent 
growth for the poorer Emerging Markets in the South, led by India’s continued recovery from 
its 2017 slowdown, and close to 3 per cent growth for the richer Asian Tigers to the North. Yet 
beneath the headline numbers, there is turbulence, and heightened risk going forward. First 
and foremost, trade is being disrupted by the US tariffs, even as bilateral trade deals and the 
multilateral TPP (ex-US) are signed; financial conditions are tightening, with US rate hikes and a 
strong dollar putting pressure on currencies and pushing central banks to continue tightening 
monetary policy. Inflation is generally well contained, with upward pressure from currency 
weakness and energy that should fade over time. Looking forward, election risk will be prominent 
in 2019. Even though in the base case there won’t be any tectonic shifts from the outcomes, the 
realignment in the region as China asserts itself geopolitically can be a source of volatility.

Asia has not been hurt by trade tensions or China’s slowdown to a great degree – yet. There will 
be more impact ahead as disruption ripples through supply chains (Figure 79). Unlike China, 
none of the other Asia ex-Japan countries are easing fiscal policy and monetary policy is being 
tightened, albeit gradually. Floating exchange rates do act as a buffer for the external sector, 
depreciating 1.4 to 9.7 per cent in 2018 (Figure 80). The main downside risks in 2019 are a 
strong dollar, and whether the Chinese allow depreciation of the CNY (we expect they will, but 
to a limited extent). The silver lining is that some China-bound FDI will go instead to Vietnam, 
Thailand, Malaysia and other low-cost producers, especially if parts of a manufacturing or 
assembly process are already located there. In fact, as growth in China’s wages has led to a loss of 
competitiveness, this shift was already underway. 

India: Growth of around 7.5 per cent should slow slightly, and has helped propel Indian equities 
to outperformance. The dovish RBI only delivered two 25bps hikes in June and August to 6.50 
per cent as food prices temporarily suppressed inflation below 4 per cent. We expect RBI to fall 
behind the curve with 2 more hikes in 2019. RBI inaction, combined with EM outflows and high 
energy prices, has put pressure on the rupee, and inflation will rise back towards the 6+ per 
cent core CPI next year. In addition, there is fiscal slippage as the government has cut taxes on 

Asia is the world’s fastest 
growing region, but it is 
vulnerable to trade wars; 2019 
also features several elections

India’s twin deficits make it 
vulnerable, and put pressure 
on the RBI
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Figure 82.   Inflation is stable, with Oil and FX passthrough at relatively 
muted levels… with one exception

Figure 81.  External Debt is an increasing vulnerability as US rates rise

petrol: an example of poor policy and reforms being on hold until the May general election. 
Investors are worried about the RBI’s independence (especially after the surprise resignation 
of the Governor), forbearance for problem loans and a threat to grab excess reserves, 
though credit will tighten due to non-bank financials’ liquidity and solvency issues. India’s 
economic imbalances are less severe than in 2013, apart from the $0.5 trillion of external debt 
(Figure 81). The current account deficit should stay below 3 per cent of GDP if oil prices stay 
in their new lower range, and the external sector benefits from the weaker currency. If, post-
election, a (probable) Modi government renews reform efforts, improves GST collection and 
hits its 3.3 per cent of GDP deficit target, and cleans up the financial sector, there is upside. It’s 
up to policymakers to do the right – or wrong – thing.

Korea: Following its dovish hike in November 2018, after its first of the cycle a year ago, the 
BoK is unlikely to move again for a while, unless the global economy reverses its slowdown. 
Inflation remains low and should stay below 2 per cent, and GDP growth is continuing to 
slow, gradually, from its rebound to 3.2 per cent in mid-2016; 2.6 per cent is expected for 2019 
though a lot depends on the US and China, both in their bilateral relations and on US auto 
tariffs (we expect a resolution in Q1). These headwinds will hit investment and employment, 
with employment hurt by minimum wage hikes and “worker-friendly” policies which make 
labour more expensive and less flexible – though higher wages support consumption. As the 
Fed hikes away, the Korean Won should lose out, which is a good thing for Korea’s external 
adjustment, as the memory/semiconductor cycle has peaked.

Taiwan: A stable domestic economy should be able to weather negative spillovers from 
China, and Taiwan may benefit from some stimulus measures, but growth should slow from 
its 3 per cent rate. Despite the large current account surplus, reflecting a high savings rate, 
portfolio flows will balance this as foreign assets are accumulated, and with higher rates 
abroad, TWD should weaken marginally, even as the central bank delivers two or three 
12.5bps hikes. Semiconductor prices are extremely elevated, and as volumes increase, a drop 
will come; with the DRAM index up 360 per cent since 2016 we should expect high volatility in 
response to small fluctuations in supply or demand.

Malaysia: being more exposed to China has been a good thing for Malaysia, but in 2019 
the impact of the trade war with America will become a drag on growth; we expect GDP 
growth to come in below-consensus, at 4.5 per cent after close to 5 per cent this year. Fiscal 
consolidation will hurt growth as well, after the GST reform effectively cut taxes, but the 
composition of the budget’s details is a big unknown. Inflation is likely to stay subdued at 
around 2.5 per cent after the tax distortion effect wears off, and the ringgit is under less 
pressure than other EM, protected by its current account surplus and relative lack of foreign 
involvement. This should keep BNM on hold at 3.25 per cent, after its single interest rate hike 
in January this year. Malaysia stands to gain FDI if multinationals diversify away from China.

Next Korean rate hike may not 
be for a while

Malaysian growth is slowing
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Figure 84.   Lower poverty and middle-income status approach for 
a 2.5 billion people
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Figure 83.   Thailand’s Current Account surges while Philippines joins 
India and Indonesia in deficit

Indonesia: President “Jokowi” Widodo should coast to re-election in the Spring, but 2018 was not 
the easiest year despite the robust 5.3 per cent growth rate. A 3 per cent current account deficit 
(Figure 82), large external debt (Figure 83; $360bn, up 36 per cent since 2013 even as reserves are 
little changed), high foreign ownership of domestic bonds and an illiquid IDR market put Bank 
Indonesia in a defensive stance, leading to rate hikes and FX intervention. The government also 
implemented measures to tighten the budget and reduce imports. Over the course of 2019, this 
should cause mildly slower growth, and help curb imports, but BI may need to match the Fed, even 
as inflation remains subdued – partly because fuel prices have not been adjusted ahead of the vote. 

Singapore: ‘Goldilocks’ conditions of early 2018 have not completely reversed, but a 
slowdown of growth towards 2.0 per cent should be cushioned by some fiscal space and 
automatic stabilizers. Interest rates will rise in tandem with the Fed (i.e. by about 100bps), 
tempering the property market, as MAS continues slow NEER appreciation for the SGD and the 
big external surpluses are recycled into foreign asset acquisition via SWFs. The currency may 
well weaken against the dollar as it follows regional peers.

Thailand: Ambitious public investment, slower exports and lower tourism may decrease 
the very high CA surplus (some 7 per cent of GDP, down from 11 per cent last year), and growth 
should tail off by 1 per cent from its 2018 rate of around 4.4 per cent. Some normalization of the 
1.50 per cent policy rate, along with macro-prudential measures, should help contain property 
speculation, but domestic credit growth seems set to remain strong, with the government set to 
keep the fiscal deficit above 3 per cent as the junta prepares for a long-delayed election, probably 
in late February. The military is unlikely to give up full power as restrictions on political parties are 
embedded in the constitution. 

Philippines: Tax hikes, food & energy prices, and the weak peso have caused a sharp rise in 
inflation to nearly 7 per cent, unlike most other countries in the region (Figure 84). In turn, 
BSP hiked more than other central banks, lifting rates 175bps. Despite solid growth of 6 per 
cent expected for next year, inflation should now fall back on both base effects and tighter 
financial conditions, and the rate-hike cycle should soon end, leaving real rates decently 
positive. Relatively loose fiscal policy is in place ahead of May elections in which Duterte will 
look to increase his party’s supermajority coalition in both House and Senate. 

Middle Income Trap – Defeated?
Longer-term, the fast growth rates and wealth generation in Asia will shift the centre of 
economic gravity to the East, led by China. There will be setbacks, but with mid-single digit 
growth, per-capita income is doubling every couple of decades. South Korea is now where 
Ireland was in the mid-1990s in terms of income, and others will follow this path as long as 
they invest in both infrastructure and human capital, from health to education. Countries can 
“graduate” from EM to DM eventually (Figure 84), escaping the so-called Middle Income Trap.

The current account and 
high external debt remain 
issues for Indonesia, despite 
strong growth

Asian Countries are moving 
rapidly from “Developing” to 
“Developed”, though large 
gaps remain to be closed
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Figure 86.   Financial conditions should support domestic activity in 
Brazil in 2019
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Figure 85.  Growth stuck in slow motion

Latin America: promises, promises
• From electoral risks to policy risks
• Growth will depend on domestic demand
• External environment remains a key risk

As the books close on another disappointing, sub-two per cent growth year for Latin America 
and we take inventory of what lies ahead, the 2019 outlook for the region overall is quite 
sombre (Figure 85). Uncertainty over 2018’s presidential elections has given way to concern 
over policy outcomes in 2019. This is particularly the case in Brazil where President-elect Jair 
Bolsonaro needs to navigate a fragmented congress to deliver necessary fiscal reforms and in 
Mexico where Andres Manuel Lopez Obrador (AMLO) must walk a fine line between delivering 
on campaign promises and adhering to fiscal prudence. In addition, the region faces external 
risks from China’s deleveraging strategy, US-led trade restrictions, and Federal Reserve policy.  
With little benefit from the external environment, growth will primarily be a function of 
domestic demand and policy makers’ ability to deliver on campaign promises. With financial 
conditions likely to remain easy and limited inflation pressures, consumption and investment 
should push growth close to two per cent in 2019. Yet considering the uncertain external 
environment, the risk is that the recovery disappoints again in the coming year.

After five years of disappointment, Brazil is positioned to lead the region with growth 
approaching 3 per cent in 2019. With subdued inflation supporting an accommodative policy 
stance from the central bank the combination of easy financial conditions (Figure 86) and an 
anticipated boost to confidence driven by a business-friendly administration will support 
consumption and investment. As the year progresses, and the recovery gains traction, 
inflation is likely to move modestly above 4 per cent. However, the central back is likely to 
respond with only a modest tightening cycle given well anchored inflation expectations and 
a high degree of slack in the economy, as evidenced by the 12 per cent unemployment rate. 
The key risk to the outlook remains the failure to pass fiscal reforms where pension costs 
represent 55 per cent of primary spending and will continue to pressure debt ratios if left 
unchecked. The highly disjointed political environment makes Bolsonaro’s task more difficult, 
but an improved growth outlook and key political appointments should help generate enough 
political will to push through much needed reform.

Definition of insanity:  
expecting stronger growth in 

the region?    

Bolsonaro: bull or bust? 
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Figure 88.  Labour market to support growth in the AndesFigure 87.  Mexico policy to remain restrictive

Similar to Brazil, the outlook for Mexico will be heavily influenced by policy outcomes in 
the coming year. In July, AMLO won a landslide election with 53 per cent of the vote and 
in the process carried his upstart Morena party to a majority in congress. Initially believed 
to be market-friendly, concerns around AMLO’s policies have increased as a result of the 
recent referendum on the Mexico City airport and uncertainty is likely to restrain investment 
again in 2019. Additionally, ambitious spending plans amounting to 2 per cent of GDP will 
pressure inflation expectations and the currency and limit the central bank’s ability to ease 
policy, despite the current restrictive policy stance (Figure 87) and with expectations for core 
inflation to fall towards 3 per cent. With the consumer likely to be the sole driver of growth 
and domestic fiscal risks and high exposure to the external environment, 2019 is likely to be 
another challenging year for the Mexican economy.

The outlook for the Andean region is more benign. Growth in Chile, Peru, & Colombia should 
be in the 3 to 4 per cent range, supported by positive domestic labour markets (Figure 88) 
and stronger investment aided by stable commodities, supportive confidence readings, and 
potential tax changes. CPI inflation steadily moving back towards target alongside stable 
growth should see all three central banks removing monetary policy accommodation at 
a gradual pace as the year progresses. With a supportive domestic backdrop, the region 
should be able to weather an unstable external environment. However, given a high degree 
of economic openness and heavy reliance on commodity prices, risks to the outlook are tilted 
to the downside.

AMLO vs. the institutions
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Figure 90.  Central Europe: unemployment ratesFigure 89.  Central Europe: growth and external balance

Central and Eastern Europe: a mixed bunch
• Central European growth surprise on the upside yet again. 
• In Russia, fundamentals improve but political risk remains 
• Turkey at the epicentre of market worries around EM; no easy way out

Central Europe continues to grow at a very solid pace, despite somewhat weaker growth in the 
Eurozone. The growth expectation for 2018 for the region as a whole has been upgraded since 
the beginning of 2018 and is likely to reach 4.3 per cent. Poland and Hungary have performed 
the best, while the Czech republic and Croatia have lagged behind (Figure 89). But there are 
headwinds which will likely slow growth over the next year to a more modest 3.4 per cent.

The pick up in investment outlays in Q2 and Q3 has masked to some extent the drag from 
already weaker demand in export markets. Also, the effect of a significant fiscal boost enjoyed 
by all but few smaller Balkan countries in the last two years or so may be rolling over. As a 
result, the dynamic of private consumption may slow somewhat in the quarters to come, 
despite real wages being expected to continue to grow at a very robust rate. Output gaps have 
closed in all central European countries, with capacity constraint, related to the labour market 
in particular, affecting potential growth in a number of industries in the region (Figure 90). 
The influx of labourforce from former soviet republics (Ukraine, Belarus) has alleviated the 
problem somewhat thus far, particularly in Poland, but this is also likely to change in the 
near future. Germany is preparing regulation which would ease legal employment of Eastern 
Europeans and other Western European countries are likely to follow suit. Demographic 
trends are not helping either. So brace for more pressures in labour markets even if the 
economies are likely to slow somewhat.

The speedy growth in Central Europe for the last couple of years, well above its potential, has 
not produced any significant imbalances in the region’s economies thus far, with the clear 
exception of Romania, where the fiscal boost manufactured by the government has been of 
an unprecedented scale. Central banks in the region, which are still in control of their own 
currencies, have been to larger or lesser extent behind the curve (it seems intentionally, 
signalling a large degree of tolerance for inflation to overshoot). The exception is the Czech 
Central Bank, which seems to be now closer to the end of, rather than the beginning of, the 
tightening cycle. The Hungarian Central Bank has barely started tapering its unconventional 
monetary stimulus while the Polish one plays down any signs of inflationary pressures 
building up for now. These two banks are still perceived by the markets as credible enough 
or the economies seem to be in a condition that is good enough to weather faster tightening 
than currently priced in, if needed. The Romanian Central Bank is well into the hiking cycle, 
but the market questions whether it is still in control.  

Growth in Central Europe 
surprises on the upside, again

Labour markets tighter 
than ever

Central Banks behind 
the curve?
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Figure 92.  Markit Manufacturing PMI: Turkey and RussiaFigure 91.  Turkey: FX and CPI

In Russia, there was considerable improvement in fundamentals this year which was 
overshadowed by political risks. Both in terms of external as well as domestic balances, 
Russia is one of the more solid emerging markets. In 2018 the budget balance will turn into 
surplus and it is expected to remain positive in coming years. Inflation is expected to rise but 
this is mainly due to temporary factors like VAT increases (scheduled for January 2019) and 
pass-through from the weaker currency. Once again the Central Bank of Russia proved to be 
very proactive and tightened monetary conditions ahead of any rise in inflation. Growth will 
remain sluggish in years ahead though. Russia still struggles with long-term structural issues 
which keep potential growth low. On top of that, restrictive fiscal and monetary policies are 
not adding much stimulus to the economy. 

The biggest risks to the outlook for Russia for next year are geopolitical tensions and political 
risks associated with further US sanctions. Sanctions on Rusal this year led to significant 
weakness in Russian assets and had disruptive implications for the whole aluminium market 
globally. Apart from the second round of sanctions under the Chemical and Biological 
Weapons Control and Warfare Elimination Act, there are a few more bills in the US Congress 
which are to be considered in early 2019.  

Turkey was at the epicentre of the financial distress we have seen this year in emerging 
markets. The imbalances of the economy reached extreme levels exactly when the external 
environment turned significantly less supportive. The rapid depreciation of the currency 
and quickly rising inflation (Figure 91) formed a vicious circle which authorities failed to 
acknowledge and act upon. Since August, when the sell off in Turkish assets reached its peak, 
there have been several improvements in the economy. The most important one was the 
narrowing of current account deficit, driven by a collapse in imports. That coincided with a 
contraction of credit in the banking sector. On top of that, the Turkish Central Bank finally 
decided to act decisively, hiking rates by 625 basis points in September. That gave market 
participants much needed hope that the authorities have finally returned to orthodox policies 
and that the worst for Turkey is over (Figure 92). 

However, as much as all these developments are welcome, they all lead to another big 
problem or risk for Turkey – recession. It is now only unclear how deep and how long the 
economic contraction will be. The second key challenge is whether authorities let the 
economy rebalance or whether they try to stimulate economy with fiscal or credit expansion. 
It is an especially valid question ahead of municipal elections scheduled for March 2019. Any 
plans for fiscal expansion to boost voters support will not be seen favourably. There is also the 
unresolved problem of excessive corporate debt and its impact on the banking sector. All of 
the above point to a very challenging outlook for next year and potentially might require an 
external support (e.g. in the form of an IMF programme). 

Prudent macro policies 
not enough to spur growth. 
No news is good news

Political risks around Russia 
will remain elevated

Politics in the driving 
seat doesn’t bode well 
for the economy
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Figure 93.  MSCI All-Country World Index valuation

DM Equity:  earnings driving markets
• Valuations are reasonable: earnings growth is solid
• Healthcare provision is evolving
• The technological revolution is ongoing

2019 outlook
As we write, the MSCI All Country World Index, is down 5 per cent year-to-date, having 
dropped almost 10 per cent in a month twice in 2018. Despite the benign macroeconomic 
backdrop, the market feared an impending US/China trade war, populist government 
in Italy, rising interest rates and the transition from quantitative easing to quantitative 
tightening. At this point the index is trading on 14x PE, at the low end of the range seen 
since 2013. EV/EBITDA is more elevated at 9.7x – still lower than the last 3 years (Figure 93). 

A similar picture emerges in the context of bond yields. Earnings yield (inverted P/E ratio) is a 
proxy of returns available to stock investors as either dividend distribution or reinvestment 
into future growth. Relative to US 10-Year treasury yields this metric also does not look 
stretched compared to its history (Figure 94). Global companies are expected to grow their 
earnings at a solid pace, with forecasts ranging from high single digits to low double digits. 

All this makes the global market a reasonable value at these levels, and allows us to focus 
more on industry and stock fundamentals. It is here where we find most opportunities and 
where we see developments which will shape markets in 2019. 

Healthcare provision: moving out of hospitals; and into China 
World’s healthcare systems are facing ageing populations and healthcare cost inflation. 
One measure to offset this it is to move more healthcare provision into “outpatient setting”, 
out of hospitals into ambulatory care centres or even patients’ homes. We should hear more 
about it in 2019: as a growth driver for outpatient care providers, and as a headwind for acute 
hospitals operators that will see reduction in volumes.

In the US this is part of the broader trend towards value-based healthcare – paying 
for health outcomes achieved, not just for services provided. Political noise around 
Obamacare and mid-term elections distracted the market from this long-term trend, but 
it should re-emerge in 2019. 

While the developed world seeks to reduce costs, China becomes a growth opportunity for 
the healthcare industry (Figure 95). Chinese drug regulator (CFDA) is becoming much more 

Developed markets valuation 
levels remain reasonable, 

compared to bond yields and 
earnings growth expectations. 
Our focus is on company and 

industry fundamentals 

As developed markets 
healthcare systems focus on 
value and cost containment, 

China may become a new 
growth driver
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Figure 95.  Healthcare spending as share of GDP, per cent

pragmatic regarding drug approval, enabling some leading global players to open this market 
for their blockbuster drugs. We should see these companies talk about their China growth 
prospects more in 2019. 

Artificial Intelligence: from hype to reality, and not just in tech. 
Artificial intelligence is a popular theme, but it has made relatively little difference to our everyday 
lives. We believe this is about to change, and will impact industries beyond technology. 

Companies are sitting on a treasure trove of data, and for some, information has been their 
life blood. As data analytics technology matures, they will extract more value from this data. 
It will be incorporated into their products, increasing customer retention, driving competitive 
advantage, and improving profitability. Sophisticated E&P companies in US shale oil will 
improve well productivity; US healthcare insurers will get better at predicting disease and 
intervening with preventative measures; specialist publishers will transform from distributors 
of information to providers of intelligent decision-making software systems. 

We expect that in 2019 such companies will increasingly start demonstrating how this change 
is making a difference to their core business.

US Pay-TV bundle: the end is nigh
US Pay-TV has long been an accident waiting to happen. These are expensive subscription 
“bundles”, costing up to $80 - $100 per month, where popular TV series, live sport and news 
were bundled with hundreds of channels that many viewers don’t care for. This opened the 
door to the disruptive new entrants, Netflix and Amazon (Figure 96 and Figure 97). These 
services started as complementary to the traditional “cable”, but now viewers are “cutting 
the cord” and limiting their TV viewing to these streaming offerings. 

As the old industry defended revenues by increasing pricing, new entrants started to spend on 
proprietary content, and more players entered the market. This contest is entering its final innings 
as streaming audiences continue to grow and now far exceed traditional Pay-TV.

Traditional operators are accepting the inevitability of the “collapse of the bundle” and 
offering their own streaming services. Disney, Fox News and TimeWarner’s HBO are all 
launching Netflix-like streaming services. Live sports, the last bastion of the Pay-TV bundle, 
is a new battle front: Amazon is rumoured to be bidding for sports broadcasting rights. 
Facebook and Google are about to join the fray to pick up their share of this lucrative market. 

2019 is likely to be a decisive year in which US Pay-TV market boundaries will be significantly 
re-drawn.

Artificial Intelligence and 
Big Data will start to make 
real difference in non-
technology industries

US media market entering the 
final stage of painful transition 
from traditional Pay-TV to 
online streaming services
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Figure 98.  Some of the electric cars to be introduced in 2019
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Figure 97.  Netflix US subscribers, millions

5G: The long-term promise and the immediate implications
The global telecom industry is about to embark on a transition to 5G, with commercial 
roll-outs starting in 2019 in the US, South Korea, China and Japan. 4G enabled the vibrant 
consumer mobile ecosystem that we enjoy today – powerful smartphones, mobile apps, 
high speed internet, graphics and video. 

The telecom industry expects 5G to be as significant if not more – not only enhancing the 
consumer experience, but also enabling the “Industrial Internet of Things” – autonomous 
cars, automated factories, smart shipping containers. Technical details and business models 
are still uncertain, but the industry should start to talk more confidently about this in 2019, 
not least to justify their capital investments. Some of the implications of this transition on the 
technology supply chain will also become clearer.

Cybersecurity in 5G is mission-critical. This will redraw market shares among the network 
equipment suppliers, helping Western suppliers re-capture market share lost to Chinese vendors. 

5G networks radio spectrum is very complex, with different spectrum bands combined to 
balance high speed and national coverage. This should re-accelerate growth for suppliers 
of electronics components that enable such complex connectivity. Finally, systemic 
benefits of the national 5G coverage will be increasingly appreciated by policymakers. 
Such benefits might be better delivered by larger national champions, not fragmented and 
overly-competitive industry. In 2019, such realisation might make policymakers look more 
favourably on telecom industry consolidation. 

Autos: electric future is drawing closer 
The electrification in the auto industry will take major step forward in 2019. We will 
see mainstream automakers launch electric models targeting big market segments: 
luxury sedans, family SUVs, mini hatchbacks (Figure 98). Carmakers have concluded that 
electrification is key to meeting emission and fuel economy standards, and technology 
maturity and consumer acceptance make electric vehicles less risky propositions. In 2019 
we will see much broader impact of this on the auto industry supply chain. 

Industry backdrop is gloomy: sluggish demand, cost pressures, disruption with new European 
vehicle emissions testing regime, and further concern about the impact of rising rates on 
vehicle affordability. This will continue to divide auto suppliers into “haves” and “have-nots” 
– those better positioned to enable vehicle electrification, and those who have to struggle 
with industry head-winds without such offset. 

We will see divergence in performance of these businesses in 2019. 

5G roll-out will have 
immediate impact on the 
technology supply chain, 

and potential systemic 
implications for the 

global industries.

Shift to electric drive-train in 
auto industry will continue 

and accelerate despite 
industry’s regulatory and 

economic headwinds
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EM Equity

Source: Aviva Investors, Macrobond as at 11 December 2018
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Figure 100.  Historical context of emerging market earnings forecastsFigure 99.  Long term emerging market earnings trend
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EM Equity: cheap valuation versus trade tensions
• Trade War has ramifications
• Corporate earnings holding up for now
• Valuations back to trough level

Summary
2018 has been a tough year for emerging market equities. Corporate earnings growth has slowed 
and been accompanied by a sharp de-rating across the board, with rising US rates and currency 
combined with the threat of trade war the most obvious reasons for this. Valuations now look very 
attractive given the generally sound fundamentals of the major emerging markets. However, the big 
risk remains escalation of trade tensions, where the direct and indirect negative impacts of a bad 
outcome are yet to be reflected in consensus earnings forecasts.

Slower growth
After two years of generally improving growth and fundamentals across virtually all countries and 
sectors, this year has been more mixed in emerging markets. Our meetings with emerging market 
companies have indicated a progressively softer growth performance as the year progressed, 
with Chinese policy and a slow down in technology end markets two major factors. The swing 
of Chinese policy back towards deleveraging, tackling shadow banking risks and reducing 
overcapacity, following a period of stimulus, had a distinct impact on economic activity early in the 
year. Consumer and business confidence have weakened in many markets, and the gap between 
economic growth in developed and emerging countries has narrowed.

Despite this we have been pleased with the resilience of emerging market corporate earnings 
so far, with consensus expectations for aggregate eps growth in 2018 being trimmed rather 
than slashed (Figure 99 and Figure 100), not a bad performance compared to the big fall 
in valuations.In recent months China has shifted policy direction back towards stimulus 
and away from deleveraging, and we feel that the authorities have a wide range of fiscal 
tools which can help growth and offset some of the trade war impact, even if the domestic 
multiplier effect is lower than for traditional infrastructure projects.

But a lack of contagion
As is usually the case in EM the year saw some individual country risk factors escalate, 
including Turkey, Argentina and Pakistan. The strength of policy response varied in each case, 
with Argentina providing a more convincing set of measures than Turkey. One common thread 
was the lack of market contagion to neighbouring countries and EM in general reflecting 

Chinese economic policy is 
still an important variable

GEM corporate earnings 
continue to rise

Economic fundamentals 
generally resilient to US 
rate rises
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Figure 102.  Tencent’s share priceFigure 101.  Indonesian rupiah spot rate recovering v USD

generally better trade and fiscal balances. Rising US rates and dollar have put some pressure 
on markets with relatively high dependence on foreign capital, reviving memories of 2013’s 
‘taper tantrum’, but it has been quite mild and offset by positive reform direction in some 
of the main suspects such as Indonesia (Figure 101 shows the recent recovery in the rupiah) 
and Brazil.

Change in market leadership
As we highlighted in our outlook twelve months ago EM performance in 2017 was 
remarkably concentrated in a narrow range of large cap technology stocks, with the median 
equity’s performance well behind the mean. This was the culmination of several years, 
outperformance by technology, which now dominates the benchmark index, a transformation 
from the leadership of financials, energy and materials ten years ago. 2018 has seen this 
trend reverse dramatically, with many of the sector heavyweights leading the market down. 
Global technology hardware is facing severe headwinds at present. The largest consumer 
electronics market, smartphones, appears to be going ex-growth in volume terms, with the 
market saturated and users less inclined to upgrade, which has negative implications for the 
large Asian assembly base and supply chain. At the same time, the crypto currency mining 
boom which inflated demand for graphics chips and memory semiconductors has turned to 
bust, leaving a stock of unsold inventory in the system. Both of these trends have been bad 
for the semiconductor markets, both logic and memory, plus a wide selection of specialist 
components such as lens modules, sensors and transmission equipment.

The key drivers of the big emerging internet stocks have been different, but also negative. 
Most notably there has been a freeze in new mobile gaming approvals in China. Whether 
this reflects a new government stance on the social merits of computer games or simply 
a bureaucratic logjam as different regulatory bodies jockey for position has yet to be 
conclusively proven. Either way the impact on the largest emerging market stock by market 
capitalisation, Tencent, has been dramatic. As the dominant Chinese social networking 
company, Tencent has drawn many comparisons to Facebook and indeed has an even more 
dominant competitive position. However, its earnings mix is much more tilted to gaming 
than to advertising revenues in contrast to its US peer. Investors are now much less willing to 
attach a high earnings multiple to its gaming revenues given this regulatory sensitivity, taking 
Tencent’s market cap down by over $200bn from its peak (Figure 102).

One prediction for 2019 is that Emerging Market Technology will not be a one-way bet 
either up or down. Examining the individual company trends acts as a useful reminder that 
technology is far from a homogenous sector. There are segments where underlying trends 
remain positive, such as e-commerce where Alibaba continues to report robust growth in its 

Technology sector 
reversing trend

Problems in Chinese 
mobile gaming

Opportunities amongst 
fallen stars
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Figure 104.  Valuations relative to developed market equitiesFigure 103.  Emerging market equities absolute valuations

core retail activities, and Indian internet in general is booming on the back of Reliance Jio’s 
disruptive telecom pricing. Equally there are segments, such as memory semiconductors, 
where valuations have already fallen to such an extent that the forthcoming downturn 
appears more than discounted and the shares look attractive.

Trade dislocation
The major topic in the asset class this year has been the threat of trade dislocation, which 
has rightly worried equity markets. Over the decades one of the key drivers of emerging 
economies has been global trade and labour cost arbitrage, where competitive advantage 
across a swathe of manufacturing sectors has steadily shifted from developed to emerging 
markets, so policy measures likely to reverse this global shift are a clear negative. It remains 
to be seen the true extent to which President Trump is keen to inflict pain on China and 
impose the full 25 per cent tariffs on an extra $267bn of imports in January plus further 
extensions into segments such as smartphones, given the associated negative impacts on 
American corporations and consumers. However the underlying tone of US trade policy 
certainly appears to be getting more severe, focused on the strategic threat of China as a 
global economic force and its efforts to acquire competitive leadership in key sectors.

One interesting common thread across our meetings with manufacturing companies around 
the world, both in emerging and developed markets, is the general desire to shift capacity out 
of China, regardless of the tariff outcome, driven by narrowing labour cost differentials and 
the need to de-risk business models and supply chains. This is a trend well in place in textiles, 
and is rapidly gathering pace in autos, machinery and technology. In the short term, as well 
as the economic impact on China, this could be disruptive for earnings at companies which 
fail to manage this shift efficiently. Further out this could have a positive impact on companies 
in Korea, Taiwan and Vietnam, the three countries with the most similar export mix to China, 
and also South East Asian economies and Mexico to an extent, and give us some interesting 
investment opportunities.

Outlook
Despite the near term macro headwinds on the asset class, from a longer-term perspective 
we remain optimistic. The emerging market equity story is increasingly becoming one of 
domestic market potential as economies rebalance away from exports and basic industries, 
and there are a multitude of positive structural trends that we can play through bottom-
up stock selection. As Figure 103 and Figure 104 shows, emerging market valuations have 
corrected sharply in absolute and compared to developed market counterparts.

Trade war is the biggest risk 
for Emerging Market equities

Shifting global 
production base

Long-term dynamics are 
still favourable
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Figure 106.  UK 10y Real YieldsFigure 105.  Divergence of G4 Bond Yields

Rates: heading for the peak
• Global Central Bank balances to brink
• Monetary policy still accommodative but risks are rising
• Closing in on peak divergence in rates

Overview:
Whilst growth expectations have moderated this year, core inflation has been stable and slowly 
rising as output gaps remain closed or continue to close amongst the G4. A continuation of above-
potential growth, improving underlying inflation and favourable financial conditions will see the 
Fed continue to tighten policy through 2019 and should provide a window for other central banks 
(CBs) to follow at a slow and gradual pace. That said, we do acknowledge that downside risks to 
growth, increased escalations of trade tensions and other geopolitical drags have all increased in 
2018 which brings risks to our forecasts.

In the US we believe the market is under-pricing the hikes that the Fed will deliver in 2019. 
However, we acknowledge for now that this is largely a function of the uncertainty premium 
the market is pricing in given the current macro risks and concerns that the US is in a late-
cycle environment. Overall, we expect further Fed tightening to put upward pressure on US 
yields driven by the front end. Whilst this should lead to further yield curve flattening, curve 
steepeners will become increasingly attractive as they offer asymmetry as both a defensive 
long if macro downside risks materialise, but would also work if continued global CB 
normalisation provides a rebuild in bond term premia (Figure 105).

In the Euro area we don’t see the current growth slowdown forcing the ECB to change its 
policy guidance at this stage; with growth still above potential and core inflation moving 
slightly higher, we expect the ECB to exit from their “temporary” negative interest rate policy. 
An increase from -0.40 to 0 in the deposit rate starting in late-2019 looks achievable in this 
context, with core European rates increasing moderately. We do however acknowledge that 
the risks are to the downside and could be significant enough for the ECB to remain on hold 
for the year. The main risks will be populism and anti-euro sentiment largely from the Italian 
government as we head towards European elections in May. We believe that intra-EMU 
spreads will be more volatile in 2019 with the risk of wider spreads in H1.

Regarding Italy, the macro outlook is deteriorating and a combination of higher spreads with 
lower growth will put further pressure on the government. This backdrop increases the risk of 
new elections some time in 2019. Despite further pressure materialising, we remain positive 
on a medium to long term outlook. We note that an election in Spain is also likely but with 
less anti-EU risk. Finally, regarding inflation, long Euro-Breakeven rates continue to look 
attractive since valuations look stretched relative to our outlook.

Downside risks to our 
higher yields view



Aviva Investors House View, 2019 Outlook

This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients. 63

Rates
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Figure 108.  Gross and net purchasesFigure 107.  Change yoy in global CG balance sheets

Since June 2016, UK markets have been dominated by the UK’s decision to leave the EU. At the 
time of writing we continue to wait on whether the UK government can agree a withdrawal 
agreement with markets remaining volatile through this period. In the event of an agreement, 
we expect to see sterling appreciate, and UK rates move higher as we price out the risk of a no 
deal and the Bank of England reverts to a more conventional rate-hiking cycle.. Given our view 
on the currency and path of rates short positions in inflation breakevens and outright shorts in 
UK inflation-linked bonds both look to offer value (Figure 106).

In Japan, the Bank of Japan took the step in July 2018 of widening its yield curve control 
policy as it becomes increasingly concerned with the side effects of their current policy 
framework and the limitations they have now reached. We see this as the basis for any further 
policy shifts in 2019 and so any further changes to their policy, whilst still being extremely 
accommodative, would likely steepen the yield curve and raise Japanese Government bond 
(JGB) volatility which remains historically low even by Japanese standards.

Central Bank Balance Sheets
Central Bank balance sheets have been a key driver of global liquidity in recent years, keeping 
market volatility contained and global bond yields low. Over 2018 we saw the Fed continue 
to unwind its balance sheet while the ECB and BoJ reduced the pace of their purchases. With 
the ECB expected to stop net QE purchases at the end of 2019, we expect the size of the G4 
aggregated balance sheet size to start to contract next year as the BoJ purchases will not 
offset the reduction of the Fed portfolio (Figure 107).

An important driver of markets in 2018 was the Fed reducing its balance sheet at the same 
time that the US government expanded its budget deficit to pay for its fiscal plans. Both 
factors had a significant impact on dollar-funding markets. A key question for 2019 will be the 
level of reserves at which the Fed will stop its balance sheet reduction. With the Fed already 
tweaking the interest that it pays on excess reserves, it is suggested that this could be a sign 
of less reserves than previously thought. The early end to balance sheet normalization means 
the Fed will begin rolling over more of its Treasury holdings sooner than expected. This would 
mean potentially less net supply for the market which could push yields lower.

In 2019 the ECB should join the Fed in no longer expanding its balance sheet, and so the 
focus will turn to how they plan to reinvest their proceeds. There has been speculation 
that the ECB could extend the maturity of their reinvestment purchases to slow the ageing 
process of their portfolio. Whilst this may be partly achievable in some countries, constraints 
and scarcity of bonds make it difficult to achieve particularly in Germany and so we question 
how much impact this can have on yield curves. At this stage we don’t believe the ECB has 
a strong enough consensus and political will for this type of policy. Overall the reinvestment 
programme will remain supportive for European bond yields because the scarcity issue is 

Easing away from 
easy money

Scarcity issues to remain 
for Germany
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Figure 110.  Holders of Italian debtFigure 109.  US Treasury outstanding (per cent GDP)

not going to disappear soon for core bonds (Figure 108). However, the flow effect will be less 
this year and so demand/supply dynamics will play a greater role for peripheral countries 
going forward.

Demand/Supply Dynamics:
Whilst global portfolio flows have been an important driver of bond yields during the years 
of QE, we are increasingly focusing on domestic demand in key bond markets. Under 
current expectations, the US Treasury will need to issue about $2.9 trillion of debt to keep 
the government funded in 2019. In previous years, supply was absorbed by the Fed’s QE 
program, then foreign QE and official sector buying. More recently this has transferred to 
foreign private investors who have searched for yield. Now with Treasuries no longer offering 
an attractive yield on a currency-hedged basis, the US deficit is increasingly required to be 
financed by domestic investors (Figure 109). This changing demand structure has created a 
new equilibrium for US real rates and had taken demand away from other asset classes, a flow 
that we see continuing in 2019.

In Italy, deteriorating Italian growth, political risks and increased supply will see more 
pressure on BTPS going forward. That said, the risks are more around the marginal buyer 
for the government’s funding needs, rather than large selling of existing holdings, given 
that Italian assets are mainly held by domestic investors (Figure 110). The foreign holders of 
BTPS are also mainly Europeans, so overall, we see debt vulnerability as being relatively low. 
Further rating agency downgrades to below investment grade would be a threat to existing 
holdings otherwise the Italian government will ultimately rely on domestic confidence 
remaining stable.

Summary:
2018 showed that as we move towards the end of global CB QE, the underlying fundamentals 
of economies will expose winners and losers and so relative value in bond markets will 
become more and more important. We continue to see the US leading the way with tightening 
policy through 2019 whilst other countries with above-target inflation will look to normalise 
policy, such as Canada, Norway and Sweden. For others, tighter global monetary policy will 
expose more fragile debt fundamentals, for example in Australia, and as such we continue to 
see opportunities to fade the markets pricing of rate hikes over the coming years. For 2019 
our base case remains for negative returns for developed market bonds. However, we believe 
there will be more and more opportunities for selective long and shorts which will help 
provide returns through what will be a very challenging year for the bond market.

The importance of 
domestic demand

Relative value in a 
bear market
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Source: Aviva Investors, Bloomberg as at 11 December 2018
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Credit: for sale, looking for buyers
• Corporate bonds adjusting to post-QE era
• Rising rates a headwind for credit markets
• Brexit uncertainty is hurting UK assets

Investment Grade
The continuation of above-trend global growth and relatively loose financial conditions, 
particularly in the US, has led to strong corporate earnings and cash flows in the second half 
of the year. Much of the positive momentum in credit fundamentals can be ascribed to the 
repatriation of accumulated overseas profits and tax cuts, however our view is that corporates 
with significant debt burdens, of which there are many, will struggle to achieve their required 
deleveraging and rating agency metrics in 2019. There are always exceptions, but broadly we 
believe that as the economic cycle progresses, and the Fed continues to gradually tighten 
financial conditions, elevated debt levels, weaker financial covenants and a continuation 
of maximising shareholder value, will be largely at the expense of balance sheet integrity. 
This is likely to lead to further credit deterioration at a time when the US BBB-rated segment 
of US investment grade has doubled in size over the last ten years and now accounts for 
approximately 50 per cent of the index (it was 30 per cent in 2008). History reminds us to be 
cautious – in 2004, Ford’s junking and $40 billion debt load pushed US high yield spreads 200 
basis points wider in a matter of weeks (GE alone has $100 billion of bonds).

Although, debt reduction does not appear to be a priority at this juncture, save certain issuers 
under significant financial pressure, we take some comfort in the recent actions to refocus on 
balance sheets after being punished by rating agency actions, credit investors and, perhaps 
most importantly, equity markets. Any hint of shareholders being inappropriately prioritised, 
will see spreads coming under further pressure. In this post-QE era, a greater focus by credit 
investors on fundamentals is likely to continue, creating greater rifts between the strongest and 
weakest credits and a greater dispersion in spreads (Figure 111 and Figure 112). The loss of the 
marginal buyer presents an opportunity for the market to re-price risk again in an unhindered 
manner which has generally not been the case since the GFC. Perhaps marginal de-leveraging 
is an acceptable solution or does this period herald the beginning of the end for large cap 
conglomerate type structures?

Freedom to re-price risk 
has crystallised weaknesses 
inherent within the 
credit market 

These weaknesses have 
drawn the markets 
attention to those issuers 
with exceptionally large-
cap structures
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Financials
Financials continue to look attractive. Clearly this has been one sector where balance sheet 
quality has improved throughout the cycle and, in contrast to the GFC, should be better able 
to weather the cycle turning than corporates. Financials also still offer relatively attractive 
valuations, especially in more subordinated parts of their capital structure. US banks look 
less vulnerable than European banks given the supply risk overhanging European names, 
especially in the periphery, as TLTRO rolls off. Italian banks will also continue to remain 
hostage to political developments (Figure 113). Deregulation has been less of a headwind in 
US banks than markets expected and still may cause bouts of volatility as the CCAR stress 
tests evolve, but we think asset quality will hold the key to the performance of the sector 
at this stage of the cycle. A more cautious approach is warranted for Insurers, especially in 
Europe, as wider credit spreads put pressure on their balance sheets, however we still expect 
some issuers to clean up their liabilities and buy back certain ineligible securities.

High Yield 
High yield has outperformed investment grade in 2018 (total return in US IG and HY is -3.66 
per cent and -0.20 per cent respectively (Figure 114) which is unusual in a credit-widening 
environment. This was partly due to the boost from energy-related credits, however much 
of this positive has been unwound in Q4 after the recent oil price moves. Also, a significant 
boost to high yield was supply, being 28 per cent lower in 2018 than 2017 and back to the lows 
of 2009. Often a low default outlook is premised on a back-dated maturity wall at the end 
of a bull market (corporates tend to extend duration during the positive years). However a 
mixture of investor caution and the length of this cycle has meant more maturities are coming 
in the next two years than at previous cycle peaks (Figure 115). This makes us concerned 
about defaults and refinancing risk being priced into spreads even if they do not materialise, 
especially at a time when borrowing costs are clearly heading higher. 

Within the asset class, European high yield looks more attractive than US. Although the 
all-in yields are still better in the US, when accounting for hedging costs and pairing issuers 
in comparable names and maturities (thereby mitigating sector bias), we find European 
high yield pairs offering better value. As interest rate differentials continue to widen, we 
think hedging costs will continue to put pressure on US credit flows and start to move direct 
more interest into Europe. This theme stalled this year on trade-related concerns and Italian 
political risks but if these subside in 2019, European high yield should outperform.

Asset-Backed
Asset-Backed Securities (ABS) performed very well in the first half the year, despite sell offs in the 
credit and covered bond markets. It wasn’t until the summer that the market showed any signs 
of weakness. As ABS moves wider, the spreads are attractive enough for old entrants to return to 

Financials remain a favoured 
overweight given attractive 

valuations, stable asset quality 
and leverage trends

Strong fundamentals and 
lower supply volumes have 

boosted high yield this year; 
both of these dynamics will 

gradually reverse
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Credit

Source: Aviva Investors, Bloomberg as at 11 December 2018
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Figure 116.  UK car registrationsFigure 115.  HY index maturity profile

the market including hedge funds and credit funds. Spreads in GBP AAA RMBS have moved from 
+30bps since early January to +70bps now, for EURs in the core region from +15bps to +40bps. 
Non-conforming UK RMBS is now trading at +130bps (all above 3m Libor/Euribor).

Whilst auto sales of new and used cars have plummeted in both the UK and Eurozone, second 
hand car prices (a risk in Auto ABS) have actually held up well (Figure 116) and indeed prices of 
used diesel cars have increased despite Moodys lowering their recoveries on diesel engines. 

Voluntary Termination (VT) losses have been increasing as car owners become more savvy 
about the ability to return their car purchased on a Personal Contract Purchase (PCP). 
financing deal as soon as half of the payments on their contract have been paid. The pace 
of new car sales will probably continue to decline, but at a slower pace. As the proportion of 
new diesel engines also declines, second hand prices of these engines 2 or 3 years down the 
line should hold up as the natural demand for diesel engines we think is around 20 per cent 
of overall car sales. 

Residential-Mortgage-Backed Securities
Defaults in Prime Mortgages in the UK have been very close to zero with arrears and 
repossession rates close to record lows. Whilst the pace of growth has been slowing, negative 
growth has been isolated to London and the South-East, driven by Brexit-related uncertainty 
for both domestic buyers and EU nationals residing in the UK, weak income growth and 
poor affordability. With interest rates now in their tightening cycle and Brexit creating 
uncertainties, UK RMBS performance has likely hit the bottom and we can expect very 
marginal deterioration. However, with average Loan-to-Values in MBS transactions of around 
55-75 per cent and Credit Enhancement of the AAA tranches at 10-15 per cent for Prime and 
going up to 30 per cent for Non-Conforming, any deterioration will be well protected. 

Conclusions
Rising rates will slowly start to catch up with corporates and ABS that have not delivered on 
their leverage targets or pre-financed their liabilities. We are starting to witness significant 
re-pricing of spreads across sectors when new deals are announced and this should continue 
into 2019. One treasurer recently commented that “it is more important to show the market 
is open to us, rather than worrying about the level”. This mentality makes us cautious on the 
outlook for credit, however picking the right names still remains the key. At the end of “peak-
QE” in 2017, a correction from such tight valuations, especially in investment grade did not 
surprise us. Although valuations are better than they were a year ago, the QE-era has come 
to an end for now and credit markets will have to navigate without a large institutional, price 
incentive buyer to support demand. Non-domestic flows into the asset class will hold the key 
to where relative value lies, but overall, we remain cautious.

Brexit related volatility will 
continue to weigh on the 
UK ABS valuations
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Figure 118.  Sovereign credit quality: rating
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Figure 117.  Interest cost

Emerging Market debt: down, but not out
The crosswinds created by the current global macro landscape present a challenge to 
assessing the return potential across EMD asset classes for the year ahead. The path of global 
growth in aggregate should provide a decent underpinning for emerging market assets. 
However, any major divergence between developed and emerging markets growth, an 
expectation of tighter global financial conditions, periods of elevated cross-market volatility 
and ongoing trade-related headlines, all make our ongoing focus on differentiation across 
the investable EMD universe increasingly relevant. We should not discount the possibility 
that a weaker USD, impactful stimulus policies from China and a synchronised global growth 
picture could provide notable tailwinds for emerging market returns over the coming year. 
But we acknowledge that the ability to define specific outcomes on those metrics remains 
challenging at this juncture.

Valuation metrics continue to suggest the potential for greater returns from the local 
currency asset class, although hard currency valuations now offer an attractive entry point, 
especially when viewed on a volatility-adjusted basis. In both cases we feel that it is logical 
for investors to frame a base case for expected returns commensurate with the yields of the 
asset classes, with upside and downside potential dependent on the evolution of the factors 
mentioned previously.

Hard currency
Concerns about increasing risks in emerging markets in general may be failing to recognise 
the differential of both credit quality and idiosyncratic risk factors across the broader hard 
currency universe. We do not believe there should be concerns about systemic issues, but 
recognise that country and corporate allocation will remain key to generating returns from 
the asset class.

We have growing concerns over the ability of certain countries to withstand a continued 
period of dollar strength or rising rates, with borrowing costs having already moved 
much higher (Figure 117). The long-term stability in credit quality in the investment grade 
universe paints a very different picture to ‘B’ rated credits. The biggest deterioration comes 
when looking at EM sovereign credit quality which have seen interest costs and debt rise 
dramatically from 2014 to 2016, given the move higher in borrowing costs and the stronger 
US dollar (Figure 118). In aggregate, countries have not had enough time or willingness to 
improve and consequently ‘B’ rated credits are in a materially weaker position. Much like 
this year we believe that the focus will continue to be on identifying and limiting exposure to 
countries with high external and fiscal vulnerabilities. Just how adaptable governments are 
to changed circumstances, and whether there are alternative financing options, will become 
areas of greater scrutiny.

Macro conditions 
remain uncertain yet there 

remains a wide and diverse 
opportunity set

Asset class valuations 
and yields remain 

compelling when viewed 
in a global context

Credit concerns have 
become more elevated 

within certain sectors
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Emerging market debt

Figure 120.  GBI-EM Deviation from FX ‘Fair Value’ (USD)

Source: Aviva Investors, Bloomberg as at 11 December 2018
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Figure 119.  EM HC Sov Spreads and Yields vs UST 10YR

Countries such as Angola, which has pre-emptively approached the IMF to help bridge its 
financing gap next year, are preferred. Countries with large fiscal buffers like Qatar, and 
those with limited fiscal and external vulnerabilities such as Paraguay, are havens of relative 
stability. In contrast, late-cycle reformers such as Ghana, who are unlikely to re-engage the 
IMF, are less attractive. Countries with large upcoming debt maturities, for example Sri Lanka, 
and those with severely challenging financing gaps like Lebanon are also less appealing.

The yield generated by the asset class has seen a significant increase this year as both US 
Treasury yields and spreads have moved higher (Figure 119). We believe the current level of 
yield in both the sovereign and corporate universes is attractive as an expectation of long-
term return. Valuations have adjusted to reflect a better balance of risk and reward and now 
provide a sizeable cushion against further negative returns. Although the current environment 
presents a much more challenging investment rationale, if and when we see macro-economic 
conditions stabilise, we believe there will be investor willingness to react to the more 
attractive valuations.

Local Currency
Aggregate global growth and compelling asset class valuations (Figure 120) remain supportive 
for local currency debt in emerging markets. However, those factors should be considered 
alongside a deterioration in the fundamentals in some economies within the EM universe, 
an uneven global macro picture, increased bouts of volatility and the impact from a stronger 
USD. Going forward, there are potential tailwinds for the asset class should the USD weaken 
and signs of stability in the Chinese economy are observed alongside a synchronised global 
growth picture. But we feel that at this juncture it is important to focus on differentiation and 
relative value opportunities within the asset class where there are attractive real yields and 
compelling currency valuations in some of the large core markets.

Despite their well-documented challenges, we believe that Turkey and Argentina should 
be assessed through a very different lens to countries such as Indonesia, Mexico and 
Russia, where fundamental deterioration has been minimal so far and where we believe 
that investors are well compensated for domestic and external risks. Except for those most 
challenged economies, where it could be argued that painful but necessary adjustments are 
already occurring, growth expectations have not materially deteriorated (Figure 121), inflation 
is broadly under control relative to central bank targets (Figure 122) and typical vulnerability 
metrics such as current account balances suggest a low risk of contagion and align with our 
view that a balanced and differentiated view remains important.

Robust bottom-up analysis 
critical to harnessing returns

Core LC markets still offer 
some attractive risk reward 
opportunities despite 
macro uncertainties

Growth deterioration 
concentrated in a few 
EM countries
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Figure 122.  Inflation forecast relative to Central Bank targetFigure 121.  3m change in 2019 growth forecast

An increase in allocations from institutional investors over the last few years suggest to us 
that the asset class is viewed with more maturity than in the past and we feel that this has 
been reflected in the lack of significant outflows from this investor base, despite poor returns 
in recent quarters. Going forward, it will be necessary to watch capital and investor flows 
closely and, whilst appetite for the asset class in 2019 is likely to be less pronounced than 
the significant inflows seen in recent years, should the macro factors highlighted previously 
shown signs of stabilisation we believe that sentiment is likely to shift to a more positive tone, 
given the compelling long-term valuations and attractive yields.

Capital and investor flows 
will likely slow from previous 

years but have so far 
demonstrated stability
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Currencies

Figure 124.  Rates-FX divergence has diminished Figure 123.  USD moves reflect relative growth 

Source: Aviva Investors, Macrobond as at 11 December 2018
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Currencies: slowing growth and tighter liquidity
• Slowing and varied global growth creates uncertainty about dollar 

outlook despite rich valuations
• In G10, JPY may be a clearer value proposition as idiosyncratic risks 

affect EUR and GBP
• EM FX may enjoy a brief rally if China stimulus gains any traction, 

but liquidity headwinds remain

2018 has been a year of the resurgent US dollar, as a US growth acceleration accompanied 
a slowdown in the rest of the world. One important driver of the direction of the dollar has 
been the expectations of and actual US growth relative to others (Figure 123). The direction 
of the dollar in 2019 will probably be driven in large part by this relative-cycle anchor, as it 
will determine the extent to which monetary policies diverge or converge and which way 
rates differentials and portfolio flows are headed. Our central expectation is for global growth 
to slow next year but remain above trend rates. We also expect some dispersion in macro 
performance to continue.

In 2019, we can see three distinct scenarios for the broad direction of the dollar:

1. Continued divergence between a strong US and a weak rest of the world amid trade 
tensions and a weakening China will keep the dollar strong. This is the 2018 template 
where a rising growth and rates advantage and tighter liquidity help the dollar higher. Global 
shocks such as the CNY slide against the backdrop of trade tensions, slowing Chinese growth 
and PBoC easing and persistence of idiosyncratic risks (Italy, Brexit) keep USD well supported, 
as the bar for the Fed to halt policy tightening remains high and dollar bears get no help from 
any “Powell put”.

2. More synchronous global growth and fewer trade tensions enabling policy 
normalisation outside the US will probably put downward pressure on the dollar. In this 
scenario, US growth moderates from frothy levels as effects of tax cuts wear off while growth 
in China, Europe and Japan stabilises. In China, policy easing gains some traction, while 
temporary headwinds to growth pass in Europe (car emissions) and Japan (natural disasters). 
Expensive valuations and better alignments with rates differentials (Figure 124) push the 
dollar lower as policy normalisation occurs outside the US. The Fed presses ahead with rate 
hikes but a pause at neutral seems in the offing.

US growth outperformance 
and higher US rates amid Fed 
tightening support the dollar
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Figure 126.  BoP flows turning JPY positiveFigure 125.   GBP looks fundamentally oversold 

Source: Aviva Investors, Macrobond as at 11 December 2018
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3. A significant global growth slowdown including rising risks of a US recession is a tail 
risk at this point but will push the dollar higher on safe-haven demand.

Elements of scenarios 1 and 2 seem more likely than Scenario 3. Hence, there remains sizeable 
uncertainty about the direction of the dollar at this point, and foreign exchange markets will 
be driven by the assessment of these scenarios becoming more or less probable.

Among other G10 majors, idiosyncratic risks could dominate in the coming months for EUR 
and GBP. In the Eurozone the Italy-EC stand-off and parliamentary elections next year create 
uncertainty, although the prospect of a gradual ECB policy normalisation should help put 
a floor under EUR not far from current levels, especially since the misalignment with rates 
differentials has diminished.

For sterling, the evolution of the Brexit deal holds the key. A successful deal paving the way 
for a transition phase will give markets certainty and enable both UK growth and sterling to 
recover. Even accounting for the impact of the long-term wealth-reducing effects of Brexit 
(seen in the IMF forecasts of the UK’s GDP per capita; see Figure 125), sterling valuations are 
cheap. Speculative positioning continues to be short, as markets remain nervous about a 
no-deal cliff-edge scenario. Hence, there is scope for a relief rally, though the medium-term 
outlook really depends on how well the economy holds up in the wake of the post-March 2019 
arrangements, which in turn will determine the path for the BoE.

Moderating and uneven global growth remains a positive for the yen, at least on the crosses 
if not against the dollar. The Bank of Japan’s recent communications suggest that further 
July-style policy tweaks could occur in the coming months, which could encourage Japanese 
residents to repatriate their savings into domestic assets including higher-yielding domestic 
bonds. The direction of aggregate cross-border flows, as captured by the basic balance of 
payments (Figure 126), has been turning yen positive in recent quarters. On fundamental 
valuations, the yen remains among the cheapest in G10 FX.

The commodity complex has had a fair share of challenges this year, first as industrial metals 
slumped with the CNY volatility and, more recently, the collapse in oil prices. The outlook 
for 2019 looks mixed and will in part depend on the direction of the dollar and the ability of 
global manufacturing to rebound from its soft patch this year. If the Chinese stimulus becomes 
effective in the way that is not obvious right now, then AUD will probably be a key beneficiary, 
especially as the economy has enjoyed a recovery in recent quarters. However, a lack of wage 
growth pressures and uncertainty about the Chinese growth outlook will probably keep the 
RBA on hold for now, which will limit any AUD upside.

Significant dollar uncertainty 
remains for 2019 given 

uneven global growth and 
geopolitics risks

Brexit deal holds the key to 
the direction of sterling

Yen is a cleaner value 
proposition in G10, especially 

on the crosses

Commodity complex faces an 
uncertain outlook
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Currencies

Figure 128.  Liquidity relief for EM FX may be briefFigure 127.  Scandis offer better macro stories 

Source: Aviva Investors, Macrobond as at 11 December 2018
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While many of the other G10 currencies look cheap (Figure 127), we find more persuasive near-
term macro stories in the Scandis rather than in the dollar bloc (AUD, CAD, NZD). Both NOK 
and SEK are likely to enjoy support from above-trend growth and slowly rising core inflation, 
which is allowing their central banks to move into a phase of gradual policy normalisation: 
Norges Bank has begun rate hikes and the Riksbank is set to follow suit. For NOK, a recovery in 
oil will add to the bullish case. NOK is, therefore, a better oil play than CAD where growth has 
been moderating since the middle of last year, which points to limited further rate hikes by 
the Bank of Canada.

Finally, EM FX shares many risk features with the commodity complex, notably the 
effectiveness of the Chinese stimulus measures and sensitivity to the outlook for global 
manufacturing / trade and commodities. A key consideration for EM is dollar liquidity, which 
tightened considerably in the early part of 2018 amid higher US Treasury issuance and tighter 
Fed policy, pushing liquidity indicators such as the LIBOR-OIS spread to levels that proved 
painful for EM FX (Figure 128). The recent compression of the LIBOR-OIS spread may offer 
some short-term relief to EM FX, but liquidity could get tighter as the Fed progresses with 
further policy tightening next year; if portfolio outflows and FX hedging combine with capital 
flight, these global factors will largely overwhelm EM’s heterogeneous fundamentals. EM 
will really need the support of stronger domestic growth and improving terms of trade for 
support, though better valuations and higher yields – 6.6 per cent for the JPMorgan GBI-EM 
GD – should prevent a redux of 2018’s 9 per cent FX drawdown.

Scandis offer better value with 
stronger macro stories than 
the dollar bloc
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Source: CoStar, as at November 2018

Figure 130.  QoQ Cap Rate Movement, 54 CoStar office marketsFigure 129.  CoStar Price Index for US Metro Areas

Source: Aviva Investors, Macrobond as at 11 December 2018
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Real estate: peaking
Global
The global real estate pricing cycle is peaking. The pace of yield compression in most 
markets has decelerated further, and room for further manoeuvre is limited due to eroded 
property premiums.

We expect continued gradual normalisation in yield levels to impact medium-term 
performance in markets. In most markets, yield expansion will be partially offset by strong 
rental growth on the back of robust economic conditions. The Nordics, US and Irish markets 
in particular are likely to outperform. Selected European prime high street retail markets also 
look attractive, led by Ireland and Spain. Offices markets in Singapore and Japan are expected 
to achieve above-trend growth over the next five years, while Perth and Brisbane are also 
expected to see growth returning to positive territory. However, the share of the global real 
estate universe that is attractively priced continues to shrink rapidly.

The logistics markets remains the most attractive on a risk-adjusted basis over 2018-20, given 
the favourable structural themes underpinning global demand and relatively higher level of 
yield available.

US
Continued robust market fundamentals supported real estate investment price growth 
across the all major property type indices in the most recent quarterly and annual to 
the end of September 2018 according to CoStar. However, evidence is emerging that 
cap rate compression for this cycle is ceasing. CoStar data suggests that most markets 
expanded slightly.

The US Office Index (Figure 129) increased 1.2 per cent in the third quarter of 2018 and 7.0 
per cent in the 12-month period ending September 2018, as national office occupancies and 
rents reached cyclical highs according to CoStar. Price growth in the Prime Office Metros Index 
advanced by 2.8 per cent in the 12-month period ended in September 2018, slower than the 
broader office index.

Meanwhile in the logistics sector, last mile distribution is burgeoning, and expanding to major 
population centres. This has been underpinned by e-commerce and in 2018, will account for 
50 per cent of industrial absorption. Logistics rental growth has been strongest in recent times 
and will likely outperform.

Real estate market well 
advanced globally

Logistics to outperform 
other sectors

Price growth continued

Office sector continues 
to grow

Logistics outperforming
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Figure 132.   Spread between Europe (ex UK) All Prime Property 
and 10y German Bund

Figure 131.  Eurozone Prime Rent Index

There is further evidence the real estate cycle is well advanced (Figure 130). The Green Street 
Commercial Property Price Index was unchanged in October. It has increased by 2 per cent 
over the past year. These figures masks large variations at the market level. Markets such 
as Austin or Reno have seen yields expand in the year while others like Minneapolis have 
further compressed.

Europe
Prime European real estate markets continue to see improvements in occupier demand. 
CBRE’s EU-15 office vacancy rate dropped to to 7.13 per cent in Q3 2018. This is back to 
previous peak levels. Rental growth remains strong, particularly in the prime office sector 
which has risen to 3.9 per cent year on year in Q3 according to CBRE (Figure 131). As structural 
trends play out, prime Retail growth continue to slows (1.2 per cent in Q3), whereas the 
beneficiary, industrial, was at 2 per cent in the same period. Overall, all property was at 
2.4 per cent in Q3 compared to 4.8 per cent a year ago. Clearly, rental growth is slowing in 
line with the economy, but it remains strong.

One specificity of this real estate cycle compared to the previous one is that there is muted 
development activity and thus low supply risk. There is significant caution in the market 
especially from lenders. As a result, supply pipeline remains healthy (excluding the CEE 
markets and Dublin). But in recent months, we have started to see a minor pick up in 
building starts in certain European cities, so this could change in the medium term.

Investment volumes were slightly lower, down 10 per cent in the first 9 months of 2018 
compared to 2017. But appetite for real estate remains, as reflected by further compression 
of yields in 2018. The All Property EU-15 prime yield was at 3.76 per cent at the end of 
Q3 2018 compared to 3.91 per cent a year ago according to CBRE.

The European real estate market is well advanced in the cycle. We expect a moderation in 
returns as government bond yields slightly rise impacting real estate capital values and 
economic growth and rental growth moderate (Figure 132). The current advanced point in 
the investment cycle means that hardly any markets look attractive on a risk-adjusted basis 
over the medium term.

UK
The outlook for the UK economy and wider real estate market remains clouded by Brexit 
uncertainty. It is clearly hitting business and consumer sentiment and threatens investment 
and employment increases in the future. As a result, the risks to the income streams of 
traditional direct real estate do not appear to be appropriately priced.

A sound occupier market

Low supply risk

Investment demand 
remains robust

Risks not appropriately priced
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Figure 133.  Annual rental growth in Asia Pacific office markets

We expect occupier markets to weaken further in the face of sluggish domestic economic 
fundamentals. Though industrial occupier markets are structurally well placed, current rates 
of rental growth in the sector appear unsustainable. Coming quarters are likely to remain 
very difficult for the consumer economy and for retail rents. In the office sector meanwhile, 
central London rents appear vulnerable to new supply and Brexit uncertainty, though regional 
markets appear considerably more defensive.

We continue to expect return prospects to weaken in the near term as some of the market’s 
support turns gradually less favourable. Real estate’s yield advantage over fixed-income 
assets, already shrinking, looks set to decline further in coming quarters as gilt yields continue 
to inch higher. Nonetheless, the likelihood of a severe correction to real estate values still 
appears low, with yield-driven investor demand for real estate set to remain robust in the 
low interest rate environment.

Asia Pacific
The performance of Asia Pacific real estate occupier markets remains varied (Figure 133). 
Singapore, Osaka (2 Kus), Sydney, Melbourne CBD and Hong Kong CBD offices have all 
recorded significant growth in net rents over the year. Elsewhere, rental growth has been 
relatively muted, with Jakarta offices seeing the sharpest decline.

Looking ahead, offices markets in Singapore and Japan are expected to achieve above-trend 
growth over the next five years, while Perth and Brisbane are also expected to see growth 
returning to positive territory.

Investment into the industrial and logistics market has intensified, particularly in India which 
has had increasing interest from investors keen to tap into the growth market. E-commerce 
has been a significant driver, with the South-East Asia region forecast at US$88bn in 2025. 
Meanwhile Amazon has expanded in Australia, which is likely to prompt significant acquisition 
of logistics space over the next few years. Monetary tightening is however expected to place 
upward pressure on all sector yields in due course.

Gloomy rental outlook

Return prospects to 
weaken further

A mixed occupier picture

Australia, Japan and 
Singapore to outperform

Increasing investor focus 
on logistics
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Cross asset volatility

Figure 135.   60-day realised volatility for S&P500 (rhs) and US10y 
swap yields (lhs)
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Figure 134.  Average of realised S&P500 volatility year by year

Cross asset volatility: volatility increases 
according to the risk spectrum
• Equity volatility remains elevated across majority of markets

• Sovereign bonds remain stubbornly involatile

One of our House View investment themes for much of 2018 was regarding the ‘expected 
end of the low volatility era’ and this certainly played out across those assets positioned at 
the riskier end of the risk spectrum as we moved into October, proving the cross asset low 
volatility period in the second half of 2017 to be an historical aberration as we suggested at 
the time. The S&P 500 is set to record its most volatile average year since 2012 (Figure 134), 
following sell offs in Q1 and Q4 of 2018. We think further bouts of volatility likely as we move 
through 2019 due to the inherent fragility of the US equity market and as it adjusts to its lower 
level of domestic GDP growth. This is likely to continue to keep volatility across other equity 
markets higher than we have grown accustomed to over recent years as well. 

Conversely, at the other end of the risk spectrum, volatility across sovereign fixed income 
markets remained subdued as we finish 2018 (Figure 135). Forward guidance from the Fed 
and ongoing asset buying from the ECB and BoJ helped to keep volatility suppressed in US, 
European and Japanese sovereign bond markets respectively, whilst the lack of meaningful 
curve steepening also weighed on yield volatility. As we look towards next year we feel it likely 
that rates volatility will also increase from extremely subdued levels given the less favourable 
supply vs demand dynamics, in part due to the winding up of QE by the ECB and likely further 
adjustment to the programme operated by the BoJ. A moderation of US growth is likely to 
fuel higher market uncertainty around the path of monetary policy which should feed through 
to a higher level of Treasury market volatility also.

Credit markets also showed a differentiation in volatility relative to their histories, with 
higher yielding and Chinese corporate paper recording higher levels than higher grade US 
and European credits. FX volatility remained reasonably low across major crosses relative to 
their histories as we finish 2018. Riskier Emerging Market and peripheral currencies exhibited 
somewhat higher levels however, either because of idiosyncratic events such as elections, or 
pressures resulting from tightening dollar liquidity.

The S&P 500 is set to record 
its most volatile average year 
since 2012
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Figure 137.  60-day yield volatility for 10y USD, EUR and JPY swapsFigure 136.   60-day realised volatility for MSCI EM, S&P500, 
Eurostoxx and FTSE
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Equity volatility erupted in 2018 following the multi-decade lows reached in the second 
half of last year, with bouts in February and October emanating from the US. Whilst the 
proximate cause for both was the changing perceptions of the forward-looking growth / 
inflation mix, the moves were likely exacerbated by factors specific to the US equity market. 
February saw the ‘Vixplosion’, where predominantly retail investors in short volatility funds 
linked to the VIX index lost large sums as it spiralled parabolically higher as investors sought 
the exit. Whereas the October volatility (which came following an all-time-high for the S&P 
the previous month) didn’t have such an obvious accelerant, both episodes exposed the 
fragility of the US equity market and some agents that remain likely to exacerbate the effects 
of future sell offs.

The first of these is the extreme market illiquidity that is now associated with strongly 
negative US equity markets. The February episode saw tradable liquidity in US equity 
futures contracts fall to its lowest level ever recorded, whilst October was not far behind. 
Liquidity began drying up in the days approaching both events and remained abnormally 
low throughout the Summer. Although the reasons for this are not immediately apparent, the 
investor mix of the US equity market may be partly to blame and certainly also adds inherent 
fragility of the market. Never have US equity market dynamics been determined more by 
systematic strategies than today. An estimated 25 per cent of the S&P 500 is in the hands 
of quant funds at any time, employing strategies including volatility targeting, risk parity 
and momentum strategies, that collectively create selling pressure when the market starts 
falling. Prior to the GFC, discretionary fundamental daily flow in US equities was thought to be 
around half of the total, whilst this is now thought to have fallen to around 10 per cent. These 
factors in combination have created an inherent fragility to the US equity market over recent 
years, which create exceptional Sharpe ratios during calm markets, but exacerbate volatility 
during more negative periods. As the US adjusts to a slower growth trajectory next year we 
expect these features will keep volatility at reasonably elevated levels. 

Other global equity markets historically have taken their cue from the US, so we expect that 
this will support volatility elsewhere also. Emerging Market equities have had a torrid year and 
have exhibited correspondingly high levels of volatility (Figure 136), which is likely to persist 
into 2019 if the dollar remains strong, if the US maintains its Trade War pressure and the Fed 
continues its hiking cycle as we anticipate. Conversely, despite suffering drawdowns throughout 
2018, European and UK equity market volatility has remained comparatively muted from the 
start of the summer due to their sustained negative price momentum. Although Brexit and the 
budgetary largesse of the new Italian populist government create credible fundamental risks 
to the region, this hasn’t especially shown up in realised volatility of their domestic equity 
markets. Nor has it created noticeable volatility in the euro, whilst sterling price volatility has 

An inherent fragility to the 
US equity market

Brexit and the budgetary 
largesse of the new Italian 
popularist government…

possibility either will 
morph into a major 

volatility event in 2019
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Cross asset volatility

Figure 139.   Long history of 60 day realised volatility for US10y swaps, 
S&P500, MSCI Emerging Markets and US dollar

Figure 138.   One month realised volatility for Mexican peso, 
Turkish lira, Euro and British pound

Source: Aviva Investors, Bloomberg as at 11 December 2018

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

20
18

 0

 50

 100

 150

 200

 250

0 

20 

40 

60 

80 

100 

120 

140 

160 
S&P500 (lhs) MSCI EM (lhs) 

USD (lhs) 10y USD swap (rhs) 

Pe
r c

en
t Per cent

Source: Aviva Investors, Bloomberg as at 11 December 2018

0 

10 

20 

30 

40 

50 

60 

70 

80 

90 

11
/2

01
8 

10
/2

01
8 

09
/2

01
8 

08
/2

01
8 

07
/2

01
8 

06
/2

01
8 

05
/2

01
8 

04
/2

01
8 

03
/2

01
8 

USDMXN USDTRY EURUSD GBPUSD 

Pe
r c

en
t

only begun to register in the last few weeks as we approach crunch votes at the close of 2018, 
even though it remains below levels reached last year and a fraction of that seen immediately 
post-Referendum. Looking into next year though, it is impossible to rule out the possibility that 
either will morph into a major volatility event in 2019 (Figure 137).

Idiosyncratic risks have also driven volatility of other FX crosses throughout the year, such 
as the election in Mexico or soaring inflation in Turkey, but souring sentiment to emerging 
markets as a whole has pushed up volatility in other currencies from the South African rand to 
the Russian rouble. Assuming that the US continues to withdraw dollar liquidity and ratchet 
up its Trade War action as we expect, this will likely also support volatility in emerging market 
FX crosses as we move into next year.

Similar to volatility across FX markets, credit markets also exhibited differences in levels 
of volatility relative to their history that can be divided neatly by their inherent risk. As we 
approach the end of the year, high grade corporate credits show yield volatilities below their 
10th percentile relative to their last five years of history across Europe and the US, whilst high 
yield US and Chinese paper are exhibiting levels closer to their five year averages.

Towards the riskless end on the risk spectrum, realised volatility across the sovereign bond 
market has remained at very subdued levels from an historical perspective, with 10-year USD 
swap yield volatility falling to its lowest level for over 30 years last September and 10-year EUR 
swaps to their lowest level since the launch of the single currency (Figure 138). Central banks 
have helped to engineer this environment through ongoing asset purchases by the ECB and 
BoJ and explicit forward guidance regarding the path of policy rates by the Fed, reinforced by 
a very robust macro environment that further reduced monetary policy uncertainty. A lack 
of meaningful steepening across the Treasury curve has also had the effect of limiting the 
ability for volatility to pick across longer dated yields. From such historically subdued levels it 
seems likely that fixed income volatility will rise into next year, particularly when many of the 
suppressing forces are dissipating as we enter 2019. For instance, the ECB has committed to 
ceasing its QE programme by the end of this year and we think it likely that the BoJ will add 
more flexibility to its ‘Yield Curve Control’ policy, which has been used to directly suppress the 
yield movement on 10-year JGBs. Combined with the increased issuance by the US Treasury 
to fund its ongoing deficit on top of the further widening attributable to Trump’s tax cuts, the 
demand / supply dynamics going into next year are much less investor friendly than those 
enjoyed during 2018. Since we also estimate that GDP growth will moderate in the US over the 
next couple of years, it seems likely that even the least risky assets in the risk spectrum will 
follow the route of the rest of the investment universe and will begin to exhibit higher levels of 
volatility as we move through 2019 (Figure 139). 

Likely that even the risky of 
the in the risk spectrum…
will begin to exhibit higher 
levels of volatility



80

Aviva Investors House View, 2019 OutlookNotes

Notes



Aviva Investors House View, 2019 Outlook

81

Notes



82

Aviva Investors House View, 2019 OutlookHouse View



Aviva Investors House View, 2019 Outlook



Contact us at :
Aviva Investors 
St Helen’s, 1 Undershaft 
London EC3P 3DQ 
+44 (0)20 7809 6000

www.avivainvestors.com
Important Information
Except where stated as otherwise, the source of all information is 
Aviva Investors Global Services Limited (Aviva Investors) as at 20th 
November 2018. Unless stated otherwise any views and opinions are 
those of Aviva Investors. They should not be viewed as indicating any 
guarantee of return from an investment managed by Aviva Investors 
nor as advice of any nature. Information contained herein has been 
obtained from sources believed to be reliable, but has not been 
independently verified by Aviva Investors and is not guaranteed to be 
accurate. 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. Nothing in 
this document, including any references to specific securities, assets 
classes and financial markets 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. In the UK & 
Europe this document has been prepared and issued by Aviva Investors 
Global Services Limited, registered in England No.1151805. Registered 
Office: St. Helen’s, 1 Undershaft, London, EC3P 3DQ. Authorised and 
regulated in the UK by the Financial Conduct Authority. Contact us at 
Aviva Investors Global Services Limited, St. Helen’s, 1 Undershaft, 
London, EC3P 3DQ. Telephone calls to Aviva Investors may be recorded 
for training or monitoring purposes.
In Singapore, this document is being circulated by way of an 
arrangement with Aviva Investors Asia Pte. Limited for distribution to 
institutional investors only. Please note that Aviva Investors Asia Pte. 
Limited 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 Pte. Limited 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 number200813519W, 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 Asian 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.In Australia, 
this document is being circulated by way of an arrangement with Aviva 
Investors Pacific Pty Ltd for distribution to wholesale investors only. 
Please note that Aviva Investors Pacific Pty Ltd 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 Pacific Pty Ltd in respect of any matters arising from, or in 
connection with, this document. 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 30, Collins Place, 35 Collins Street, Melbourne, Vic 3000.
The name “Aviva Investors” as used in this presentation refers to the global 
organization of affiliated asset management businesses operating under the 
Aviva Investors name. Each Aviva investors’ affiliate is a subsidiary of Aviva plc, 
a publicly- traded multinational financial services company headquartered in the 
United Kingdom. Aviva Investors Canada, Inc. (“AIC”) is located in Toronto and is 
registered with the Ontario Securities Commission (“OSC”) as a Portfolio Manager, 
an Exempt Market Dealer, and a Commodity Trading Manager. Aviva Investors 
Americas LLC is a federally registered investment advisor with the U.S. Securities 
and Exchange Commission. Aviva Investors Americas is also a commodity 
trading advisor (“CTA”) and commodity pool operator (“CPO”) registered with 
the Commodity Futures Trading Commission (“CFTC”), and is a member of the 
National Futures Association (“NFA”). AIA’s Form ADV Part 2A, which provides 
background information about the firm and its business practices, is available 
upon written request to: Compliance Department, 225 West Wacker Drive, Suite 
2250, Chicago, IL 60606

J39641 - RA18/1327/31032019


