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HOUSE VIEW

The Aviva Investors House View document is a comprehensive 

compilation of views and analysis from the major investment teams. 

The document is produced quarterly by Aviva Investors investment 

professionals and is overseen by the Investment Strategy team. Each 

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

arguments are introduced, discussed and debated. The process by 

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

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

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

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

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

across the teams on the main aspects of the report.

The House View document serves two main purposes. First its 

preparation provides a comprehensive and forward-looking framework 

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

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

investment decisions to those whom they affect.

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

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

contents of this report represent the best collective judgement of Aviva 

Investors on the current and future investment environment over the 

next two to three years.

 Aviva Investors House View, Q4 October 2016
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Policy accommodation to continue supporting global growth and  
asset markets

After a very jittery start to the year, global equities stabilised and, with the 
exception of the period immediately after Brexit, have risen modestly. Within the 
developed universe, Europe and Japan are down 8 to 10 per cent year-to-date, 
while the US and UK are up 5 and 10 per cent respectively. The third quarter 
was one of consolidation following the post-Brexit bounce. Global bond yields, 
meanwhile, have all drifted down, with many reaching new lows and extending 
the long bond bull market once more. Ten-year yields in Japan and Germany were 
negative throughout nearly all of Q3. Credit spreads are above the troughs of 2014 
and 2015, but still low by historical standards. The macroeconomic backdrop helps 
explain some, but not all, of these developments. Growth has been sluggish in 
several areas, but respectable. Based on market exchange rates, the IMF projects 
global growth of 3.1 per cent this year and 3.4 per cent next, which compares 
favourably with history. However, when adjusting for purchasing power parity (PPP) 
the historical comparison is less positive (Figure 1).

Reflation to triumph 

Inflation remains low in most countries, but there is now clear evidence that, with 
the exception of Japan, it is moving slowly higher (Figure 2). Global deflationary 
fears have been a dominant market factor since the financial crisis of 2008, leading 
central banks to adopt and extend extraordinary monetary stimulus policies for 
much longer than had originally been anticipated. The weak growth, low inflation 
backdrop that has followed the global financial crisis has demonstrated that this is 
not a “normal” recovery and that an extended period of monetary accommodation 
was indeed warranted. It is hardly surprising that both bonds and equities 
responded positively to such a backdrop. Looking forward, the policy landscape 
may be shifting again. Japan is facing the possibility that monetary policy there has 
reached its limits and that it may have to embark on other – possibly more extreme 
– policy options. If it does, it will be re-drawing the roadmap for other countries to 
follow, should they need to. But elsewhere, bonds could soon be – or are already 
– facing the headwinds of steadily rising inflation and central banks that are either 
removing extreme levels of policy stimulus, or reaching the end of the road for 
additional stimulus.

Global growth has  
been sluggish

Looking forward, the policy 
landscape may be  
shifting again

EXECUTIVE SUMMARY

Source: Aviva Investors, MacrobondSource: Aviva Investors, Macrobond

Figure 1: Reasonable growth projected 
but world growth has a lower speed limit

Figure 2:  Inflation rising everywhere…except Japan
Low, but positive in most countries
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GLOBAL ECONOMIC OUTLOOK
The US recovery is most advanced (Figure 3 )and the Fed has at least moved away 
from the zero bound. They intend to raise rates further over the next two years – 
but at a glacial pace. Bond markets do not believe that they can even do that, but 
with the economy robust and inflation ticking higher, it is clear to us that reflation 
will continue and that tighter policy will be merited. The political hurdle of the US 
presidential election looms large. China’s policy shift towards re-prioritising growth 
looks to have been successful, at least in the short term. As such, growth concerns 
have slipped off markets’ radars for now. But given the growing importance 
of China on the world stage, investors would be wise to continue to monitor 
developments there very closely.

The pace of Eurozone recovery remains modest, despite the extended policy 
stimulus from the ECB. Inflation remains too low, although is expected to rise 
steadily. Progress on structural reforms has been mixed and the very low trend 
growth rate in the region may well fall further. Political issues, including those 
related to the single currency area, rumble away and could always resurface. For 
now, even with the Brexit decision, European unity seems to be prevailing.  The 
UK, on the other hand, has embarked on a long and potentially very bumpy road 
to EU exit. Growth will be negatively impacted in our view and in the short-term 
inflation will spike higher, reflecting the weakness of sterling. Above all, a long 
period of uncertainty is inevitable, a difficult backdrop for households, companies 
and financial markets.

Japan appears to be at yet another critical juncture. The limits of monetary policy 
seem to have been reached and although the Bank of Japan has clearly stated that 
it will continue to offer policy support until the 2 per cent inflation target has been 
breached, the policy baton has effectively been handed to the fiscal authorities. 
How they react remains to be seen. Worries about Japan will weigh on sentiment 
in the rest of the Asian region, although greater stability in China provides some 
offset. 

More generally, chronically weak world trade growth has adversely impacted 
export-focused developing economies in Asia, Latin America, Eastern Europe and 
elsewhere. This has, of course, affected developed countries too, especially those 
in the more open economies of Europe. Emerging nations have recovered recently 
(Figure 4), but have also historically been among the major beneficiaries of strong 
global trade growth. Any moves towards a more inward-looking, protectionist 
approach from any countries could intensify this recent weakness.

It is clear to us that reflation 
will continue and that 

tighter policy will be merited

Japan appears to be at yet 
another critical juncture. The 

limits of monetary policy 
seem to have been reached..

Source: Macrobond, Aviva InvestorsSource: Macrobond, Aviva Investors

Figure 3:  Developed market manufacturing PMIs
Positive momentum

Figure 4:  Emerging market manufacturing PMIs
Rotating from downturn to recovery
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MARKET OUTLOOK
Higher inflation and historically negative term premia represent twin headwinds 
to the present level of bond yields. Extreme policy stimulus is set to remain in 
place in several countries which implies a degree of support for the asset class. 
But developed market central banks are closer to the end of the monetary policy 
experiment that began during the Global Financial Crisis in 2008, and which has 
been regularly extended. Granted, policy rates are certain to stay historically low 
and inflation, while making a gentle comeback, is not about to spiral higher. The 
absence of extreme moves in either will likely limit the extent of any rise in yields. 
But the direction of travel, especially at the longer end of the yield curve, seems 
higher. The possibility of more aggressive fiscal policy around the world is a further 
threat to the low level of yields.

As with sovereign bonds, corporate credit has benefitted greatly from the 
accommodative monetary policy backdrop of the last decade. In particular the 
extension of recent asset purchase programmes (ECB, Bank of England) to include 
corporate bonds explicitly has provided a recent boost. But in the background there 
are some legitimate concerns regarding fundamental drivers of corporate financial 
health. The combination of sluggish revenue growth, peaking profit margins and 
high levels of leverage are causing analysts to examine valuation metrics more 
closely. For the moment at least, the asset class is being supported by yield-hungry 
investors, but it is legitimate to question how long this can continue.

EM debt and equities have benefitted from significant inflows in 2016 as investors 
seeking a yield pick up have moved into hard currency assets. The accommodative 
global monetary policy backdrop, along with the bottoming out of commodity 
prices, have also contributed. With new issuance still low by historical standards, 
EM credit spreads have narrowed further. As ever, the EM universe is vulnerable 
to inherently unpredictable idiosyncratic events – a failed coup in Turkey, political 
investigations in South Africa. Identifying fundamentally stronger issuers with 
greater financial flexibility is no easy task.

Equities recovered their poise quickly after the Brexit-related plunge in late June 
and early July. Fundamental support has come from positive, albeit sluggish, 
earnings growth as well as the accommodative monetary policy backdrop. 
Looking forward, any policy tightening is likely to be sufficiently limited not to 
derail equities, while earnings growth is expected to pick up modestly. Most 
recently, cyclical stocks have led the gains, suggesting that investor faith in a more 
regular cyclical upswing may have increased. Infrastructure stocks have benefitted 
especially, as the clamour for more activist fiscal policy has moved into the spotlight. 
Political developments, including Brexit negotiations and the US election, always 
have the capacity to shock markets. But history shows that US equities have been 
fairly resilient to election outcomes. The hope is that this one will not be different.

After a hiatus in the second quarter, emerging market equities have resumed 
their upward path, easily outperforming their developed market counterparts. 
Admittedly that came after a five-year period of relative underperformance, but 
the turnaround has not yet been of sufficient magnitude to make emerging market 
equities look expensive relative to stocks in the developed world. As with many 
asset classes, EM equities have been helped by the low interest rate environment. 
But perhaps more important has been the comparative stability of the US dollar. 
The 2010-2015 EM under-performance was associated with an extended period 
of dollar strength. Sentiment has in addition been helped by the absence of other 
factors that have been important recently such as China growth worries and 
recessions in Brazil and Russia. The EM environment can change swiftly, however.

Sovereign bonds

Credit

Emerging market debt

Developed market equities

Emerging market equities

Summary Aviva Investors House View, Q4 October 2016
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Demand for real estate remains high globally, in large part because of the 
attractive yield differentials that are available in most geographies. That, combined 
with comparatively tight supply has kept the asset class well supported despite 
high valuations as judged on its own history. In common with other assets, the 
accommodative monetary policy backdrop has helped greatly. This is especially 
so for real estate since the mood is often heavily dictated by financing conditions. 
Looking ahead, there seems no reason to expect either investor or occupier demand 
to slow significantly, while supply pipelines do not look especially large. Structural 
changes in the way we live, such as the continued growth of on-line shopping, will 
continue to have a pivotal influence on the real estate sector.

As the dust settled following the extreme turbulence witnessed in some markets 
following the Brexit referendum outcome, volatility receded across the vast majority 
of assets for most of the summer. 30-day realised volatility on the S&P500 led the 
way, falling to its lowest level since 1994, as the overwhelming weight of yield and 
risk seeking investment flow overcame macro concerns. FX and bond yield volatility 
declined, led by sterling assets. However, mid-September saw a break from the 
ultra-low levels of risk asset volatility as concerns over the appropriateness of the 
historically-low discount rates upon which all asset valuations are determined. We 
anticipate that this high volatility of volatility will continue in quarters to come, 
spurred further by the heavy calendar of potential political risk events ahead.

 

Real estate

Volatility

Aviva Investors House View, Q4 October 2016  Summary
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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 we think will drive financial markets over the next two or 
three years. In so doing, we aim to identify the key themes, how we would expect 
them to play out in our central scenario, and the balance of risks. We believe that it 
provides a valuable framework for investment decisions over that horizon. In the Q4 
Forum we identified the following key themes:

Global policy support; monetary policy limits reached in Japan

Global monetary policy accommodation has extended throughout 2016, with 
the Federal Reserve further delaying increasing rates, the ECB, BoJ and the BoE all 
undertaking quantitative easing and a raft of other central banks reducing policy 
rates. With regards to the Fed, they have indicated that if the economy follows the 
path they expect over the next few months that they would look to raise rates again 
this year. However, they have reduced their expectations for hikes in 2017 and 2018 
to a glacial pace, such that in real rate terms they don’t expect to tighten at all over 
the next year. The ECB are expected to extend the existing QE programme beyond 
March 2017 and the BoE are expected to ease further, likely with a reduction in the 
policy rate to close to zero. The accommodative stance of the major central banks 
allows the bias of emerging markets to continue to shift from tightening to easing.

The framework set out by the BoJ in September moves the monetary policy 
approach from the “shock and awe” of the past three years to a long, drawn-
out battle to reach their 2 per cent inflation target. It attempts to reduce the 
negative consequences of loose policy on the financial sector to a level that is more 
acceptable. It is arguably the first demonstration of acceptance by a central bank 

1

KEY INVESTMENT THEMES AND RISKS

Summary Aviva Investors House View, Q4 October 2016

1 Global policy support; monetary policy limits reached in Japan

2 China growth prioritisation

3 Reflation to triumph over deflation

4 Extension of global search for yield

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

6 Commodities: range bound

7 Regulatory headwinds

Source: Aviva Investors, MacrobondSource: Aviva Investors, IMF, Macrobond

Figure 5:  A shift to fiscal? 
Fiscal stance expected to be looser in 2016 than in 
previous years

Figure 6:  China credit growth 
Short, sharp stimulus in 2016
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of the limits to what monetary policy alone can achieve. However, the framework 
allows for a pivot towards much larger fiscal stimulus should the government be 
willing. Should fiscal policy be brought into force in size, the market focus will shift 
to what can be achieved when monetary and fiscal policy is coordinated (Figure 
5). That has the potential to redraw the roadmap of possibilities for all economies 
facing limits to monetary policy stimulus. The risk is that the more limited 
ambitions of the BoJ lead to reduced market expectation of reflation efforts from 
other central banks, particularly the ECB.

China growth prioritisation

China has been successful in moderating the decline in growth in 2016, with a 
range of credit (Figure 6) and fiscal policy measures supporting activity. It has 
therefore ensured that they meet the stated target of 6½-7 per cent growth. By 
supporting credit growth and taking only limited steps to address over-capacity 
in manufacturing and banks’ non-performing loans, the authorities have had 
to compromise on the reform agenda set out in the Third Plenum. The boost to 
credit growth has been less aggressive than in previous episodes of large stimulus, 
such that the near-term downside risk has been contained without dramatically 
increasing the longer-term imbalances. We expect China to avoid a hard landing 
so long as they retain control over capital outflows, something they have managed 
to stabilise in recent months. Looking ahead, it will be important to watch for 
any signs of a switch in rhetoric back to prioritising reform. This will likely become 
clearer after the 13th National People’s Congress in 2017. 

Reflation to triumph over deflation

The downward effect on inflation of the previous decline in oil prices will diminish 
further over the coming months, pushing headline inflation higher. That should be 
supported over the coming year, particularly in the US, by the extended period of 
monetary accommodation (Figure 7) helping to boost growth and core inflation. 
In the US wage growth is steadily rising, which should put further upward pressure 
on core inflation. The different treatment of a few important components in the 
core CPI and PCE measures complicate the picture, as the former is already above 
target, while the latter remains stuck below. Overall though, when compared to 
2015 and early 2016, the market’s deflationary concerns are significantly reduced. 
That said, we think the balance of risks remains to the upside. With breakeven 
inflation rates still subdued, that poses a threat to nominal bond yields. However, 
the perceived lack of action from the BoJ in September may pose a threat to that 
view, particularly if Japan were to fall back into deflationary territory.

2

3
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Source: Aviva Investors, BloombergSource: Aviva Investors, Bloomberg, Macrobond

Figure 7:  Real interest rates 
Global monetary policy remains very loose

Figure 8:  Search for yield boosts riskier asset prices 
Year-to-date total return across asset classes
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Extension of global search for yield

Global bond yields have continued to fall in 2016. Assisted by quantitative 
easing and negative policy rates in Japan and much of Europe, the universe of 
government bonds with negative yields stood at over $9 trillion at the end of 
September. Given the decline in government bond yields, a significant group of 
investors – e.g. pension funds and insurance companies – whose liabilities are 
linked to fixed income returns, have looked to enhance their returns by searching 
for higher yielding assets. Over recent months that search for yield has extended 
to a broader investor base. The areas in which investors are seeking additional 
yield have included high-dividend equities, corporate credit and emerging market 
government bonds. The demand for these higher-yielding, riskier, assets has seen 
outperformance this year across these asset classes (Figure 8). So long as the global 
risk environment remains benign, assisted by accommodative policy, conditions are 
likely to remain in place for these asset classes to continue to outperform. However, 
in some instances, such as some areas of high-yield corporate credit and selective 
emerging markets, that outperformance has pushed yields down to levels that do 
not look consistent with fundamentals. 

Geopolitics: from collective to national risks

The UK referendum on whether or not to leave the EU was the first in a series of 
significant political events around the world. The result to leave the EU was at least 
partly driven by a disenfranchisement of a large section of the population who have 
seen living standards stagnate and inequality rise. The policy prescription for many 
is to reject globalisation and collective risk-sharing. As the global policy framework 
of the past three decades is questioned, it is not surprising the uncertainty is on the 
rise (Figure 9). The next major election is that of President of the United States in 
November. The Republican nominee, Donald Trump, has advocated a withdrawal 
from current free trade negotiations with Europe and the Pacific-rim and repeal of 
the NAFTA agreement. He has also threatened large unilateral tariffs on goods from 
Mexico and China and a requirement for US businesses to relocate production to 
the US. Trump has also threatened to withdraw support for NATO unless European 
partners pay a larger share of the cost, and indicated that South Korea should not 
rely on the US for military support. With the contest likely to be close, the risk is that 
the US sparks a retreat from globalisation that could prove extremely destabilising. 
Meanwhile in Europe, nationalist forces could have an impact on the outcome 
of the upcoming Italian referendum on constitutional reform in December. A 
vote to reject the reforms would likely see concerns about a fracturing in Europe 

4
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Source: Aviva Investors, MacrobondSource: Aviva Investors, Macrobond

Figure 9:  Economic policy uncertainty index 
Uncertainty has risen sharply (based on news reports)

Figure 10:  Oil prices 
Trading in a range in 2016
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resurface. The market was quick to shrug off any geopolitical concerns after the UK 
referendum. However, that may just intensify the response to any future hardening 
in nationalistic policies.

Commodities: range bound

Over Q2 and Q3 this year spot oil prices (WTI) traded in a range of around $13 a 
barrel, ending the quarter close to the middle of that range. That was less than half 
the range traded in the previous six months. The over-supply of oil has declined, in 
part due to supply disruptions, but also due to rising demand. US crude production 
fell in the twelve months to June 2016, but as prices stabilised and rose somewhat, 
US production also stabilised. At the same time the rig count picked up, reversing 
around half of the decline seen earlier in the year. This natural equilibrating market 
mechanism makes it likely that oil continues to be range bound. Looking ahead, 
on the supply side, the announcement of a planned deal to cap (and slightly 
reduce) OPEC production poses some upside risk. On the demand side, as growth 
in emerging market economies picks up, their higher oil intensity should support 
aggregate demand. However, we would expect further increases in US production 
should prices rise materially above $50 a barrel. As for other commodities, we 
believe there will be a dispersion of performance. The growth prioritisation in 
China has lifted the price of various industrial metals such as iron ore and copper. 
However, we don’t expect this to be the start of a more sustained rise.

Regulatory headwinds

The authorities have introduced a raft of new regulatory requirements since the 
global financial crisis. The indirect impact of some of these measures is becoming 
apparent. For instance, new capital rules have seen banks retreat from certain risk-
taking activities (Figure 11). That has resulted in sharply reduced levels of liquidity in 
some markets, particularly in certain areas of fixed income, such as high-yield debt. 
This, potentially, makes it appreciably riskier to invest in these asset classes than was 
previously the case. Moreover, the tighter regulatory conditions are a headwind to 
credit intermediation, as banks have become incentivised to reduce their balance 
sheets. The Basel III banking regulations are being phased in over several years, with 
full implementation by 2019. However, generally-speaking the largest banks have 
moved to meet these standards early. While there have been calls from some for a 
softening of new regulations, we do not expect any change in direction from the 
authorities or politicians.

6
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Source: Aviva Investors, Macrobond

Figure 11:  US primary dealer inventory 
Regulatory changes have reduced liquidity in corporate securities
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Acceleration in nationalist agenda

A retreat from globalisation – in terms of trade in goods and capital flows – poses 
a material medium-term downside risk to global growth. According to the World 
Trade Organisation (WTO), 2016 has already seen a reduction in trade facilitating 
measures and an increase in restrictive measures (Figure 12). Should Donald Trump 
be elected US President, the risk of an escalation in protectionist measures will rise 
substantially. That would be particularly damaging for small open economies, as 
well as the larger emerging markets. We do not expect Brexit to trigger increased 
protectionist measures in Europe. However, increasing support in some euro area 
countries for parties that favour a retreat from the euro and the EU remains a key 
concern.

Secular stagitation - low growth, low returns

The decline in real rates may reflect a steady move towards secular stagnation, a 
move that may have been accelerated by the financial crisis of 2008. Estimates of 
the current equilibrium real interest rate are around zero in economies such as the 
US, euro area and Japan, reflecting the excess supply of savings over investment 
globally (Figure 13). That implies that current policy rates may be far less stimulative 
than conventional analysis would suggest. If the potential for upside growth 
surprises is limited, risk asset pricing may struggle.

China growth - hard landing

Growth has slowed in China in recent years, as the economy has matured and the 
process of transforming itself from one based on manufacturing, investment and 
exports towards one driven by services and consumption began. Authorities have 
tried to manage the pace of slowing by supporting growth through increased credit 
growth, fiscal stimulus and monetary expansion. There is a risk that the authorities 
either become unable or unwilling to support growth. While in the near-term 
we see those risks as relatively low, we think medium-term risks have increased 
given the recent further increase in private sector debt. One consequence may be 
a sharper devaluation in the currency, weighing on global inflationary pressures. 
In addition, we would expect to see further declines in sovereign bond yields and 
weaker commodity prices. 

RISKS TO THE HOUSE VIEW

Summary Aviva Investors House View, Q4 October 2016

Source: Aviva Investors, MacrobondSource: WTO, (Final data point seven months to May 2016)

Figure 12:  Globalisation going into reverse 
Restrictive trade measures on the rise

Figure 13:  Estimate of US neutral real rate close to zero 
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Inflation acceleration - bond market sell-off

With oil and other commodity prices stabilising, headline CPI inflation will start 
rising more quickly in the coming months. While it starts from a low base in many 
countries, in the US headline CPI inflation is likely to rise to around 2.5 per cent by 
early 2017. The realisation that inflation can indeed return, particularly if monetary 
policy remains loose, may result in a material re-pricing of global bond markets. That 
could see risk assets suffer as the markets reassess policy support, putting upward 
pressure on the US dollar and negatively impacting emerging market assets.

Return of fiscal policy

Central banks are getting closer to the limit of what can be achieved through 
monetary policy. Should it prove insufficient to boost growth and inflation, 
governments may reverse track on the tight global fiscal stance of recent years, and 
embark on a material fiscal easing. This could come in different forms, but there 
appears to be increasing support for government infrastructure investment. The 
use of fiscal stimulus could provide a boost to growth and inflation, and in turn 
see a surge in risk assets, even as nominal bond yields rise. It could also see a boost 
to emerging markets, as downside global growth risks reduce and trade picks up 
again.

Aviva Investors House View, Q4 October 2016  Summary
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Three months on from the referendum, the view that the 
economy may not feel any adverse effects from the decision 
has gained ground. It is premature to reach such a conclusion. 
The UK had plenty of momentum going into the vote, but it 
is very early days. Investment intentions have fallen sharply 
and the impact will be felt in time. A marked slowdown is still 
likely.

Eurozone growth has slowed in Q2, but is still running at a 
little above the trend pace, admittedly a lowly 1 per cent or 
so. Inflation is rising slowly and deflation fears have retreated. 
So far sentiment has not been adversely impacted at all by the 
Brexit decision. Even so, the ECB may take out the insurance of 
extending the QE programme beyond March next year.

US growth should rebound in H2 as the drag from inventories 
and mining investment disappears. Domestic demand is 
strong, the labour market is tight and inflationary pressures 
are building. Monetary policy is normalising: the Fed is 
expected to hike once this year, twice next and three times in 
2018. The wildcard of the Presidential election looms large.

MACRO FORECAST CHARTS AND COMMENTARY

Source: Bloomberg, Aviva Investors

Source: Bloomberg, Aviva Investors

Source: Bloomberg, Aviva Investors
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Figure 14: US 

Figure 15: Eurozone

Figure 16: UK
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The Canadian economy is growing robustly after the 
difficulties associated with the oil price correction and the 
Alberta wildfires. But the long-awaited rotation towards non-
energy exports and non-residential investment has been very 
slow and may even have stalled. Consumer spending remains 
robust and the boost from a stronger US economy will help.

The Bank of Japan has switched its policy emphasis from 
negative interest rates and asset purchases to the shape 
and level of the yield curve. It now intends to target the 
10-year yield at around 0 per cent and to maintain whatever 
purchases are necessary until the 2 per cent inflation target 
is exceeded. It has also effectively handed the stimulus baton 
back to the Government and its fiscal stance.

Source: Bloomberg, Aviva Investors

Source: Bloomberg, Aviva Investors
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Figure 17: Canada 

Figure 18: Japan

At the start of the year, China was one of the major worries 
for investors. While it would be dangerously complacent 
to ignore China’s imbalances, the likely achievement of the 
growth target of 6.5 to 7 per cent has relieved the pressure 
for China’s authorities. With inflation tame as well, the policy 
backdrop should remain helpful. But concerns about possible 
longer-run problems remain.

Source: Bloomberg, Aviva Investors
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Figure 19: China
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After the turmoil in the first quarter (caused mainly by China growth concerns) 
and worries in the second (driven by Brexit distractions), the third quarter market 
movements have been surprisingly calm.  It was pleasing to enjoy a period where 
most asset classes enjoyed positive returns whether it be in equities, rates or credit.

Much of the third quarter replayed many of the themes that have been in play for 
a while: mixed data, with some above expectations, some below; central banks 
wanting to maintain extended loose monetary conditions but without convincing 
the market.  Will extended fiscal policy be the game changer?  At this point it is a 
case of “wait and see”.       

As it stands, we are not looking to make significant changes within our asset 
allocation.  We continue to prefer return-seeking assets over bonds.  Within 
our equity portfolio, we have a bar-bell between the low-beta North America 
equity and high-beta emerging market equities.  Within North America there are 
continued signs of household real income growth and earnings growth which will 
help support the higher-than-usual valuations.  Overall, emerging markets growth 
projections are widening to developed market, looking reasonably valued, and 
showing initial improvements in forward earnings expectations.  

Within fixed income, we are conscious that many credit spreads have contracted 
significantly but in the global hunt for yield we still favour credit.  We continue 
to see value in high-yield and emerging market debt, in particular local currency.  
However, recognising the contraction in yields and a desire to reduce an element of 
credit risk within our portfolio, we have trimmed investment grade credit to neutral.

Asset allocation

We maintain our equity 
overweight and carry from 

high yield and emerging 
market debt 

ASSET ALLOCATION: ENJOY THE QUIET WHILE YOU CAN

Equities

US

Europe

UK

Japan

Pacific ex Japan

Emerging Markets

Fixed Income

Domestic Govt

Investment Grade

High Yield

EMD Hard Currency

Cash

Currencies

USD

GBP

EUR

JPY

EMD Local Currency

Underweight Overweight
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PARIS CLIMATE AGREEMENT RATIFICATION GETS A BOOST - POSITIVE 

MOMENTUM FOR THE DRIVE TO DECARBONISE

Momentum towards ratification was given a boost when both China and the US 
formally deposited their official instruments to the UN in early September. The 
Paris Agreement will enter into force 30 days after 55 Parties covering 55% of 
global GHGs have deposited their instruments of ratification – the current total is 
60 Parties, accounting for 48 per cent of global GHG emissions. There are strong 
indications that the Agreement will enter into force by the end 2016 or early 2017 
(Figure 20).

As hosts of the G20 Leaders’ Summit, China strongly emphasised Green Finance 
in the Hangzhou Summit Communique, recognising the need to scale up green 
financing, in addition to collaborating towards a ‘cleaner energy future’. China has 
already set out strong environmental targets in its 13th Five-year Plan covering 
energy intensity, carbon intensity and a new cap on total energy consumption. 
China's energy sector is set for a major transformation as the dominance of coal 
gives way to natural gas, nuclear power, and renewables. 

Post the Brexit vote, the UK appears committed to delivering on its carbon targets. 
Theresa May announced her support for full ratification of the Paris Agreement 
and that the UK would complete the domestic approval process by the end of the 
year. The UK legislated the 5th carbon budget, under the 2008 Climate Change Act, 
locking in an emissions path to 2032, when emissions must be 57 per cent lower 
than 1990 levels. While there is still policy uncertainty with respect to support for 
renewables, the integration of the Department of Energy and Climate Change into 
the new Business, Energy and Industrial Strategy (BEIS) department, is likely to see 
a closer attention on industrial efficiency within the UK Emissions Reduction Plan 
anticipated later this year. 

The EU 2030 climate and energy framework already sets binding reduction targets 
for greenhouse gas (GHG) emissions, renewable energy and energy efficiency and 
in July the European Commission presented a package of measures for accelerating 
GHG reductions in sectors not covered under the EU Emissions Trading Scheme 
(transportation, buildings, agriculture), with a particular focus on transportation 
(low-emission mobility). This is likely to lead to the expansion of carbon standards 
and associated future compliance costs for sectors not previously impacted to the 
same extent. 

Paris Climate Agreement 
could enter into force this 

year

China climate leadership

Despite Brexit, UK and EU 
continue progress towards 

lower carbon targets

ESG INSIGHT

Figure 20: Paris Climate Agreement ratification possible this year

Source: HSBC (based on UNFCCC and statements made by various Parties)
Parties which have formally committed to ratify in 2016 - Austria, Australia, Bulgaria, Cambodia, Canada, Costa Rica, Cote d'Ivoire, European Union, France, 
Germany, Hungary, Kazakhstan, New Zealand, Poland, and the Republic of Korea

Aviva Investors House View, Q4 October 2016  Summary

2.50 0.9 2.5

20.1 1.7 0.6 1.04 0.53

17.89
1.5

2.0 0.7
12.1 0.8 1.9 0.3 0.2 4.1 1.5 1.3

3.8 7.5 1.5 0.7 0.5

12.0

0
10
20
30
40
50
60
70
80
90

100

Pe
r 

ce
nt

O
th

er
s

A
rg

en
tin

a

Br
az

il

Ratified (60) *Ratify by 2016 (14) Ratify soon (26)

C
hi

na

M
ex

ic
o

Th
ai

la
nd

U
kr

ai
ne

U
A

E

U
SA

A
us

tr
al

ia

C
an

ad
a

Iv
or

y 
C

oa
st

EU
 (2

8)

K
az

ak
hs

ta
n

So
ut

h 
K

or
ea

O
th

er
s

A
ng

ol
a

In
di

a

In
do

ne
si

a

Ira
n

Ja
pa

n

Ru
ss

ia

S 
A

fr
ic

a

V
ie

tn
am

O
th

er
s

N
ot

 c
om

m
ite

d 
(7

4)

Some 60 Parties covering 
47.76% of global emissions 

have already ratified

55 Parties & 55% emissions is 
required for the Agreement to 

enter into force.  Only 7.24% to go.
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Providing the Paris Agreement is in effect when the next administration takes office, 
most commentators consider that the US would not be able to withdraw from the 
agreement for at least four years. However, the new UNFCCC Executive Secretary 
has described the likely impact on the Agreement as ‘complex’. While Trump and 
Clinton fundamentally differ on the issue of climate change, any impact is likely to 
be most significant at a national level. 

US ELECTIONS – AN ESG PERSPECTIVE

As the polls in the presidential election between Hilary Clinton and Donald Trump 
tighten, we look at the implications of alternative Presidential outcomes. While 
a Clinton victory remains the base case, both outcomes are likely to deliver policy 
change. 

The two candidates differ perhaps most markedly on the issue of climate change 
with Clinton a strong advocate for renewables and tightening climate policy (She 
has said ‘I want us to generate enough renewable electricity to power every home 
in America in the next 10 years’), while Trump is a self-declared ‘non-believer 
in man-made climate change’ and has pledged to ‘cancel the Paris Climate 
Agreement’. These divergent approaches to renewable energy subsidies, fossil fuel 
subsidies, emissions regulations, and global climate agreements are likely to dictate 
the winners and losers within the utility sector but may not have a significant 
impact on the sector as a whole. In addition, both candidates favour investment in 
infrastructure which is likely to be positive for upgrading transmission infrastructure 
and technology to include energy efficiency. 

The US has the highest skew of wealth distribution amongst OECD countries (Figure 
21). The divergent views on immigration – Clinton favouring a ‘path to citizenship’ 
and Trump promising to strengthen or closing borders – will impact on issues 
such as income levels and access to social benefits. According to a July report from 
McKinsey, 81% of the population is in groups with flat or falling market income 
(2005-2014) with a weaker demand for low and medium skill labour driving much 
of this. In addition, the intergenerational divide has been on the rise for a while 
(Figure 22), shifting from 65 years + range in the mid-1980s to the 18-25 year 
range in recent years. Clinton has been most vocal regarding issues such as access 
to affordable college education, equality of pay and raising the minimum wage, 
however both candidates will struggle to reverse the inequality trend.  

US elections important 
domestically but not 

necessarily able to  
derail global process

Climate change & energy 
policies deeply divergent

Immigration debate has 
implications for labour force 

and income inequality

Figure 21: Wealth ratio in OECD countries
Mean to median net wealth ratio

Figure 22: Intergenerational divide rising 
Relative poverty rate of the population by age in each year =100

Source: OECD, Morgan Stanley Research
The x axis shows age bracketsSource: OECD, Morgan Stanley Research
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Healthcare reform is an issue both candidates agree is necessary but they differ in 
their proposed approaches. Clinton has been very vocal about drug pricing (‘Price 
gouging like this in the specialty drug market is outrageous.’) and a Clinton victory 
is likely to see greater regulation on drug pricing, alongside additional scrutiny on 
pharma M&A activity. Trump has indicated plans to repeal, rather than expand, the 
Affordable Care Act which may bring additional pricing pressure on pharma services 
and managed care facilities. 

Lack of agreement on how 
to improve healthcare 

affordability
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MARKET RISK

As we enter the final quarter of 2016 one could be forgiven for longing for a quiet 
period of reflection.  However, after a somewhat tumultuous year thus far, it appears 
that this is unlikely to occur.

The UK & Europe: another phoney war or start of an earthquake?

On September 3rd 1939 France and Britain declared war on Germany. However for 
the next eight months the Western Front in Europe was devoid of action in a period 
more commonly referred to as the phoney war.  In the post-June landscape this year 
we have settled into what could be best described as the modern political version. The 
absence of concrete progress, or an obvious roadmap for the UK to exit the EU, has left 
the markets to ponder the meaning of phrases such as those from Prime Minister May:  
"Brexit means Brexit“ 

While media-friendly sound bites might be helpful in a world of Twitter and 24-hour 
news cycles, it does not provide those with longer-term investment horizons with a 
great deal of clarity about the nature of the UK’s relationship with the EU. In a tribute 
to the wisdom of George Orwell, the absence of a concrete plan has allowed all sides 
to believe simultaneously opposing views on the future. 

As we examine the behaviour of markets in the period since the vote, we observe an 
interesting phenomenon which we explore in the charts below. Figure 23 shows the 
absorption ratio for global asset markets since 2007. The absorption ratio is a measure 
of systemic risk derived from the common factor driving those markets. It can help 
demonstrate the interconnectedness of global financial markets, whereby the higher 
the absorption ratio, the greater the level of systemic risk inherent in markets. While 
there have been periods of considerable strain in the markets over the last decade, 
Brexit has yet to compare to events such as the Eurozone sovereign debt crisis.

One interpretation of sharper rise in systemic risk in 2010/11 might be that a Greek 
sovereign default was considered more significant than the UK leaving the European 
Union. However, that could be drawing false comfort regarding recent events. Rather, 
in the absence of any meaningful information from the UK government, we suspect 
markets have chosen to ignore some of the potential long-term consequences of the 
vote.  However, with the announcement from PM May that the intention is to trigger  
‘Article 50’ by the end of March 2017, financial markets will soon have to grapple 

“Doublethink means the 
power of holding two 

contradictory beliefs in one's 
mind simultaneously, and 
accepting both of them.” 

~ George Orwell

Figure 23: Measure of systemic market risk 

Source: Aviva Investors, Bloomberg, Macrobond
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with the consequences. As such, there may be considerable periods of market 
nervousness or fragility to come. 

If, and when, these periods of fragility do arise, then it is important that investors 
understand the impact that this may have on asset correlations. Figure 24 and 
Figure 25 show the cross-correlation of a selection of currencies, equity, commodity 
and bond markets at the end of June and September 2016. In the immediate 
aftermath of the Brexit vote, asset correlations became materially more polarised 
than they are now (a lot of dark red and blue). This demonstrates the importance 
of achieving portfolio diversification which is effective in both stress and normal 
market conditions.

How do we solve a problem like…

However as we enter the fourth quarter, European banks are once again at the 
forefront of many investors’ minds. The concerns relate to both capital adequacy – 
some failed to recapitalise sufficiently when markets were more supportive – and 
business model. 

At the height of the GFC, US banks were forced to accept capital from the 
government and, where required, raise further capital from private investors. The 
blanket insistence from the US authorities that all banks accept a government 
capital injection (something which a number tried to resist) lowered the stigma of 
recapitalisation and drew a line under the banking wobbles in the US. Furthermore, 
the Federal Reserve’s robust stress testing forced many to seek capital at a time 
when the equity market was accommodating to capital raising. Europe, however, 
decided against this route and nearly a decade after the GFC, its banks (of all hues) 
are still a source of nervousness for global markets. 

Generally speaking banking woes can be split into two important but, distinct 
pots. Local issues and broader systemic risk concerns. While the latter has been 
somewhat contained, the former are still a millstone around the necks of many 
economies, with Italy being a case in point. The resolution of these problems is a 
recapitalisation of the local institutions. That may require government intervention, 
something that has become more difficult under European regulations on State 
Aid and bank resolution. The stand-off means that, to date, those resolutions have 
proven difficult.

“That is the key to history. 
Terrific energy is expended 
- civilizations are built up - 

excellent institutions devised; 
but each time something 

goes wrong. Some fatal flaw 
always brings the selfish and 

the cruel people to the top 
and it all slides back into 

misery and ruin.” 
~ C.S. Lewis

Source: Bloomberg, Aviva InvestorsSource: Bloomberg, Aviva Investors

Figure 24:  Correlation heatmap (June 2016)
High correlation environment (tending towards +/-1)

Figure 25:  Correlation heatmap (September 2016)
Low correlation environment
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As we head into Q4, the sands are shifting and now it is the German banking 
sector that is under considerable pressure and is in the investor’s spotlight. As a 
result is it now possible that a European-wide solution could be about to unfold. 
If the German sector requires a recapitalisation, then the main opponent of 
banking recapitalisation by sovereigns may well be more agreeable to a grand 
bargain which could finally place the European sector back on a sound footing. 
Until these political issues are resolved it is likely that questions in regards to the 
soundness of the system in Europe remain unanswered and a risk to markets. 
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Aviva Investors House View, Q4 October 2016 Economic Outlook

SUMMARY

US economic growth was disappointing in the first half of 2016, rising by just 1 
per cent on an annualised basis. That compares with estimated potential growth 
of around 1¾-2 per cent. Despite the shortfall in growth, the labour market has 
continued to show steady improvement. While the unemployment rate has been 
steady around the post-crisis low of 4.9 per cent, employment growth has remained 
above trend, with a rising participation rate reflecting more workers being drawn into 
the labour market.

The recent disappointing growth performance has reflected solid final domestic 
demand conditions on the one hand, weighed down by the negative impact of 
lower oil prices and stronger US dollar on the other (Figure 26). Robust household 
consumption growth (which makes up nearly 70 per cent of GDP) has been 
underpinned by growth in disposable income and net worth, alongside an end 
to the household deleveraging cycle that was triggered by the global financial 
crisis. The decline in oil prices boosted real household disposable income, the vast 
majority of which was spent. However, it has also had a significant impact on mining 
investment, which has fallen by around 65 per cent in the past two years. Indeed, 
despite being a relatively small sector, the contraction has been sufficiently large 
such that economy-wide it has offset the entire boost to household consumption. 
With oil prices and the dollar trading more in a range in recent months, the drag on 
mining and manufacturing should begin to wane. Indeed, net exports made a positive 
contribution to growth in Q2 for the first time since 2014 Q3.

We expect growth to recover in 2016 H2, as the drag from inventories and mining 
investment is eliminated or even reverses. While fundamentals remain solid for 
household spending, the (non-mining) business investment recovery has slowed, as 
profit growth has slowed. Moreover, corporate balance sheets look stretched on some 
metrics, possibly limiting a more rapid investment cycle. At the same time the labour 
market is tightening, putting upward pressure on wage growth. We believe that these 

Disappointing growth in H1

Factors depressing growth 
to lift in H2

Fed to remain 
accommodative

ECONOMIC OUTLOOK

US: ECONOMY REFLATES BUT ELECTION RISK GRATES
 – Another growth disappointment, but prospects positive for H2 

 – Wage growth steadily rising as labour market tightens

 – Federal Reserve to deliver one rate hike in 2016 and another two in 2017; Presidential election the 
wildcard

Figure 26: Contributions to quarterly GDP growth 
Negative factors set to diminish

Figure 27: US economic projections 
Mining investment collapses, non-mining soft

Source: Bloomberg, Aviva InvestorsSource: Aviva Investors, Macrobond
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cost pressures will be passed through into higher inflation. However, we expect the 
Fed to accommodate higher inflation and remain on a gradual path to raise rates, with 
one hike this year and two in 2017 (Figure 27). One significant uncertainty for 2017 
and beyond is the outcome of the Presidential election. The economic platforms have 
not formed a central part of the debate, and Republican nominee, Donald Trump’s, is 
particularly opaque.

Solid, if unspectacular, growth

The latest survey and official data suggest that GDP growth will rebound to around 
2-3 per cent in Q3 (Figure 28). However, at this point in the data cycle in both April and 
July, nowcast models had predicted materially stronger growth in Q1 and Q2 than 
eventuated. As such, we are cautiously optimistic regarding a recovery in growth. 
That said, in terms of expenditure categories, mining investment and inventories have 
subtracted 0.8 and 0.3 percentage points respectively from annualised growth in H1. 
The overall quantity of private inventories fell in Q2, something that is rare outside of 
recessionary periods. We expect small positive contributions from each component 
in Q3 and Q4. Household consumption moderated in the year to Q1, but rebounded 
strongly in Q2, rising by 4.4 per cent in annualised terms. That was the second fastest 
pace of increase since the financial crisis of 2008/09. It is unlikely that pace can be 
sustained over H2, but with real disposable income set to grow at around 2½-3 per 
cent, there remains a solid basis for robust consumption growth.

One of the most disappointing aspects of the economic recovery since the financial 
crisis has been the slow response of business investment (Figure 29). More recently 
that has been a reflection of very weak mining investment, but even non-mining 
investment has only contributed positively to growth once in the past three quarters. 
The slow rate of business investment likely reflects a range of factors, including 
businesses uncertainty about the demand outlook, relatively modest capacity 
pressures and slow wage growth. While in the early part of the recovery a lack of 
(affordable) finance was a constraint, in more recent times US companies have been 
able to raise debt in capital markets and through bank borrowing at all-time low rates. 
Indeed, the ratio of non-financial corporate debt to GDP is close to the all-time high, 
and at a level usually associated with recessionary periods. However, despite the high 
level of debt, servicing costs remain very low, reflecting the cheap cost of finance. For 
larger companies, much of the new debt issued has been used to finance dividends 
and equity buy-backs, rather than for capital expenditure.

Fed happy to be behind the curve; Trump the wildcard

The labour market has showed continued steady improvement, with robust gains in 
employment. Over the three months to August, non-farm payrolls rose by an average 
of nearly 200K a month, well ahead of the “neutral” rate of increase that would 
imply no change in the participation or unemployment rates. At the same time other 

Household consumption 
growth strong

Business investment needed 
to secure sustained growth 
improvement
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Figure 28: Q3 GDP "nowcast" 
Recovery in growth expected

Figure 29: Business investment (percent of GDP) 
Recovery falters

Source: Aviva Investors, Macrobond; recessions shadedSource: New York Federal Reserve, Atlanta Federal Reserve, Aviva 
Investors, Macrobond
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measures of labour market performance have also improved, including vacancies 
and quit rates. However, it is worth noting that the Federal Reserve labour market 
conditions index (LMCI), which weights together a very wide range of labour market 
indicators, is suggestive of a slowing in labour market conditions.

As the tightening in the labour market matures, earnings growth should rise more 
quickly. While the pace of increase in hourly earnings remains modest at around 2½ 
per cent, median wage growth as measured by the Atlanta Fed has reached  
3.5 per cent, with those changing jobs seeing an increase of closer to 4 per cent. Core 
measures of inflation as measured by the personal consumption expenditure (PCE) 
index have broadly moved sideways in recent months (Figure 30). That contrasts with 
core inflation measures based on the CPI index, which have continued to move higher. 
The main difference between the measures is the rate of inflation in shelter (which 
has a larger weight in CPI) and medical services (where the PCE includes insurance 
premiums that have been temporarily weighed down by the Affordable Care Act). 
Headline inflation remains well below target, as the effects of the previous decline in 
oil prices slowly work their way out of the annual comparison. We expect that by early 
2017 headline CPI inflation will rise above 2.5 per cent as core inflation rises steadily 
and oil base effects fully reverse.

The Fed entered 2016 expecting to deliver four rate hikes this year; they look likely to 
deliver only one of those, in December. While growth has disappointed, the labour 
market and inflation has broadly turned out as the Fed expected this year. We think 
the more accommodative stance this year followed a change in reaction function 
in Q1 that led to placing more weight on the downside risks, particularly the risk of 
stifling the recovery in the face of a weaker external environment, and therefore being 
more accepting of a potential overshoot of the inflation target. At the September 
FOMC meeting, the median expectation for rate hikes over the coming years was 
pared back again, implying an extended period of very accommodative policy (Figure 
31). We expect the Fed to deliver on these expectations, with one hike this year and 
two more in 2017.

The outcome of Presidential elections in recent decades has rarely been seen as a 
defining moment for the economy or society. However, the 2016 Presidential election 
has in Donald Trump one of the most controversial candidates of modern times. 
Near-term we expect a decline in business sentiment and a tightening in financial 
conditions should he win. That would likely delay further Fed rate hikes. Longer-
term, his economic platform of aggressive tax cuts (mainly benefiting higher income 
earners) and vast spending programme ($500 billion on infrastructure) is unlikely to 
be realised, with Congress expected to block or heavily amend the proposals. As such, 
judging the medium-term economic implications is challenging at this point.

Wage growth and inflation 
rising

Fed to hike only gradually

Presidential election the 
main wildcard

Figure 30: Measures of core inflation
CPI measures rising, PCE flat

Figure 31: Real policy rate
Fed projecting very accommodative stance 

Source:  Aviva Investors, MacrobondSource: Macrobond
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The Eurozone has continued to grow – the expansion has now lasted more than 
three years – but the pace of growth has repeatedly disappointed. 2016 has begun 
in a similar manner to last year, when a strong first quarter led to a rush of optimism 
that subsequently faded somewhat as growth fell back in the rest of the year. It 
is a familiar story for the Eurozone and perhaps one that we should get used to. 
After all, trend growth is generally believed to be only about 1 per cent a year and 
could well slide further as the impact of adverse demographics is felt in future 
years and decades. Hence quarterly GDP growth of 0.3 per cent or 0.4 per cent 
should be recognised as an above-trend rate that will allow a slow, steady fall in 
unemployment and a narrowing of the negative output gap that has pushed down 
on Eurozone inflation for so long (Figure 32.). Aspirations of sustained growth of 
above 2 per cent are unrealistic and probably unwelcome – whenever it has been 
achieved in the period of the Eurozone’s brief existence, it has been followed by 
economic problems and a rapid return towards zero growth or worse.

One of the more encouraging aspects of growth since the Eurozone’s sovereign 
debt crisis is that it has been almost entirely attributable to domestic demand 
rather than the usual growth engine of exports. Subdued world trade volumes have 
crimped that contribution significantly, so any rebound would benefit the open 
economy of the Eurozone enormously. Since 2013, the average growth rates for 
consumption and investment have been 1.3 per cent and 2.4 per cent respectively, 
hardly stellar rates of growth, but above trend. Somewhat worryingly, both were 
far more subdued in Q2 of 2016 alone – investment fell modestly, consumer 
spending rose by just 0.2 per cent and de-stocking detracted significantly from 
growth. Fortunately there was an unusually large offset from exports which did 
boost growth in the quarter. (Figure 33) Looking ahead, a host of leading indicators 
suggest that growth will be sustained at or around the 1.3 per cent annualised 
pace seen in Q2. We project that will be maintained in 2017 as well. Some surveys 
have been more upbeat than others – the IFO has been especially robust, but that 
largely reflects improving conditions in Germany. Consumer confidence across 
most nations is still reasonably elevated by European standards, an encouraging 

1% to 1.5% growth is 
normal – get used to it

Q2 growth disappointed, 
but little sign of pick up  
in H2

EUROZONE: TORTOISE RATHER THAN HARE
 – Growth set to continue at a modest pace; inflation to rise only slowly

 – Policy stance will remain stimulative for the foreseeable future; fiscal stance helpful

 – Domestic demand underpinning growth – revival of world trade would help Europe further

Source: Macrobond
Source: Macrobond

Figure 32: Eurozone annual GDP growth
Trend growth in the Eurozone is modest

Figure 33: Eurozone contributions to quarterly GDP growth
Domestic demand has underpinned the recovery
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development in itself as the longer that is maintained, the greater the chance of 
a self-sustaining recovery. It is also perhaps a reflection of faith in the ECB and the 
European project. If unemployment continues to fall (Figure 34), then sentiment 
should remain robust. There is certainly plenty of scope for it to do so, although 
it must be remembered that the “natural” rate of unemployment in Eurozone 
countries.

All developed economies have seen sluggish recoveries since the financial crisis, 
but the Eurozone has been especially poor – the policy backdrop could hardly be 
more favourable: an extremely accommodative ECB monetary policy along with a 
more relaxed fiscal stance, at least for now. If the economy cannot grow robustly in 
this environment, then it is legitimate to ask whether there are more deep-rooted, 
fundamental problems. The much-vaunted “structural reforms” and “deregulation” 
agendas target such areas but have not yet been conclusively successful.

Political developments continue to have a key role in any assessment of prospects 
for the Eurozone. It had been feared that the UK’s decision to leave the EU could 
lead to a resurgence of anti-establishment sentiment and dip in activity levels. 
While the long, drawn-out nature of the Brexit process means those risks are 
ever-present, there has so far been no sign of any such adverse consequences. If 
anything, pro-EU sentiment has been enhanced in some areas, supporting the view 
that the UK’s choice might led to increased harmony among the remaining EU 
nations. This theory will be tested by a series of elections over the next year – the 
Italian referendum (on constitutional reform) in December, a possible third attempt 
to resolve political deadlock in Spain and scheduled elections next year in France, 
the Netherlands and Germany. Undercurrents of nationalism are still bubbling 
away, fomented by, inter alia, the Brexit debate and the migrant and refugee crises. 
In passing, a cynic might note that the year-long absence of a government in Spain 
has not prevented strong economic growth. In the background, the glacial path 
towards closer integration in the Eurozone is being trodden by member states, with 
varying degrees of enthusiasm. Banking union may be there in name, but it is far 
from finalised. The well-documented problems within the Italian banking system 
as well as the more recent troubles at Deutsche Bank simply serve to illustrate the 
challenges. Moreover, it is important to remember that the banking union was 
supposed only to be a staging post along the way to greater political and fiscal 
unification, which must be the eventual goal. We retain the view that the Eurozone 
must and will move in this direction, but that it will be a painfully slow process that 
will doubtless have bumps or even roadblocks along the way. It would be unwise 
to rule out the possibility of further Eurozone troubles until the area is a more 
politically cohesive and coherent unit.

Ultra-accommodative policy 
will continue to support 

growth

Geo-political issues have the 
capacity to upset, but all is 

calm for now

Source: Eurostat Source: Bloomberg, BBC

Figure 34: Eurozone unemployment rates
Falling steadily in most countries

Figure 35: Key political dates for UK and Eurozone
Plenty of political hurdles to jump
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23rd November 2016: UK Autumn statement

4th December 2016: Italian referendum on constitutional reform

15th March 2017: Netherlands general election

End-March 2017: Date by which UK PM May intends to trigger Article 50

April/May 2017: France presidential election
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The ECB is not the only central bank to have failed to achieve its inflation target in 
recent years, but it has arguably been the one that has disappointed most (with 
some competition from the Bank of Japan). Late to the QE party, it has embraced 
policy activism since, adopting negative policy interest rates and embarking on 
a massive programme of asset purchases. That is due to end in March next year, 
but the stuttering Eurozone recovery and constant under-shooting on inflation 
is in our view likely to lead the ECB to extend that by six months. There are some 
complications about doing this because of self-imposed limits on the scale of 
purchases that they can make for individual bond issues or countries, but we believe 
they will find a way around these. Very low or negative inflation is a perennial 
problem for the ECB, but recent measures do at least seem to have warded off the 
worst of deflationary worries. Base effects point to a gentle rise in recorded inflation 
from here, but domestically-generated inflation is still chronically weak and the ECB 
has had to adjust its inflation projections downwards more or less continually since 
the financial crisis. Its 2-year ahead inflation forecast has been below 2 per cent 
since 2008 and well under 1.5 per cent since 2013. And that is the forecast – the 
outcomes have been considerably lower. (Figure 36.) Questions about the ECB’s 
credibility are entirely understandable. We doubt that the ECB will get close to 2 per 
cent inflation until 2018 at the earliest (Figure 37).

Source: Bloomberg, Aviva InvestorsSource: ECB, FactSet

Figure 36: Eurozone inflation: actual and ECB survey 

expectations +1yr
Serial inflation disappointments in recent years

Figure 37: Modest growth, low inflation
Policy stimulus to remain in place for a while yet
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In the immediate wake of the UK referendum decision in June, there were some 
violent reactions in financial markets across the world and a collapse in sentiment 
readings and forward-looking indicators for the UK. At that point it seemed 
inevitable that massive uncertainty regarding Brexit would be sufficient on its own 
to push the UK economy into slowdown and recession by the end of the year. We 
firmly retain the view that the decision will have significant adverse consequences 
for the UK over the longer term, but concede that the shorter-term outlook has 
been clouded by the marked rebound in financial markets and the less pronounced 
improvement in a number of those same indicators (Figure 38). The key question 
now is whether we were wrong in that initial assessment, or whether the impact 
simply hasn’t been felt yet and will feed through over time. We lean heavily 
towards the latter – it is woefully premature to conclude that Brexit concerns were 
unwarranted.

Although growth had already slowed slightly, it is clear that the UK economy 
had plenty of momentum in the run-up to the vote, particularly in the household 
sector, and that some of that has carried through over the summer months. But 
buoyant consumer spending (Figure 39) over the summer months should not be 
interpreted – as many have suggested – that the economy is fine and that growth 
will hold up. In time-honoured fashion, it is unlikely that UK consumers will change 
their behaviour significantly until or unless they start to feel the pinch or to worry 
more about the future. Demand for labour – and hence jobs generation – has held 
up so far, but if that changes, so too will household sentiment. The Bank of England 
projects modest increases in unemployment over the next year or so. Higher 
inflation – due in part to the weaker pound – will in time eat in to real incomes, 
further hitting spending power. More immediately, there is a fear that doubts about 
the future will hit investment spending hard. The jury is still out on this – we have 
no reliable hard data on such spending yet. On the plus-side, a number of business 
sentiment readings have rebounded in recent months, as, of course, have markets. 
But on the other, investment intentions as judged by surveys have weakened 
noticeably. The Bank of England’s measure, for example (which covers both 

Brexit decision will harm the 
UK economy...

...although the impact will 
be felt over years  

not months

UK: FAR TOO EARLY TO COUNT BREXIT CHICKENS 
 – It is far too early to conclude that Brexit will not have an adverse impact on the UK economy

 – Prompt policy action and the weaker pound will help, but a downturn is still inevitable

 – Official negotiations will take years to complete, implying an extended period of uncertainty

Source: MacrobondSource: Macrobond

Figure 38: UK - GDP growth and PMI
Some surveys have rebounded strongly

Figure 39: Annual growth in UK retail sales, ex fuel
Household spending strong over the summer
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manufacturing and services), saw its weakest reading since 1996 (Figure 40) with 
the single exception of the Global Financial Crisis (GFC). Overall, current business 
surveys are consistent with growth, but at a pace well below recent readings. The 
vulnerability is still there and it is very early days.

Money and credit trends have also been encouraging and argue against an 
imminent slump in activity levels. Once more there is the qualification that things 
can change swiftly – if companies or households do decide to retrench on spending, 
they could suddenly have less need for bank finance. Both narrow and broader 
money measures (M1 and M4 ex) are monitored closely by the Bank of England as 
lead indicators of activity. The numbers for July and August (admittedly early days 
post-referendum) were extremely robust (Figure 41).

Most importantly of all, official negotiations about the relationships that the UK will 
have with the EU in the future have not even begun yet. Some had suggested that 
Article 50 would not be triggered until after the German elections in October next 
year. PM May's speech at the Conservative party conference revealed a hard-line 
approach is likely to be adopted. That means that full access to the single market 
is set to fall victim to the restriction on blocking free movement of labour to the 
UK. She also revealed the intention to trigger the Article "no later than the end of 
March [2017]".  A two-year (at least) period of negotiation will then take place, 
after which the UK will either adopt the new arrangements or revert to a default 
and much less favourable WTO trading agreement. This is a monumental task. 
Yes, there are good reasons for both sides to ensure that a sensible arrangement 
is reached for parties that trade extensively with each other. But there are wider 
issues at play here – the principle of free movement of people (as well as capital 
and goods and services) is fundamental to EU nations. Unfettered access to the 
single market will require a broad acceptance of that principle. That, of course, is 
anathema to the pro-Brexit faction in the UK – it was what the referendum was 
about for many. Some messy compromise might eventually be reached, but it must 
be the case that the UK’s trading arrangements in the future will be more complex 
and less favourable. The EU has many reasons to play hardball – an easy ride for 
the UK would set up a potentially combustible situation for other nations to stir up 
trouble, especially against the backdrop of growing nationalism and populism in 
Europe.

Any downturn will largely be a UK phenomenon – we are simply not a big enough 
nation to drag others down. Some in Europe (Ireland, for example) will feel the 
downdraught more, but the Eurozone overall should be impacted only marginally. 
A larger risk is political contagion – but there has been almost no sign of this so 

Money and credit trends  
still favourable

As ever, the devil will be in 
the detail

Source: MacrobondSource: Macrobond

Figure 40: UK Bank of England agents investment intentions
Some spending may be postponed

Figure 41: Growth in monetary aggregates, SA  (y/y%)
Monetary backdrop still favourable
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far. With the rest of the world set to continue to grow steadily, a UK downswing 
or recession should be short-lived. The re-valuation of sterling (c. 12 per cent) will 
help offset any weakness of domestic demand, boosting exports and encouraging 
import substitution (Figure 42). But longer-term it is hard not to conclude that 
UK GDP will be lower than it would otherwise have been, possibly forever. As an 
example, financial services still represent almost 14 per cent of UK exports, much 
to the EU. If the UK does not get such privileged access to these markets in future 
and loses market share, the UK economy will be poorer and the City of London will 
suffer.

The Bank of England has reacted swiftly to Brexit-related worries and seems to 
have a similar outlook to our own, at least over the short term, although they too 
have conceded that perhaps it is not quite as bleak as they had originally feared. 
Arguably their policy initiatives – reduction in bank rate to 0.25 per cent (and 
hints that it could go as low as 0.10 per cent) along with the re-start of QE asset 
purchases – have helped ward off a nastier downturn. But again it is far too early 
to sound the all-clear. The Bank is, rightly, likely to look through any rise in CPI 
inflation above the 2 per cent target, just as it did during the GFC. If we are right 
about an economic downturn, inflation will not be the worry, even if there is a 
temporary spike – the economy will need policy support. In recent months there 
has been a marked rise in advocates of expansionary fiscal policy around the world. 
Although this cannot be ruled out in the UK, it does not look imminent – the new 
Chancellor’s Autumn Statement should give some clues.  Chancellor Hammond has 
recently shown that he will adopt a more pragmatic approach than his predecessor 
– the intention to reach a budget surplus by 2020 has – rightly – been abandoned. 
The more cautious attitude reflects understandable concerns that the UK faces 
significant downside risks now and during the official exit negotiations. In these 
circumstances, a more flexible approach to fiscal policy makes good sense. If the 
economic slowdown is more severe, then the pressure for good, old-fashioned fiscal 
activism will grow. Hammond's recent announcements on housebuilding initiatives 
and the possibility of infrastructure investments are a nod in this direction. 
Automatic fiscal stabilisers will also kick in, but the resulting halt to the long period 
of fiscal consolidation should not be considered imprudent – it will help cushion 
any adverse impact from Brexit.

Bank of England downbeat 
and still in stimulus mode

Source: Macrobond Source: Bloomberg, Aviva Investors

Figure 42: Sterling exchange rates
Sterling has dropped sharply

Figure 43: UK economic projections
Growth to slow, inflation to pick up
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So far this year, the Bank of Japan (BOJ) has done nothing more than create 
anticipation and disappointment for the markets. The highly anticipated September 
meeting was no different even after promising at the July meeting to release the 
results of its “comprehensive assessment”. Instead, they announced “QQE with yield 
curve control”. This new programme committed control of short-term and long-term 
interest rates , managing JGB purchases so that the 10-year yield remains around 
zero, as well as an inflation overshooting commitment. The latter means that the 
Bank will commit to expanding the monetary base until the year-on-year rate of 
increase in the CPI sustainably exceeds the 2 per cent inflation target. Essentially, 
the BoJ did not add to its asset purchase program by buying ETFs or JGBs; instead, it 
changed the framework on its QQE program in order to give it greater longevity and 
the government the opportunity to use fiscal policy even more aggressively. 

While this may have fallen short of expectations, in all fairness, the BoJ was placed 
in a difficult position. It would probably have taken an announcement of full-blown 
helicopter money to have positively surprised the market. The BoJ left room for more 
easing, with interest rate cuts seemingly the preferred option, an unpopular policy 
for banks and savers.  The key near-term trigger for further cuts could be a stronger 
yen. Over the longer-term the onus will now fall on the government if Japan wants to 
reach its two per cent inflation target. With the new BoJ framework, the leap towards 
something close to helicopter money is not out of the question. The ball is in Prime 
Minister Abe’s court. His comments after the BoJ meeting in September indicated 
that raising wage growth and productivity was the priority.  As such, he promised 
that his government would propose legislation aimed at increasing pay for temporary 
workers to bring it in line with full-time workers. He also mentioned that he would 
set up a commission of experts to focus on other reforms in the labour market.  
Moreover, he vowed to work in unison with the BoJ. 

Those comments give some hope of a coordinated policy response; however, PM Abe 
already delivered a supplementary budget in August that was disappointing in its 
scale. In the budget, additional spending accounted for a relatively modest 1 per cent 
of GDP. Future stimulus packages will have to be much bigger especially if monetary 
policy remains on the current track.  With control of the Diet, this could be delivered. 
However, the government’s appetite to unveil a large fiscal stimulus package seems 
low. The focus for PM Abe continues to be on constitutional reform. 

The BoJ repeatedly 
disappoints the markets

More government stimulus 
will be needed

JAPAN: PASSING THE BATON
 – BoJ under-delivers yet again, with the effectiveness of monetary policy in question 

 – New policy framework shifts the focus of easing onto the government

 – No near-term prospect of inflation reaching 2 per cent target

Figure 44: JPY continues to weaken vs. USD
JPY losing groung against its key trading partners 

Figure 45: Japanese inflation trend is weak
Core inflation continues to drift lower

Source: Aviva Investors, MacrobondSource: Aviva Investors, Macrobond
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Since the BoJ meeting,  yen has been relatively stable against the US dollar, trading 
around 100. Prior efforts to weaken the currency via negative interest rate policy 
have proved futile. The marked strengthening in the yen this year (on a real effective 
exchange rate basis it has strengthened about 18 per cent against its trading 
partners) since December 2015 (Figure 44) is problematic for exporters, but also has 
broader consequences. A weaker currency would help stoke inflation and support the 
equity markets. 

In the meantime, inflation continues to drift lower (Figure 45).  Japanese inflation 
ex-food, energy and VAT effects fell to 0.5 per cent, the lowest level since March 2015. 
Inflation expectations as measured by the 2yr breakevens are at the lowest level since 
July 2013, although they picked up slightly after the September BoJ meeting. The BoJ 
blames the decline in inflation expectations on lower oil prices, weakness in demand 
following the consumption tax hike in April 2014, and the slowdown in emerging 
markets. Real wages increased 1.8 per cent year-on-year in July (Figure 46). While it 
seems like a small increase, the upside is that it marks the sixth consecutive month of 
year-on-year increases. 

 Meanwhile, growth has been disappointing. In Q2, the economy grew at an 
annualised rate of just 0.2 per cent. Private consumption was a positive contributor 
to growth but business spending was a drag. Companies continue to hoard cash. 
There is little appetite for investment. The key upside to the GDP report is that the 
GDP deflator remained positive. As for Q3, industrial numbers have been weak so 
far. However, there are some green shoots. The BSI Business conditions index for 
all industry and manufacturing jumped in Q3 vs. Q2. In addition the Nikkei PMI 
manufacturing survey moved into expansion territory in September. Also, the trade 
surplus continues to rise thanks to very weak imports. As for the consumer, vehicles 
sales sharply improved in August while retail sales were robust in July. However, 
expectations are that this may be a one-off rather than the beginning of a trend. 

The jobless rate declined to 3 per cent in July and the jobs to applicant ratio is at the 
same level as the early 1990s. Arguably Japan has been at full employment since 
2014 and there have been several reports of labour shortages in various industries. 
The pool of working age men in particular is declining.  As a result, many companies 
are hiring part-time workers including housewives and retirees. This may be the 
reason why wages remain subdued.  Looking forward, we expect growth to remain 
modest, inflation to stay well below target and monetary policy to continue in ultra-
accommodative mode for the foreseeable future (Figure 47).

Inflation expectations are 
declining

The labour market is robust

Figure 46: Real vs. Nominal wages
Wages are rising but at a very slow pace

Source: Aviva Investors, Macrobond Source: Consensus Economics, Bloomberg, Aviva Investors

Figure 47: Japanese economic projections 
Modest growth, low inflation, negative rates
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We highlighted that the key risk for China heading into the second half of the year 
would be the credit markets, mostly due to the state of the overcapacity industries. 
However, things have been reasonably quiet on the credit front even though credit 
conditions in these industries have deteriorated. Overall, credit market conditions 
remain stable, but it is a concern given the deterioration in the credit quality of 
the overcapacity industries.  On the economic front, the data has been tepid.  
Nevertheless, the Chinese government will ensure that it meets its 6.5-7 per cent 
target this year. 

In H1, China reached its growth target. The July data was disappointing suggesting 
a rough start to Q3, but this was likely due to the floods in southern China. The data 
for August was more positive as PMIs improved (Figure 48). Credit also increased, 
but mostly due to the increase in long-term mortgages (Figure 49). While officials 
are ready to support the economy, they have expressed their reluctance to ease 
policy via an RRR cut or a policy rate cut. The resilience of the August data supports 
the policymakers' view. There is a fear of creating even bigger credit bubbles 
that could evolve into bigger problems down the line. This should be viewed 
in a positive light. Policymakers may not be actively taking on the supply side 
reforms necessary, but they are trying to mitigate future risks by not expending a 
large stimulus plan. Government infrastructure spending will continue to be the 
preferred means of stimulus (Figure 50). This should provide some support to the 
overcapacity sectors which has seen some improvement thanks to the increase in 
commodity prices (Figure 51).   

For H2, fiscal policy via infrastructure investment will likely keep growth well 
supported. Monetary policy has done little to stimulate private investment. At 
the State Council on 30 August this year, the central government announced 
another inspection of local governments to ensure any red tape preventing 
private investment was removed. They also announced that 165 key construction 
projects that were outlined in the 13th Five year plan will be open to private sector 
participation. Proactive fiscal spending is the key priority. Besides infrastructure 

August data suggests China 
will meet its growth target

CHINA: HOLDING PATTERN
 – Chinese policymakers will meet their growth target in 2016

 – Credit markets have been stable but the risk is still lurking 

 – The currency will continue to depreciate at a slow pace against the USD and its trading partners 

Figure 48: China Services vs. Manufacturing PMIs
Both are in expansionary territory  

Figure 49: Money (M2) and credit (total social financing) growth 
Credit impulse in early 2016

Source: Aviva Investors, MacrobondSource: Aviva Investors, Macrobond
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spending, a key initiative for H2 is spending on social welfare with a focus on 
urbanization. A big change that may help private investment was the change of 
the business tax to a value added tax on 1 May. It is expected to reduce corporates 
total tax payment by an estimated CNY 500bn a year. While the focus has been on 
growth, reforms are happening at a very slow pace. The government has focused 
on the steel and coal industry as the first ones to consolidate. In H1, only 30 per cent 
of the targeted capacity has been disposed. An estimated CNY 100bn is needed for 
labour reallocation which will most likely be spent in H2.   Any meaningful progress 
on the reform agenda may not occur until after the National Party Congress in 
2017. This is the start of President Xi Jingping’s second term. Appointments before 
the next congress will allow him to position allies closer to his inner circle which will 
enable him to pass the agenda he wants.  

The credit markets may not have been the main subject in the headlines, but they 
still remain a concern. Recent measures have been put in place to reduce risks. A 
new guideline for Local Government Financing Vehicles (LGFVs) has been issued 
which does not allow them to issue bonds in the local market if more than 50 
per cent of their revenues in the most recent three years is from their respective 
local governments i.e. via government coffers (central government allocation) 
or traditional sources of revenue like land sales. They are trying to look for other 
sources of revenue like toll booths and expressways for example. Nearly 70 per cent 
of such LGFVs do not meet these requirements which will likely mean that this 70 
per cent will need to come to the offshore market for refinancing needs. 

Local government issuance this year has been sizeable. In the first 8 months of the 
year, local governments issued CNY 4.8trn; CNY3.67trn is allocated to refinancing 
existing debt and only CNY 1.14trn is new credit. Their issuance quota for this year 
is CNY6.1trn. This is all part of the debt swap deal that the government launched 
a few years ago to improve banks’ balance sheets. As for defaults there have been 
an estimated 125 bonds that have run into trouble – about half have been repaid 
in full. 40 per cent of them are issued by SoEs and LGFVs, the rest are private. These 
troubled bonds account for 0.5 per cent of bonds outstanding in value as of June 
2016. Losses have yet to be crystalized for any of these bonds, but about a quarter 
of the companies have filed for bankruptcy and some kind of restructuring.  While 
they may account for a small percentage, defaults are unchartered territory for 
China. How they manage it is crucial to setting precedent and reassuring investors 
particularly offshore.  

Expansionary fiscal policy is 
the key strategy for growth

Credit market risks linger

Figure 50: FAI across different industries 
Government investment supportive of growth 

Figure 51: China Rail vs. Road Freight traffic   
The improvement in rail traffic suggests an improvement in the 
manufacturing sector 

Source: Aviva Investors, Macrobond Source: Aviva Investors, Macrobond
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Figure 52: Pipeline inflation pressure is building
PPI deflation should end later this year 

Figure 53: China economic projections
Growth slowing, inflation rising gently 

Source: Aviva Investors, Macrobond Source: Bloomberg, Aviva Investors,

While the credit markets remain a risk for China, property market concerns 
escalated in recent months.  One of the main proponents of the recent increase in 
the August PMI was the property market. Property prices in Tier 1 cities in particular 
have increased considerably since the start of the year. Arguably the main reason 
has been lack of supply in places like Shenzhen and Shanghai. The government 
is likely to manage this via macroprudential policies for these overheated cities. 
Shanghai for example introduced stricter policies on financing for both homebuyers 
and developers.  Top Tier 2 cities are also seeing an improvement in the property 
market but the rest are still lagging.  

On the currency front, the CNY has depreciated against the USD nearly 2 per cent 
and nearly 6 per cent against the basket since the start of the year. Policymakers 
have noted that they would be comfortable with USDCNY at around 6.80. Capital 
outflows have slowed since the start of the year, but outflows will likely persist as 
long as rate cut expectations and fears of currency depreciation linger.  Despite 
officials playing down expectations of further easing, there is still some hope in the 
markets that they will cut rates. The last thing policymakers want is a replay of the 
surge in outflows late last year when they had to use their FX reserves to defend the 
currency. FX reserves declined by about 300bn from October 2015 to January 2016. 
This fear of capital outflows will likely delay the start of the Shenzhen-Hong Kong 
connect which is currently scheduled to open in December 2016. 

Chinese CPI inflation has fluctuated between 1 per cent and 3 per cent (the official 
target) over the last four years and is currently close to the bottom of that range. 
These subdued readings have fueled some debate about the possibility of further 
policy easing. But pipeline inflationary pressures are building gently. PPI inflation is 
still negative on an annual basis (Figure 53) but the trough seems to have passed. 
We expect to see the first positive readings since 2011 soon, important support 
to the view that global deflationary forces are diminishing. Overall, we remain 
constructive on the growth outlook. The risks in the housing and credit markets 
remain in the short term. The longer policymakers delay the reform agenda, the 
more the longer term risks increase.  

Recent property price 
increases raises concern of  
a bubble
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Summary

Australia embarked on a challenging period of economic adjustment following 
the peak in global commodity prices in 2011. The currency was over-valued, it had 
become uncompetitive on the world stage and significant domestic imbalances 
had built up. The terms of trade have since fallen by around 35 per cent, and on 
a trade-weighted basis the currency has fallen by over 20 per cent. The decline in 
gross domestic income (GDP adjusted for the terms of trade) was consistent with 
mild recession in 2015 (Figure 54). At the same time, mining investment fell sharply, 
dragging the ratio of overall business investment to GDP down from around 18 per 
cent to 12 per cent. The combination of weaker external and domestic environment 
was sufficient for the RBA to reduce the policy rate from 4.75 per cent to a record 
low of 1.5 per cent, the most recent reduction coming in August.

We think that the period of adjustment still has some way to travel. The currency 
remains over-valued and while the decline thus far has improved competitiveness, 
significant challenges remain in rejuvenating the manufacturing sector. For now the 
benefits have mainly been felt in inward tourism and education services. That said, 
the stability of the terms of trade in 2016 has narrowed the gap between domestic 
output and income and the unemployment rate has fallen back from the 2015 high 
(Figure 55).

Domestic inflationary pressures remain soft, and will likely remain subdued as 
the domestic adjustment continues. That will keep policy rates low. In our central 
case we expect one more rate cut in this cycle. With the housing market looking 
extended, we expect the RBA to be cautious in cutting rates more deeply. Increased 
use of macroprudential measures will likely be required.

Economic conditions stabilise

Quarterly GDP growth slowed from 1.1 per cent to 0.5 per cent in Q2, as the 
slowdown in household consumption growth and a negative contribution from 
net trade outweighed stronger contribution from government spending and 

RBA eases policy again

Period of adjustment still 
has some way to travel

Figure 54: GDP and terms of trade
Income growth rebounds

Figure 55: Labour market volumes
Mixed picture: employment and unemployment rates falling

Source: Aviva Investors, MacrobondSource: Aviva Investors, Macrobond

AUSTRALIA: HEADWINDS ABATE
 – Growth prospects improve on faster national income growth

 – Weak wages and low inflation to persist

 – RBA biased to cut rates again
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inventories. The slowdown in household consumption growth reflects the very 
subdued growth in wages, slowing employment growth and hours worked. 
Consumption growth has been running ahead of  real disposable income growth 
for some time. As a consequence the household saving ratio has fallen from 
around 12 per cent to 7.5 per cent. Given it remains relatively high by historical and 
international standards, there is scope for households to further run down savings. 
However, if the housing market were to cool households are unlikely to want a 
smaller saving buffer. Permits for new construction, a good leading indicator for the 
property market, peaked in late 2015. Meanwhile the volume of new apartments 
due to come to market in the next 18 months will be a record high.

Business investment has evolved broadly in line with our expectation, with mining 
investment now more than half of the way down the “capex cliff”. As such, the 
subtraction from GDP growth will shrink in 2017 (although will still be around ¾ per 
cent). There have been some slightly more positive signs of investment intentions 
improving outside the mining sector. 

The rate of increase in employment and hours has slowed in recent months, 
although the unemployment rate has fallen further on declining participation. With 
the degree of spare capacity in the labour market putting little upward pressure 
on wage growth, unit labour cost growth has remained very weak (Figure 56). As a 
key driver of inflation outcomes, the muted rise in unit labour costs has put further 
downward pressure on core inflation. Non-tradable inflation fell to 1.6 per cent in 
Q2, the weakest rate of increase since 1999. We expect wage outturns will remain 
relatively muted over the coming year and inflationary pressures to remain weak, 
although rising modestly throughout the course of 2017 (Figure 57).

As Australia continues to work through a period of economic adjustment, the 
balance of risks will remain tilted to the downside. We also see global risks, 
particularly those emanating from China, as being to the downside. As a small 
open economy that is very heavily exposed to China, that puts further pressure on 
Australia. However, given the more favourable global environment for much of 
this year, Australia is in a better place now than it was twelve months ago. In part, 
that reflects the policy easing from the RBA. Looking forward, we expect the RBA 
to deliver to one more rate cut. We are concerned about the risk of a household 
deleveraging cycle on the back of a materially weaker housing market, however, do 
not see any clear trigger for that in the near-term.

Modest income growth, 
falling household saving rate

Inflation to remain soft

Hardest part of the 
adjustment likely in the past, 
but housing market a  
key risk

Figure 56: Unit labour costs and inflation
Inflationary pressures weak

Figure 57: Australian economic projections

Source: Bloomberg and Aviva InvestorsSource: Aviva Investors, Macrobond
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SUMMARY

After a very strong first quarter, Alberta’s wildfires interrupted the economy’s 
positive momentum in Q2. Real GDP contracted 1.6% qoq on an annualized 
basis, the worst since the financial crisis. The sharp but temporary pullback in oil 
sands production was the key factor behind this weak performance but cannot 
be blamed for all of it. Figure 58 shows that net exports were a significant drag on 
GDP with exports tumbling by 17% annualized, while consumption and residential 
investment remained relatively resilient. Non-residential investment spending is 
still a drag on the economy as energy companies keep cutting spending. However, 
the speed of the decline is abating which suggest that the economy is now past 
the worst phase of the oil adjustment story. Going forward, we expect growth to 
pick up. The most recent data shows that economic activity seems to have bounced 
back in the third quarter. We continue to believe that robust demand from the US 
combined with very low interest rates environment, cheap currency and increased 
government spending will provide support to the economy.

The Bank of Canada (BoC) kept its policy rate unchanged in September at 0.5% 
but raised some concerns about the recent economic weakness, in particular their 
confidence  about the outlook for exports. We believe that the combination of 
a delayed rotation to non-energy exports, slower pace of economic growth and 
easing inflationary pressures will push Bank of Canada to remain on hold for the 
next 12 to 18 months. Although the hurdle for an additional cut is high, this risk 
cannot be dismissed if exports continue to disappoint.

Disappointing second 
quarter driven by temporary 

factors

Growth supports are still in 
place

BoC’s most likely course of 
action is to remain on hold 

CANADA: FROM OIL TO HOUSING
 – Household and residential investment spending remain key growth drivers

 – Inflationary pressure seems to have abated. BoC to remain on hold

 – Housing market maintains a very strong momentum

Figure 58: GDP growth decomposition
Consumer remains the most important pillar of growth

Figure 59: Canadian Economic Projections
Canada’s potential rate of growth has declined

Source: DataStream, Aviva Investors Source: Bloomberg, Aviva Investors
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Still waiting for a strong rotation to take place           

The much anticipated rotation in Canadian growth towards stronger non-energy 
exports and non-residential investment spending remains slow and even stalled 
this year. The disappointing progress and weaker exports can be attributable to 
weaker than expected US growth in the first half of this year and the single biggest 
question heading into the second half of 2016 is whether trade activity can re-
accelerate and provide the support needed to boost economic growth. We expect 
residential and business investment in the US to pickup in the second half of the 
year which will support Canadian manufacturers, job creation and non-residential 
business spending in the country. The cheaper currency will continue to provide a 
persistent tail wind for domestic firms and help restore market share for Canadian 
exporters. Canada’s share of US non-energy goods import has recently shown 
signs of stabilization. As a result the excess capacity in the manufacturing sector 
continues to be absorbed and should translate into higher business spending and 
strong manufacturing labour market.

While core CPI was floating at or above 2 per cent since 2014, it has dropped 
from its peak of 2.5 per cent in March 2015 to 1.8 per cent currently. Import price 
inflationary pressures have faded with the relative stabililty of the currency since 
January of this year. This suggests that the recent disinflationary pressure is not 
domestically driven but just unwinding some of the currency passthrough that 
has been at play since 2014. This downturn in core inflation was expected by the 
Central Bank and consistent with their own estimates.

Canada’s housing market continues to show a wide disparity across regions. Low 
rates have continued to support the real estate market which has been responsible 
for roughly half the growth in real GDP since the oil price shock. While commodity-
driven provinces continue to be under pressure, Vancouver and Toronto account 
for the bulk of the strength. However, activity started to ease in Vancouver thanks 
to new macroprudential measures. The implementation of the 15% land transfer 
tax on foreign buyers in August will soften Canadian housing activity in a gradual 
fashion.

Rotation has stalled in the 
first half of this year

Inflationary pressures  
are fading

Macro-prudential measures 
to cool down housing 
market activity

Figure 60: Canadian inflationary pressures are fading
Import price pressures are fading

Figure 61: Canadian Housing Market
Housing market remains very strong in key provinces

Source: Bloomberg, Aviva Investors Source: Bloomberg, Aviva Investors
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SUMMARY

The economies in Asia have performed reasonably well given a weak external 
environment. In previous years, weak export demand would have equated to 
recession-like conditions. Growth remains very lukewarm, but it looks like fiscal and 
monetary policy support will be key for the region. The more developed economies 
within Asia, like Hong Kong, Taiwan, Singapore, and Korea are dealing with low 
inflation and weak external demand (Figure 62, Figure 63).  Korea managed to 
boost growth in Q2 thanks to increased government spending and interest rate 
cuts. As for Thailand, implementation of the promised infrastructure projects has 
been slow. Meanwhile, Malaysia has held up relatively well because of strong 
domestic demand. Indonesia will likely cut rates even more as real rates remain 
high and inflation is subdued. In India, inflation is declining which has sparked 
speculation that the central bank will cut sooner rather than later.  Overall, the 
region will continue to muddle through unless these respective governments 
embark on ambitious structural reforms or spending plans. With inflation low and 
a dovish Fed hiking cycle likely, loose monetary policy throughout the region will 
dominate.  

Subdued export demand and looser policy

The export driven economies, Hong Kong, Taiwan, Singapore, and Korea, have 
seen very tepid growth. The US, Eurozone, and China have failed to support 
exports . Hong Kong and Taiwan are suffering the most from slower growth in 
China. The Central Bank of Taiwan has cut rates by 25bps this year from already 
low levels. Singapore moved to a neutral bias on its currency policy. The market 
currently does not expect the Monetary Authority of Singapore (MAS) to re-centre 
the band at the October meeting. But, they may be inclined to do so if the labour 
market deteriorates. The Central Bank of Thailand (BoT) has been reluctant to cut 
given high household debt, but is advocating a weaker currency to help boost 
exports. Tourism has been key in supporting the economy.  However, if government 
spending doesn’t pick up as expected, the BoT will be forced to cut. 

Slow growth means loose 
monetary policy across the 

region  

Weak exports and low 
inflation will continue to 

dominate   

Figure 62: Inflation remains low across the region  
Latest dip in Indian inflation is increasing hopes of a rate cut

Figure 63: Asian export volume index has been steady   
Exports only recently started to pick up

Source: Aviva Investors, MacrobondSource: Aviva Investors, Macrobond

ASIA EX-JAPAN: FISCAL AND MONETARY POLICY DEPENDENT 
 – Growth in the region has been better than expected given the poor external environment

 – Low Inflation will likely mean more cuts across the region 

 – Fiscal spending will be supportive for Indonesia, Thailand, Korea and the Philippines  
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In Korea, construction spending boosted growth in Q2 and Q3 so far (Figure 64). This 
is largely due to stronger government spending. The recent corporate restructuring 
meant that the government would have to compensate for weaker growth with an 
extra budget of about KRW10trn. The money will be allocated to areas that will be 
hurt by corporate restructuring.  According to the government, the extra budget is 
expected to add 0.2 to 0.3 percentage points to growth.  We believe that if the data 
deteriorates further, the Bank of Korea (BoK) will be forced to cut again, but the 
hope is that fiscal policy will be enough to stimulate the economy. 

India and Indonesia have been slow in delivering on reforms. India finally passed 
the long awaited Goods and Services Tax (GST) bill, but implementation will be key.  
The aggressive overhaul on banks’ non-performing loans (NPL) book is a long-term 
positive but it means private investment remains weak. Inflation crept to the upper 
end of the RBI’s inflation target of 6 per cent, but it has recently declined and remains 
very dependent on the weather. If the current trend continues and inflation declines, 
the RBI is likely to cut rates. The new governor is the architect of the inflation-targeting 
regime and will likely adhere to it. The key driver for growth now is consumption.  In 
late June, the government approved increases in salaries and pensions for nearly 10 
million government employees.  This one-off move is estimated to add as much as 0.3 
percentage points to growth. 

As for Indonesia, the central bank has been willing to cut rates with inflation declining. 
Inflation is running at around 3 per cent and the central bank rate is 5 per cent. The 
Bank of Indonesia (BI) has said many times that they would look to target a real 
rate of one per cent which means that they have more room to cut. The collection 
from the tax amnesty bill is lower than the government’s overly ambitious target. 
The government discussed extending the deadline from 30 September to year end 
for the first phase of the tax amnesty bill. So far Indonesia has received 62trn rupiah 
in revenues from the bill. The government estimates for 2016 were 165trn rupiah. 
However, the total collected surpassed the central bank target of 53.4trn for this year. 

The Malaysian economy continues to positively surprise despite the decline in oil 
prices. Domestic demand has been its saving grace. Industrial production has also 
held up relatively well.  With inflation declining, the National Bank of Malaysia 
(BNM) may be more inclined to cut rates over the course of the year.  As for the 
Philippines, investment has been the key driver of growth. It has become one of the 
fastest growing economies in the region.  Infrastructure will continue to support 
growth. Inflation is low so the Central Bank of the Philippines (BSP) does have some 
room to cut if necessary. While the economy may be performing well, the Duterte 
administration is becoming an increasing risk. S&P threatened to downgrade 
Philippines because of the administration’s unorthodox ways of managing law and 
order. They mentioned that policy predictability and stability have diminished since 
Duterte took office. 

Government spending is 
supportive of growth in 
Korea 

Consumption will keep India 
supported  

Tax amnesty bill in Indonesia 
gaining traction 

Growth in Malaysia and the 
Philippines remains robust 

Figure 64: Investment has been supportive of growth  
Philippines growth is dependent on investment 

Figure 65: Asian 10yr rates will remain low  
Inflation remains subdued and slack in the economy persists 

Source: Aviva Investors, MacrobondSource: Aviva Investors, Macrobond
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Economic conditions in Latin America Improved in Q3 and suggest additional 
upside into year end.  Importantly, inflation continues to decelerate across the 
region, suggesting that more accommodative monetary policy is possible in coming 
months (Figure 66).  The recent downturn looks to be over: for example there are 
now expectations of positive Brazilian growth in coming quarters.  The recent 
improvement masks longer term concerns however.  Regional central banks will 
ease rates, but tighter Federal Reserve policy suggests that policy will likely remain 
tighter than in previous easing episodes.  Moreover, subdued growth requires 
ongoing fiscal consolidation and the combination of restrictive monetary and 
fiscal policy suggests domestic demand will remain sluggish.  Indeed, key structural 
reforms and growth initiatives are focused on improving exports and business 
investment, leaving the Latin American economies worryingly dependent on 
improving external demand.  While the near-term improvement is winning today’s 
battle, the outcome of the war is yet to be decided.  

After the longest recession on record, Q4 could see Brazilian growth return to 
positive territory as confidence measures have perked up recently (Figure 67).  
Unfortunately the rebound will be far from robust with 2017 GDP forecasts only 
around 1 per cent.  Nonetheless, there is some potential for an upside growth 
surprise if the Central Bank is able to deliver an aggressive easing cycle.  Inflation 
has fallen nearly 2 percentage points this year and with inflation expectations 
moving closer to the 4.5 per cent inflation target, currency strength weighing on 
tradable prices, and high unemployment pressuring wages, easier central bank 
policy is imminent.  However fiscal challenges pose serious risks.  Following the 
much anticipated impeachment of President Dilma, the new government needs to 
act quickly to put Brazil back on the fiscal sustainability path.  In benign scenarios, 
Brazil’s debt/GDP is expected to approach 90 per cent over the next few years 
leaving little room for error if the recovery is to continue.  

The outcome of the U.S. election clouds the outlook in Mexico.  While low 
unemployment supports private consumption growth at around 3 per cent, 
leading indicators for Mexican manufacturing such as the U.S. ISM survey declined 

Cyclical rebound continues 
to outweigh structural 

challenges

Recession ending in Brazil

LATIN AMERICA: ONE BATTLE AT A TIME
 – Inflation continues to drift lower across region

 – Improving growth outlook driven by Brazil

 – Too much reliance on external growth? 

Figure 66: Headline CPI
CPI heading lower across the region

Figure 67: Business and consumer confidence
Rebound in Brazil confidence

Source: MacrobondSource: Macrobond
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smartly recently (Figure 68) leaving the consumer as the key driver of growth.  
Compounding manufacturing headwinds, the Peso’s persistent weakness has raised 
expectations for the central bank to increase policy rates aggressively over coming 
months to maintain financial stability.  With consumer credit increasing at a 13 per 
cent annual rate in Q2, tighter policy poses a key risk to consumption growth going 
forward.  Finally, if Trump were to emerge victorious in the U.S. election, many 
headwinds facing the Mexican economy could compound leaving the economy in a 
precarious state into year end.  

Prospects for Peru and Chile continue to diverge.  Low copper prices continue to 
weigh on the Chilean economy, pushing growth close to post-crisis lows at 1.3 per 
cent in the most recent reading, while increased mining production and exports 
continue to support growth above 3 per cent in Peru.   Forward-looking indicators 
such as business and consumer confidence suggest the divergence will continue in 
the coming quarter (Figure 69). To explain the diverging confidence story one only 
has to look at differing fiscal outlooks:  Peru will receive support from increased 
infrastructure spending under the new administration while the pace of fiscal 
consolidation in Chile is likely to accelerate in coming months.  With inflation falling 
towards target in both countries, Chile may be able to ease interest rates to offset 
fiscal tightening. That said, as a small open economy, the outlook for Chile remains 
uninspiring until the global economy heats up, while Peru’s domestic agenda 
suggests a favourable outlook ahead.  

The referendum in Columbia to ratify the peace agreement surprisingly failed, 
creating increased uncertainty. Moreover, the fiscal situation is strained, with the 
deficit expected to exceed 4 per cent of GDP this year.  On the bright side, inflation 
has peaked with recent readings surprising strongly to the downside.  With 
anchored inflation expectations, the Central Bank may embark on an easing cycle 
in early 2017.  Additionally the peace agreement could trigger new FDI inflows 
and increased business investment, offsetting some of the recent weakness in the 
economy.  With much riding on fiscal reform, authorities will need to push through 
a comprehensive package before year end to avoid additional downside in 2017.  

Differing outlooks for the 
copper-producing countries. 

Structural tax reform a key 
hurdle for Colombia

Figure 68: Manufacturing slow to rebound Figure 69: Economic expectations
Diverging confidence measures

Source: MacrobondSource: Macrobond
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Poland’s growth is expected to slow to 3.3 per cent in 2016 (after 3.6 per cent in 2015) 
mostly because of a sharp deceleration in fixed investment. Part of the explanation 
has been weaker inflows of EU money, but this should prove temporary. Robust 
private consumption, fueled by the new child benefit programme (which went live in 
June 2016), and improving labour market conditions will support growth in coming 
quarters. (Figure 70) Inflation is expected to stay in negative territory throughout 
the year before picking up slowly to the National Bank of Poland’s (NBP) target by 
the end of 2018.  However, the Monetary Policy Committee (MPC) remains cautious 
and unwilling to cut rates, leaving real yields the highest in the region. Political risks 
remain elevated. A number of controversial policies implemented or planned by the 
Government, which may eventually result in a breach of EU thresholds, is putting 
pressure on the zloty. After the S&P downgrade (from A- to BBB+, outlook negative), 
Moody’s review, due in January next year, may bring yet another downgrade.

Hungary seems to be on a different trajectory: its strong fiscal and external 
adjustment was finally rewarded with a return to investment grade from Fitch 
(upgraded to BBB-/stable in May 2016) and another one from S&P (to BBB- from 
BB+). GDP growth is expected to slow to 2.2 per cent in 2016 as investment 
weakens (again, due to  a delayed  financing  transition to the new EU budget 
arrangements) but private consumption  offers a strong buffer. Meanwhile the 
Government is extending its fiscal stimulus measures, although this should not 
threaten the government fiscal targets.  Despite a tight labour market (Figure 71), 
the bank will stay dovish as long as inflation is not a problem, being preoccupied 
with fending off unwanted appreciation of the forint. 

The Czech Republic is much the same story:  temporarily slower growth due to a slump 
in investment, a very tight labour market, but inflation not yet a problem. The Czech 
National Bank (CNB) is busy with fighting koruna appreciation pressure but it seems 
only a matter of time before it abandons its FX floor and lets the currency appreciate. 

Romania is, by far, the fastest growing economy in Central Europe, with real GDP likely 
to top the consensus 4 per cent growth rate by a wide margin this year. It has been 

Weaker inflows of EU funds 
behind weaker growth in 

H1 2016 in Poland, Hungary 
and Czech but this should 

be temporary

Central European 
Governments on a  

spending spree but not all 
can afford it 

CENTRAL EUROPE: POLITICS TAKES CENTRE STAGE
 – Growth in Central Europe to remain robust, helped by ongoing fiscal stimulus 

 – Monetary policy to remain loose in next couple of quarters, but labour markets are tightening

 – Improving fundamentals lead to further credit upgrades in the region 

 – Poland is the exception, where another downgrade is possible

Source: Eurostat

*yoy,  average  of Poland, Hungary, Czech, Romania
Source: Eurostat

Figure 70: CEE4 household consumption and investment Figure 71: CEE4 unemployment rate
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driven primarily by private consumption, fueled by unprecedented fiscal expansion 
(worth 2 per cent of GDP) in the run up to general elections in December this year. 
The political landscape isn’t going to change a lot after the elections.  Romania can for 
now afford the pro-cyclical fiscal stimulus after years of tough austere economic policy 
it embarked on after the financial crisis. But the new government will need to reduce 
some of the additional stimulus already planned for next year in order to keep the fiscal 
deficit below 3 per cent and also to bring down the growing current account deficit. 
All in all, Romania has forgone the chance of its ratings upgrade for now. Meanwhile 
headline inflation remains subdued (Figure 72) but the underlying rate is above 2 per 
cent and accelerating. The National Bank of Romania remains dovish and will stay on 
hold unless there are clear signs of overheating.

In Croatia parliamentary elections held in September brought some uncertainty with 
the  change of political powers. Socialists are to form the new coalition Government. 
But this may result in a somewhat slower pace of reforms, sponsored by IMF and EC, 
rather than any more dramatic change of political course.  The economic backdrop 
remains supportive: the 1.7 per cent consensus GDP growth forecast for 2016 is likely to 
be meaningfully exceeded, in the light of the generally upbeat activity data driven by 
domestic demand. It coincides with better news on the fiscal front as well. The budget 
deficit is likely to be below 2.6 per cent of GDP this year. Croatia’s debt-to-GDP ratio 
may also fall this year from the very elevated level of 87 per cent in 2015, for the first 
time since the financial crisis , one year ahead of earlier government assumptions.

Parliamentary elections in Serbia earlier this year confirmed the political status quo and 
the Serbian Progressive Party and Socialist-led Government reinforced its mandate to 
pursue an ambitious reform agenda, with the realistic aim of joining the EU by 2020. 
While the case for Serbia EU membership has been accepted by political leaders in 
EU countries, the small margin by which supporters for membership outweighed the 
sceptics in Serbian society is the major risk factor for the country’s “convergence” story. 
The economic backdrop continues to improve: GDP growth is set to accelerate  further  
to average 2.8 per cent in 2016/2017, and  the current account and budget deficits 
should fall to below  4 per cent and 3 per cent respectively, all faster than previously 
expected. 

In Slovenia, moderate and balanced growth is set to continue. Fiscal metrics are on a 
steady improvement path, with the general budget deficit likely to come down to 2.5 
per cent of GDP in 2017 and public debt to fall to around 80 per cent of GDP next year. 
The banking sector still remains a drag on growth but no longer poses a systemic risk 
for the country.  

First signs of overheating  
in Romania 

Steady improvement in 
Croatia, Serbia and Slovenia, 

the central European 
“laggards”

Source: Eurostat

Figure 72: HICP inflation
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Summary

Despite an initial sharp fall after the EU Referendum result in the UK in June, equity 
markets have regained their poise, with most indices back to their pre-Brexit levels. 
Cyclical stocks have been the main drivers of the rebound, with defensive sectors 
that had led the way in the first half of the year giving back some of their gains. 
From a corporate perspective, earnings growth remains sluggish, though we do 
expect earnings to rebound this quarter. With US presidential elections looming 
in November, we expect markets to remain volatile though history has shown US 
equities are fairly resilient to election outcomes. Having said that we do expect 
certain sectors will be more sensitive to the outcome than others. Infrastructure 
stocks are gaining attention, as the clamour across the globe for fiscal stimulus 
measures increases.

Markets recover their poise after Brexit 

Few would have predicted after the initial fall-out post the EU referendum result in 
the UK that global equity markets would have staged such a rapid recovery (Figure 
73). Emerging markets very much led the way, though the FTSE 100 in the UK was 
a notable outperformer as well, with foreign-exposed UK corporates benefitting 
from the depreciation in sterling. US Equities are now pushing yearly highs, though 
Japanese and European markets are still lagging somewhat.

From a style perspective, there was a significant change in leadership during this 
period, with cyclical stocks rebounding strongly (Figure 74). The outperformance of 
cyclicals vs defensive stocks since early July has been quite marked, though it should 

Major equity indices are 
now at levels above where 

they were trading prior  
to Brexit

MARKET OUTLOOK

DM EQUITIES: EARNINGS AND ELECTIONS IN FOCUS
 – Cyclicals lead the way as defensives give back some of their gains

 – Corporate earnings continue to be challenged but expect rebound this quarter

 – Infrastructure-related stocks could see a boost from potential fiscal stimulus packages
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Figure 73: Equity markets since the beginning of June Figure 74: World Cyclicals vs Defensives
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Soruce: FactSet, Bank of America US Equity & US Quant Strategy Source: FactSet, Bank of America US Equity & US Quant Strategy

Figure 75: Summary of consensus estimates for  

Q2 Earnings in the US

Figure 76: EPS and sales beats for reported  

S&P 500 companies in Q2

be noted that they had lagged previously by some margin. The so-called “hunt 
for yield” was the dominant theme in the first half of the year as low yields in 
government bonds (mainly as a result of central bank policy across the globe) 
led to investors seeking higher yielding alternatives within equities. Defensive 
sectors such as utilities and staples were the main beneficiaries of this, but the 
general movement higher in bond yields in July was the catalyst for the reversal 
in their fortunes, with cyclical sectors such as banks and materials rallying. 
Whether this outperformance of cyclicals stocks continues is likely to remain 
dependent on the direction of bond yields.

Earnings growth remains sluggish, but expectations are for rebound

Q2 earnings season in the US followed a familiar pattern to previous quarters. 
The S&P 500 registered its fifth consecutive quarter of year-over-year earnings 
declines, with energy stocks again proving the biggest drag (Figure 75). 
The trend of companies struggling to grow revenues was also very much 
evident, with only half of those reporting beating expectations on the top-
line, compared to just under two-thirds on the bottom line (Figure 76). We 
do expect to see a rebound at some stage in the second half, most likely in 
Q4, as the impact from lower oil prices and the strengthening dollar begins to 
moderate. Clearly any rebound in the US economy would also be beneficial 
from an earnings standpoint.

It was interesting to note that US companies with foreign exposure seemed to 
fare better than those with domestic focus (Figure 77). The headwind of a rising 
dollar eased somewhat (indeed the trade-weighted USD was down slightly 
year on year) which provided some relief for US multinationals. 

US election result may have more impact on individual sectors than the 
overall market

Markets have been turning their attention to the upcoming Presidential 
elections in the US in November, and we do expect there to be some volatility 
given the uncertainty currently around the final result. It’s instructive to note 
that in previous election years there has not been any discernible difference in 
the performance of US equities compared to non-election years – this can be 
seen in Figure 78, which shows that in election years the S&P 500 has averaged 
gains of 7.5 per cent vs 7.4 per cent for non-election years.

Having said that, there may be a larger impact from a sector-specific 
perspective, given the differences in some of the policies both of the main 

Cyclical Stocks have 
outperformed defensive 
stocks considerably since 

early July

Earnings growth in the US 
remains sluggish

US multinationals benefitted 
from fading effects of 

stronger USD
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         Earnings         Sales
YoY% QoQ% YoY% QoQ%

Consumer Disc. 8.8 10.7 6.6 4.8
Consumer Staples 0.6 7.7 1.2 1.5
Energy -83.9 NM -24.5 17.6
Financials -4.0 12.0 1.2 4.6
Health Care 5.4 3.3 7.4 3.4
Industrials -3.4 19.7 0.2 7.6
Technology 2.1 3.8 2.2 1.3
Materials -8.5 19.3 -5.8 5.8
Telecom Services 5.2 -6.6 9.6 -0.5
Utilities 7.0 -12.2 -2.4 -7.8
S&P 500 -3.1 8.8 0.2 4.3
ex. Financials -2.8 7.9 0.0 4.3
ex. Energy 1.1 7.6 3.0 3.3
ex. Fins & Energy 2.6 6.5 3.3 3.1

Total  
companies

Number 
reported

% with  
EPS beat

% with 
Sales beat

% EPS & 
Sales beat

Consumer Disc. 83 83 66 42 33
Consumer Staples 36 35 66 40 31
Energy 38 38 58 55 34
Financials 92 92 42 47 27
Health Care 56 56 77 68 55
Industrials 68 68 62 47 38
Tech 67 67 81 73 60
Materials 27 27 48 41 37
Telecom 5 5 20 20 20
Utilities 28 28 50 11 7
S&P 500 500 49 62 49 37
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candidates have outlined. For instance, we expect aerospace and defence stocks to 
perform well should Trump win given his preference for increased military spending 
compared to Clinton. Trump has also been vocal in his intention to scrap the Clean 
Power Plan which was unveiled by President Obama last year, which would provide 
a boost to energy and coal stocks in particular.

Infrastructure stocks could be beneficiaries should there be fiscal stimulus 
announcements

There have been increasing calls among policymakers for some form of fiscal 
stimulus package in both the US and Europe; this is a reflection of the fact that the 
actions of central banks have so far failed to materially boost GDP growth. In the 
US, Clinton has proposed a $275bn infrastructure spending plan over a five year 
period. Trump has not yet committed to a figure, but he has stated that he would 
look to spend materially above what his rival has proposed. We would expect any 
announced plan to look at areas such as highways, public transport and airports. In 
Europe, Jean-Claude Juncker (the head of the European Commission), has proposed 
to double the size of the European investment plan (currently €315bn) and also said 
he intends to extend the duration of the plan to 2022. Japan is spending ¥6.2trn 
on infrastructure as part of an overall ¥28trn stimulus package, focusing on the 
expansion of ports and construction of high-speed train lines. Clearly the ability of 
governments to carry out large-scale infrastructure spending is hampered by the 
current state of their fiscal balances, but accommodative monetary policy should 
help ease the financial burden somewhat. 

Sectors such as Health Care, 
Defence and Energy may be 

more heavily impacted by 
the outcome

Infrastructure stocks 
should benefit from any 

fiscal stimulus package 
announcements
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Figure 77: EPS and Sales beats for S&P 500 multinationals 

vs pure domestics in Q2

Figure 78: S&P 500 Performance in last 22 election cycles, 

indexed to 100 on Dec 31st

Source: J.P.Morgan, Bloomberg Source: FactSet, Bank of America US Equity & US Quant Strategy
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SUMMARY

After a hiatus in the second quarter, emerging markets resumed their recovery 
from the base they set at the start of the year. A substantial recovery in emerging 
equity prices has done little to reduce their discount in valuation to both developed 
markets and to their own history. Global events have also moved strongly in 
favour of emerging markets and should result in a continued reduction in their risk 
premium.

Absolute and Relative Valuations

Year to date, on a total return basis, emerging market equities have now gained over 
16 per cent in US Dollar (USD) terms. An impressive recovery in itself, but this masks 
a more impressive 35 per cent recovery from the January lows and takes them to 
within 15 per cent of their prior year high. The rout in emerging markets in 2015, the 
China growth scare, the strength of the USD, Brazil and Russia’s recessions, all seem a 
distant memory.

The strength of the recovery in emerging market equity prices has outstripped 
the recovery in earnings expectations. Superficially, on 12.5x forecast earnings 
emerging market equities now trade on a 12 per cent premium to their ten-year 
average. It could therefore be argued that compared to their history they are no 
longer attractively valued. We see some merit in this argument, but would however 
highlight various factors that favour emerging markets. Firstly, that ten-year period 
excludes a prior decade when the average multiple for emerging markets was 
14.5x, and it is pulled down by the 2008 credit crisis. Secondly, returns on equity for 
emerging markets are cyclically depressed which could lead to an overstatement of 
the valuation premium at which they trade. This is illustrated by the fact they trade 
at 1 standard deviation below their historic price-to-book. Price-to-book in our view 
is a more stable measure of the underlying asset value associated with an equity 
market. Finally, in an environment of exceptionally low interest rates and loose 
monetary policy, the equity risk premium should be lower and hence the valuation 
emerging equity markets should be able to command should be higher. This is nicely 
highlighted again by the discrepancy between emerging market valuations and 

Emerging market equities 
have recovered strongly

The absolute value of 
emerging market equities 

remains cheap

The relative value of 
emerging markets is 
exceptionally cheap

EM EQUITIES: SMALL IS BEAUTIFUL
 – Relative valuation to developed market equities still attractive

 – Consensus expectations of recovering earnings growth

 – Small caps have higher growth potential

Figure 79: EM vs DM valuation Figure 80: EM Earnings Expectations

Source: BloombergSource: Bloomberg
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those of developed markets. Despite the recent recovery in emerging market equity 
prices, they still trade at an over 20 per cent discount to their developed market 
counterparts (Figure 79).

2011 marked the peak in earnings for emerging markets. Since then we have 
experienced 4 years of earnings decline (Figure 80). This contraction in earnings 
culminated with a decline of over 15 per cent in 2015. This has proved a constant 
drag on emerging market equity prices. The result was a gradual creep up in 
valuations from a low of 9x in 2011 to the current 12.5x, despite a gradual erosion 
in equity prices. The recent recovery in expectations for corporate earnings in 
emerging markets provides us with an element of confidence underpinning the 
recent recovery. Though expectations for earnings growth in 2016 have declined 
from the 10 per cent level expected at the start of the year, the recent quarter has 
seen a recovery in confidence. Consensus now expects a modest 6 per cent earnings 
growth for 2016 followed by a much stronger 14 per cent in 2017 and then 13 per 
cent in 2018. A recovery of this magnitude in earnings would not only underpin 
the current emerging market equity valuation but would go some way to widening 
their relative valuation gap and pushing them to an absolute discount to their own 
historic valuation levels.

It is however our view that the companies which have led this earnings recovery 
are not necessarily the same ones that will remain in the lead (Figure 81). China’s 
marked change in policy and prioritisation of growth in the first quarter was a big 
driver of the resurgence in commodity prices. The stabilisation and recovery of the oil 
price has also been important. As a result, Vale, Brazil’s largest iron ore producer and 
exporter, has seen its fundamentals transformed from a loss of $13.5bn in 2015 to 
expectations of a $2.5bn profit in 2016. Petrobras, Brazil’s state-owned oil producer 
has seen a similar transformation from both the recovery in the oil price and its own 
structural transformation.  Earnings have moved from a loss of over $10bn in 2015 
to a potential $3.5bn profit in 2016. The scale of such a recovery is unlikely to be 
repeated.

Should the recovery continue to take hold, it could spread from a cyclical recovery to 
a broader-based recovery in growth. Should this be the case we believe emerging 
market smaller companies will benefit disproportionately. Sustained commodity 
prices, looser monetary and fiscal policy, stable currencies and a recovery in credit 
growth will, in our view, feed through to a broad-based recovery in consumption. 
Unlike the state-owned companies that dominate much of emerging markets, 
smaller companies may not benefit as rapidly in a cyclical recovery, but they are 
however much closer to the domestic consumer. The best way for investors to gain 
access to this potential recovery in consumption is therefore to invest in smaller 
companies.  Smaller companies have also lagged the recent recovery in emerging 
market equity prices and so again trade at significant discounts to emerging market 
large caps despite their high growth potential (Figure 82).

A recovery in emerging 
market corporate earnings 

could underpin a market 
recovery

The material and energy 
sectors have led improved 

expectations for growth

Emerging market small 
caps could be the next 

beneficiary of the recovery 
in emerging market growth

Figure 81: EM sector valuations

Source: Bloomberg

Figure 82: Price-to- earnings vs forecast EPS growth

Source: Bloomberg
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We may come to look back on 2016 Q3 as the moment that markets began to really 
question the extent to which central banks could keep their status as “the only 
(policy) game in town”. We think there has been a change in market perception, in 
part driven by the actions of the Bank of Japan in September.  This has significant, 
if subtle, ramifications for the outlook for global rates markets.  This is not to say 
that those central banks undertaking unconventional easing are about to prune or 
’taper’ their stimulus programmes, but that more innovative or alternative measures 
of support may come to the fore. One such alternative could be an increased burden 
on fiscal policy to help support the economy. If this were to occur it will progressively 
alter the prospects for the longer end of yield curves (Figure 83).

The divergence in policy frameworks across the major central banks remains notable. 
Although with the BoE re-starting unconventional policy measures in the aftermath 
of the UK vote to leave the EU, it is arguable that the US Federal Reserve stands alone 
in its current bias towards tighter monetary policy, albeit at an even more gradual 
pace than previously anticipated (Figure 84). In short, the US economy remains 
resilient in the face of global headwinds and the FOMC have clearly signalled they 
intend to continue with their gradualist stance unless there is a material softening. 
The most significant near-term risk in the US is political. Based on recent opinion polls 
it looks likely that the Presidential election will be a close contest. With the candidates 
offering a wildly different vision, the election has become an important binary event 
for the US economy and financial markets. A particularly challenging outcome for 
rates markets would be a clean sweep by the Republicans in both Congress and the 
Presidency. That could well see increased fiscal stimulus (in the form of tax cuts and 
infrastructure spending) and in turn poses the question about the extent to which 
term and inflation premium will be priced back into the US curve.

Political risk is also likely to be a key theme in the euro area with a major election cycle 
looming in 2017. Given the continued disappointing economic back-drop, the rise of 
support for populist parties does open a potentially significant tail risk for European 
markets. In December, the Italian referendum could see the government fall, once 
again bringing political instability to the largest peripheral economy. It is expected 
that the UK will trigger Article 50 in early 2017, embarking on a difficult negotiation 
with the EU. That will be complicated by Dutch, French and German general elections 

The policy maker response 
function is gradually shifting 

Political risk takes on greater 
importance 

The perennial ‘hunt for 
returns’ could come into 
question 

RATES: THE WINDS OF CHANGE
 – Policy response reaction function could be changing

 – Term premium will ’drift’ back into fashion

 – But yields will remain suppressed 

Figure 83: Yield curves very flat 
Difference between 30y and 10y government bond yields

Figure 84: Monetary policy 
Asymmetric risk

Source: Aviva Investors, MacrobondSource: Aviva Investors, Macrobond
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Figure 85: Japanese government bond curve rebounding Figure 86: Euro area and UK reates differential narrows

during 2017. In short, market reaction to the combination of policy shifts and 
political risks could be to undermine the prevailing ‘hunt for return’ dynamic that 
has been driving fixed-income asset valuations for some time. We would stress here 
though that the shift towards this potential for a steeper yield curve globally will be 
slow and is contingent on the macro outlook remaining relatively benign. 

A period of transition

In our central case, the thematic shift described above is likely to prove a slow burn 
issue for markets and as such the dominant pressure of ongoing policy support will 
keep yields suppressed. However, we now think the case for owning the ultra-long 
point of yield curve (30 years or beyond) is less compelling. Globally inflation has 
proved stickier to the downside than expected. Expectations of extended global 
monetary policy accommodation (including negative rates and asset purchases) 
will keep the front end of yield curves close to, or even below zero. The long end of 
yield curves look increasingly like the area where risk will be expressed. This is not 
to say curves will steepen dramatically in the near term but more that the persistent 
flattening bias will be more challenged and we are now in a process of transitioning 
to a steeper curve environment.

In the US, some protection against a potential victory by Trump in the Presidential 
is warranted, whilst in the euro area, some duration exposure is still merited, albeit 
that is dependent upon expectations of an extension to the ECB’s QE purchase 
programme beyond March 2017. As a consequence a sharp reversal in yields looks 
unlikely especially in the belly of the curve and thereby may be a better point to 
express long duration positions. The interesting ‘test case’ remains that of Japan. 
With the Bank of Japan adopting a yield curve targeting approach, there is a case 
that their QQE purchase programme could drop off notably if the market rallies 
and thereby pose a threat to the efficacy of their programme. This may hasten the 
potential for deeper negative rates at the front end and thereby a steepening front 
end bias is a likely outcome. Much will depend on the path of the yen from here as 
ongoing strength in the currency will add to potential adverse macro effects down 
the line (Figure 85). 

The outlook for UK rates remains somewhat idiosyncratic, in that much is dependent 
on the impact of Brexit. Whilst the near term economic impact looks relatively muted 
so far, we continue to expect that there will be significant negative implications 
longer term. As such, while there is room for a further increase in yields following 
the sharp move down after the Brexit policy response, this should ultimately provide 
a strong structural opportunity for UK fixed income to outperform all its G10 
counterparts (Figure 86).

A gradual transition to a 
steeper curve structure 

Duration remains  
selectively attractive 

Seek returns where there is 
room for a monetary  

policy response

Source: Aviva Investors, Macrobond Source: Aviva Investors, Macrobond
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SUMMARY

Credit markets rallied strongly in Q2 thanks to the tailwind of highly 
accommodative monetary policy from central banks. The reporting season delivered 
another quarter of deterioration in credit fundamentals with companies showing 
sluggish revenue growth, peaking profit margins and a further increase in leverage. 
Investors’ caution on this fundamental decline has been overpowered by a wave 
of global liquidity and a scarcity of high-quality financial assets. This situation can 
persist in the short term, but over a longer-term horizon we are cautious on the 
attractiveness of risk vs reward in corporate bonds in the face of this fundamental 
decline. Heading into Q4 there are some event risks to navigate; the US election, 
the Italian referendum and some key central bank meetings in December with the 
Federal Reserve and the ECB likely to take divergent paths in terms of monetary 
policy.

Monetary policy & macro concerns

The ECB’s Corporate Sector Purchasing Programme (CSPP) continued at a strong 
pace over the quarter, driving eligible Euro corporate spreads substantially tighter. 
By the end of August, €20bn of corporate bonds had been purchased under 
the ECB’s corporate bond purchasing programme. This powerful technical will 
persist and we expect the ECB to announce an extension of their current purchase 
programme at their policy meeting in December. 

In August, the Bank of England announced that they would also be buying 
corporate bonds under a new Corporate Bond Purchase Scheme (CBPS). The Bank 
will purchase up to £10bn of senior unsecured sterling non-financial investment-
grade bonds, issued by firms “making a material contribution to the UK economy”, 
over a period of 18 months, starting at end of September. Whilst the BoE’s scheme 
is small in comparison to the ECB’s, we believe that the two programmes will have 
an equally powerful impact on spreads due to the lower level of liquidity in the 
sterling market.

We are paying close attention to any signs of change in the current mix of monetary 
policy, particularly with regards to negative interest rates. Negative rates have 

There is a new buyer of 
corporate bonds in the 
market

Negative rates not good for 
net interest margins

CREDIT: KEEPING A LOW PROFILE
 – Central Banks remain key players in global credit markets

 – Political risks in Europe and the US could heighten credit volatility 

 – Corporate fundamentals are declining and negative rates don't always help

Figure 87: Euro investment grade supply Figure 88: ECB corporate bond purchases

Source: ECBSource: Barclays
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become a controversial monetary policy tool, most acutely in relation to their 
impact on the financial sector. At their latest policy meeting in September, the Bank 
of Japan showed that they were aware of the strain that negative rates and flat 
curves having on banks and insurers’ profitability. They hinted that future policy 
may be formulated with steeper curves in mind. Japanese banks rallied after the 
event and we see a read across to other regions where we expect policy makers to 
continue to try and support banks in order to protect the lending channel to the 
real economy. 

Lastly, the Fed chose not to hike rates in September, but Fedspeak heading into the 
meeting suggested that hawkish momentum was building. We expect that they will 
hike rates at their meeting in December unless the data deteriorates significantly 
between now and then. However, given the extremely shallow path of rate hikes 
that the FOMC has signalled, we expect that credit spreads will not move greatly 
through this gradual withdrawal of stimulus.

There are two key political events on the horizon that could be stumbling blocks for 
credit markets in Q4. The first is the US election where recent polls show the Trump 
campaign gaining momentum. At this stage Trump is somewhat of an unknown 
entity and it is too early to gauge definitively what impact his policies will have 
on credit markets, other than a likely increase in volatility. The upcoming debates 
should provide more clarity and we will be paying particularly close attention to any 
signals of possible fiscal easing going forward. 

In Europe the key event to navigate in Q4 is the Italian referendum. The vote on 
constitutional court reforms is seen by many as a vote for Renzi as he has indicated 
he will step down if the reforms do not pass. Given the fragile political landscape 
in Europe after Brexit, a "no" vote may cause significant volatility in credit markets 
as a new government would not only delay much needed domestic reform in Italy 
but would also likely raise new questions about the viability of the Euro project. The 
situation is further complicated by the troubles of the Italian banking sector which 
is plagued by debilitating non-performing loans, weak profitability and a need for 
consolidation. For these reasons we are cautious on Italian risk assets heading into 
the final quarter.

Technicals & valuations

Global credit has been underpinned by a very strong technical picture due to 
the monetary policy stance outlined above. One of the aims of a corporate bond 
purchase programme is to encourage companies to issue more bonds and use the 

Politics is the wild card in Q4, 
and its not just Trump

It’s cheap to borrow, 
but hard to find growth 

opportunities

Figure 89: Global Credit Spreads Figure 90: M&A/buybacks drive HG supply to record 

Source: Barclays Live Source: BAML
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proceeds to invest in the real economy. The BoE’s CSPB has ignited GBP supply levels 
from multi-year lows but in Europe we have seen relatively benign levels of supply. 
With about €20bn of non-financial bonds issued month-to-date in September, 
the current run rate is noticeably lower when compared to previous years and 
approximately half of what it was for most of the second quarter (Figure 87).

Under CSPP, the ECB added more than €530mn per day to its corporate bond 
portfolio. This brings the monthly run rate to more than €11bn. This demand/
supply imbalance has kept European credit spreads tightly anchored and we expect 
this to continue going forward. Only 4 per cent of bond purchases were made in 
the primary market over the first month (Figure 88) but we expect this to increase 
as the ECB begins to struggle sourcing bonds through secondary purchases.

US credit has also benefitted from the CSPP as all major currencies have tightened 
in unison (Figure 89). European investors have reallocated towards dollar-
denominated corporate bonds in the hunt for yield. Whilst this dynamic is likely to 
slow down due to increased hedging costs after a move higher in USD Libor, we 
expect the attractiveness of US credit to continue to attract flows, particularly in the 
30yr part of the curve. 

Fundamentals

In contrast to the positive technical landscape, credit markets have experienced 
another quarter of worsening fundamentals. The deterioration has mainly been 
focussed in the US, a market that continues to display late-cycle characteristics. 
The Q2 reporting season saw worsening trends in revenue and EBITDA growth 
which was partly driven by significant weakness in commodity sectors but other 
sectors also showed a slight decline on aggregate. Leverage moved higher and 
interest coverage moved lower as debt growth kept up a solid pace. The increase in 
leverage hasn’t resulted in many credit rating downgrades, as most of the activity 
has been focussed in AA- and A- rated issuers, but we are conscious of the fact that 
leverage levels now surpass those seen prior to the financial crisis. We are closely 
watching the recent slowing of M&A activity and share buybacks, as this has been 
the main driver of US issuance (Figure 90).  A decline in the pace of these equity 
-friendly activities could point to a slowing in debt growth going forward.

Monetary policy, a rising tide 
that lifts all boats?

Fundamentals still give 
reason to be cautious
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The global macro economic environment remains supportive for both fixed income 
and emerging markets (EM).  As such, we continue to see good opportunities  
across the asset class. The fundamental picture is improving at the margin and the 
outlook is preferential to that in many developed markets. This relative attraction, 
supported by valuations that remain appealing, leads to a positive technical 
backdrop.  We expect inflows to the asset class to continue over the coming 
months.

Asset allocation within the emerging market debt universe favours local currency 
assets over hard currency. The more constrained local currency universe is showing 
stronger signs of fundamental improvement and valuations are more attractive. 
Fund flows have shown a strong preference for hard currency so far this year but we 
expect this to change with the local currency universe positioned to benefit from 
the macro-economic factors that are currently driving the market.  

EM Local Currency 

EM local currency bonds have been consolidating in recent months following 
the strong gains during the first half of 2016. We believe the outlook remains 
favourable and expect a resumption of positive returns in coming months. The 
macro backdrop remains supportive - accommodative monetary policy from core 
central banks aligned with a broadly stable US Dollar and relatively low levels of 
macro volatility should maintain demand for the relatively high yields available from 
EM local bonds.  

Valuations remain attractive – although EM currencies have appreciated over the 
course of this year - most trade significantly below their long-term average on a real 
effective basis. Using the JPMorgan Global Diversified country weights as a proxy 
for an EM currency basket, EM currencies are about 10 per cent below their long 
term average (Figure 91). Meanwhile yield spreads to core markets are close to 
the widest historical level indicating attractive risk premia and providing a cushion 
against currency volatility (Figure 92).  

We remain constructive on 
EM asset but favour local 

currency assets

Most EM currencies trade 
below their long-term 

average on a real  
effective basis

EM DEBT: SENTIMENT REMAINS SUPPORTIVE, BUT EASY GAINS BEHIND US
 – The outlook remains positive 

 – Preference for EM local currency assets

 – Strong inflows and a lack of new issuance continues to drive technical strength for the asset class

Figure 91: EM FX deviation from long-run average Figure 92: EM local yield differentials with US 10yr Treasuries

Source: BloombergSource: Bloomberg
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The fundamental picture across EM economies is improving at the margin. In 
particular, the forecast growth differential to developed economies continues to 
widen which should support ongoing cross-border capital flows. The Institute of 
International Finance data reveals that there have been three consecutive months 
of solid portfolio inflows into EM (debt and equity) taking the year-to-date total 
to almost US$80bn. Meanwhile the continued absence of price pressures and 
moderating inflation expectations in some of the higher yielding countries is 
opening the way for EM central banks to ease policies further. 

We believe the main risk for EM local debt is the external backdrop and in particular 
a change in expectations towards accommodative monetary policies from core 
central banks. And while the cyclical backdrop is improving, progress on structural 
issues is limited and ratings pressure is broadly negative with countries like South 
Africa and Turkey seemingly likely to transition to sub-investment grade later this 
year. Local currency high-yield sovereign debt looks especially attractive in countries 
where further central bank easing can be expected, such as Indonesia and Brazil. In 
addition, countries with comparatively attractive currency valuations should appeal 
to investors – the Russian Ruble and South African Rand stand out on this metric. 

EM Hard Currency 

We have remained constructive on EM credit spreads over the course of year on 
the basis of a continuation of a broadly supportive macroeconomic environment. 
Although we continue to believe any concern over central bank ineffectiveness is 
premature at this stage, the current level of spreads and the magnitude of returns 
achieved year to date (Figure 93) warrant a cautious tone. This year has seen 
investors seeking yield move into EM hard currency, buoyed by global monetary 
accommodation and the bottoming out of commodity prices.  Year to date, 
EM hard currency funds have attracted about $30bn in inflows. This, combined 
with a lack of new issuance (Figure 94), has allowed credit spreads to tighten 
past levels that we previously felt were a floor for EM credit spreads. The strong 
technical backdrop looks likely to continue as does the supportive macroeconomic 
environment. However, volatility will remain and there is a continued need to be 
tactically aware as well as selective in exposure as the credit differentiation theme 
will grow in relevance.

We believe that the large scale of inflows and limited supply has led to 
indiscriminate buying in hard currency and a lack of awareness around fundamental 
factors. Although there are signs of stabilisation and improvement in the EM 
universe challenges persist as evidenced by the current trends in rating actions. 
Events over the summer months – the failed military coup in Turkey and political 
investigations in South Africa – were a reminder of the existence of idiosyncratic 

The EM/DM growth 
differential continues 
to widen, which should 
support cross-border capital 
flows

A hunt for yield has 
attracted $30bn in inflows, 
maintaining a strong 
technical backdrop

Figure 93: EM hard currency returns YTD (%) Figure 94: EM hard currency net financing

Source: JP Morgan Source: JP Morgan, Aviva Investors
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events and the need to demand sufficient premium for risk. The spreads currently 
on offer provide limited cushion against negative developments and although 
such events are difficult to predict, we cannot assume they are unlikely to occur. 
Although we are comfortable with the idea that commodities will trade in a 
range for some time, our credit selection continues to be based on identifying 
fundamentally stronger issuers with greater financial flexibility. 

Sovereign risk appears better value than corporate risk, given the greater flexibility 
of sovereign balance sheets and the existence of the IMF as a lender of last resort, 
which leads to a more favourable default experience in the sovereign universe. 
However, on a broader global credit comparison, EM corporate default expectations 
compare favourably.

Investors are attempting to identify those areas of sovereign and corporate credit 
that have stable or improving fundamental qualities as well as scope for spread 
compression, leading to outsized capital gains. This may lead to a bias for mid 
to higher beta credit such as Jamaica and Dominican Republic as well as quasi-
sovereign issuers such as Petrobras of Brazil and OCP of Morocco. By contrast, low 
corporate spreads in the Philippines and Chile, for example, mean a less attractive 
investment opportunity.

Current spread levels offer 
limited cushion thus the 

credit differentiation theme 
is only stronger
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Since the dramatic fall in Pound sterling (GBP) in June, following the UK’s vote to 
leave the EU, global currency markets have been remarkably calm. Indeed, in late 
summer, realised currency volatility for most developed and emerging markets fell 
to the lowest level this year. The environment of low volatility has been supportive 
of FX carry strategies, which have proved popular for much of 2016 (Figure 95). 
We expect this trend to continue for three key reasons. First, global growth has 
stabilised and is likely to improve a little going forward, which is supportive of 
emerging market (EM) economies (Figure 96). Second, we expect the US Federal 
Reserve to raise rates very slowly over the coming year. Third, we expect central 
banks will keep policy accommodative globally which will intensify the hunt for 
yield. However, as seen in South Africa in August, idiosyncratic risks, particularly 
political risks can challenge such strategies. 

In what has been a more stable global macroeconomic backdrop, with 
extraordinary policy accommodation, investors have become more sanguine about 
higher yielding markets. In fact, according to data from EPFR, EM local funds have 
seen strong inflows this year.  Despite the recent political problems that have 
plagued Brazil, Russia and South Africa, their currencies are the best performing 
year-to-date.  Brazil is particularly noteworthy, as the impeachment of President 
Dilma Rousseff was taken positively by the market, albeit with some volatility along 
the way, with the Temer administration expected to show more fiscal constraint and 
implement important economic reforms. Meanwhile in South Africa, the African 
National Congress party under President Zuma suffered a number of electoral losses 
and is seen to be losing credibility with managing the economy. That, coupled with 
allegations of fraud against Finance Minister Gordhan led to a sharp sell-off in the 
rand in August. Despite those problems, the currency has returned around 20 per 
cent year-to-date against the dollar.

G10 currencies have been relatively stable against the dollar in the past three 
months (with the Norwegian Krone the only standout, having appreciated over 5 
per cent). Having rallied sharply earlier in the year on disappointment from the Bank 

Currency volatility has fallen 
sharply since Brexit

Emerging market currencies 
have benefited from  
large inflows

Figure 95: EM carry trade and volatility
Low volatility encourages carry strategies

Figure 96: IMF global growth projections
Steady recovery expected 

Source: Aviva Investors, MacrobondSource: Aviva Investors, Bloomberg, Macrobond

FX: CARRY REMAINS KING
 – Low volatility supportive of FX carry strategies

 – USD outlook clouded by Presidential election 

 – Idiosyncratic risks remain within emerging markets 
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of Japan (BoJ), the Japanese yen has been surprisingly steady since the BoJ meeting 
in September. Going forward, we expect  yen volatility will rise again, as the BoJ 
attempt to maintain control of the yield curve. While we now expect the Federal 
Reserve to raise rates in December, we continue to expect that the pace of hikes will 
be very gradual. That will provide support for the dollar, particularly as other central 
banks continue to ease, but we do not expect it to rally sharply as it did in 2014/15.   

Looking ahead, a key risk for the US dollar is the Presidential elections. The 
polls  are particularly close in a number of swing states between the Democratic 
candidate Secretary Hilary Clinton and Republican candidate Donald Trump. The 
increased likelihood of a Trump victory has mostly hurt the Mexican peso, which 
has weakened on concerns of the impact on future trade arrangements. The impact 
of a Trump victory on the dollar more broadly is uncertain given the lack of clarity 
on his economic agenda. Therefore, we expect investors would look to reduce 
risk exposure. That would tend to be supportive of the dollar. This is particularly 
likely against emerging market currencies, which could also face a more serious 
headwind should rhetoric around more protectionist policies reduce world trade. 
However, the dollar may well weaken against the yen and the euro in this type of 
environment, as currencies that are already supported by current account surpluses, 
may benefit from safe-haven flows. In the event of a Clinton victory, we expect to 
see little impact on the dollar since she represents the status quo.   

US election risks aside, the outlook for the yen and the euro has become less clear. 
The policy framework announced by the BoJ in September is, by itself, likely to see 
a tapering in asset purchases in the near-term. That would be supportive of the 
currency. However, should the government announce a major fiscal stimulus (that 
was effectively funded by the BoJ), we would expect the yen to weaken. The euro 
will also be impacted by central bank policy. We expect the ECB to extend its QE 
program in December, but given the operational difficulties that extension could 
face, any suggestion that the ECB is stepping back from extraordinary stimulus 
measures would boost the euro. Elsewhere, domestic fundamentals point to 
further downside for the Canadian, New Zealand and Australian dollar (Figure 97).  
The ongoing uncertainty associated with Brexit will keep downward pressure on 
sterling.   

In an environment where volatility is low and the US dollar relatively stable, 
carry strategies are likely to remain popular. Some EM currencies have rallied 
significantly this year, but valuations suggest they are mostly still cheap. They 
remain significantly cheaper than in 2013, prior to the “taper tantrum”. From a long-
term perspective, most EM currencies are trading below their long-term averages 

US Presidential election a 
key risk to global FX markets

Outlook for the yen has 
become clouded

Carry strategies expected to 
remain popular

Figure 97: Australian dollar and rate expectations
Currency and rates markets decoupled in 2016 

Figure 98: Chinese exchange rate
The currency has declined more than 6 per cent 

Source: Aviva Investors, MacrobondSource: Aviva Investors, Macrobond
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on a real effective exchange rate basis. In addition, the data is starting to improve 
in several countries. For example, the current account is on an improving trend 
in Brazil and inflation is declining in South Africa. This means the South African 
Reserve Bank (SARB) will likely keep rates on hold after a year of aggressively hiking 
interest rates. The Central Bank of Russia is also seeing an opportunity to cut rates 
thanks to declining inflation. 

Last quarterly we highlighted the downside risk on the Indian rupee. There was 
uncertainty over who would replace Governor Rajan at the Reserve Bank of India. 
His successor Urjit Patel is the architect of the new inflation targeting scheme 
that was put in place during Rajan’s term. His appointment should ensure policy 
continuity, which we think is supportive of the currency. In the rest of Asia, the 
Chinese Renminbi (CNY) has depreciated by 2.5 per cent against the dollar and 
6.7 per cent against the CFETS basket year-to-date (Figure 98). Unlike the much 
smaller one-off depreciation seen in August 2015, the depreciation against the 
basket has largely been ignored by markets. By engineering the depreciation in this 
way, the Chinese authorities have been able to ease financial conditions without 
destabilising global markets. We continue to see a gradual depreciation of the 
Renminbi against both the dollar and the basket. 

While there are signs of improvement across EM, many remain fragile, with 
significant imbalances. The benign global risk environment, supported by 
accommodative monetary policy, has given emerging markets some time to deal 
with these imbalances and for investors to move into these currencies in search of 
yield. However, it is important to remember why there is risk premium for owning 
emerging market assets. Should the global environment become less supportive, 
the underlying fragilities would likely see that risk premium rise sharply. 

Chinese currency to  
weaken further
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GLOBAL

Global real estate investment slowed after a record-breaking 2015. Investment 
volumes fell by 15.3 per cent year-on-year in the first half of 2016 in the US, 4 per 
cent in Asia Pacific and 3.5 per cent in continental Europe. This slowdown is due to 
low availability of high quality product, rather than a lack of demand, with investors 
holding on to real estate due to its relative attractiveness in the current low interest 
rate environment (Figure 99).

We anticipate continental Europe to outperform other regions over the next 5 
years as the expected extension of the ECB QE programme is set to improve relative 
pricing of property further and generate additional capital growth in 2016-17. 
Moreover, recovering occupier demand and limited development is forecast to 
boost income returns. Monetary easing is also anticipated to boost investment in 
Australia and Japan. Meanwhile, weaker economic prospects in other Asian markets 
and a lack of value in the US, combined with impending further tightening by the 
Fed should weigh on performance in these markets (Figure 100). 

We continue to favour quality retail assets as we expect further polarisation in 
performance within this sector. With retailers increasingly keen to accept poorer in-
store economics on the best high streets and in leading shopping centres in order 
to increase consumer engagement and boost online sales, low quality out-of-the 
way retail assets are likely to suffer. The logistics sector is well placed to benefit from 
some of the structural changes shaping retail but a supply response has become 
evident in some markets. With regards to the office sector, we continue to favour 
locations in which people want to live, work, shop and learn.

The real estate cycle is advanced in a number of markets and so investors should 
prepare for potential softer market conditions by reducing their exposure to assets 
that could become illiquid in a downturn, and ensuring that leverage levels are 
appropriate. While we consider continental Europe to be the most attractive region, 
rising populism, anti-EU sentiment and uncertainty related to UK-EU negotiations 
post the Brexit vote pose downward risks to our forecasts. 

Global investment slows 
due to a lack of investment-

grade product

Liquidity injection to support 
performance in Europe, 

Australia and Japan

Opportunities in prime retail 
but polarisation in the sector 

calls for caution

Risks remain high

Figure 99: 10-year government bond yields Figure 100: Global total return forecasts

Source:  Aviva InvestorsSource: Thomson Reuters Datastream

REAL ESTATE: STILL VALUE TO BE FOUND
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US: Supply response on the horizon for certain sectors

Data from the second quarter indicates that pricing may have stabilised in gateway 
office markets. Of the 14 markets we classify as being in Tier 1, six saw yields 
either shift outwards or stabilise in Q2. While the price adjustment itself was 
unremarkable, it is a clear sign that the office cycle may be topping out in core 
markets. We anticipate a mild correction in pricing over 2016-18 in line with a 
gradual tightening from the Fed.

On the occupier front office employment growth is expected to be robust over 
2016-18, before the pace of job creation slows as the labour market nears 
saturation. Expansionary labour market conditions are expected to drive occupier 
demand for space over coming years. We remain alert to softening demand in the 
San Francisco Bay Area where the tech industry appears to be losing steam. Office 
markets in San Francisco and San Jose are expected to see slower rental growth 
following strong performance in recent years (Figure 101).

If measuring recovery based on vacancy rates then it can be argued that the retail 
sector is nearing the end of its cycle. Power centres have recovered strongly, as 
have Neighbourhood Centres. Rents however have failed to mirror this trend. Malls 
in particular have struggled since the crisis, reflecting structural challenges in this 
sector. We are likely to see a continued widening in the divide between Grade A 
and Grade C malls. 

The rise of e-commerce has helped drive extremely strong demand in the industrial 
market since 2008. However, there is a growing risk of over supply in the logistics 
sector as large development pipelines begin to manifest this year. Completions 
are expected to outpace the absorption of new space over the next five years. 
Consequently, industrial rents are anticipated to grow by only c.2 per cent p.a. over 
2017-20.

The apartment sector faces similar supply headwinds. According to CoStar data, 
2016 Q3 will mark the first of many quarters in which the supply of new units will 
outstrip demand (Figure 102). Increased inventory has already had an effect on the 
pace of rental growth, with acceleration easing off 2015’s record gains to a more 
pedestrian 3.5 per cent in Q2 2016.

EUROPE: Looser monetary conditions to spur property investment 

The expectation of further action from the ECB has resulted in historically low 
bond yields across Europe. The ECB has so far reiterated that it would extend its 
QE programme until March 2017 but a further extension has been priced in by the 

Heated tech markets 
expected to cool off

Retail recovery complete? 
Not according to rent data

Industrial and apartment 
sectors face mounting 
supply pipelines

Figure 101: Annual office rental growth Figure 102: US apartment sector

Source: CoStar, Bloomberg Source: CoStar
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markets. This will have a significant impact on the real estate investment markets 
in the short term. We expect the wider-than-expected spread to government bond 
yields (Figure 103) to entice investors to the asset class, leading to higher returns in 
2016-17 as additional capital growth boosts performance.

Investment activity in the European commercial real estate market has been 
weaker than in the record breaking 2015 thus far in 2016 due to a lack of good 
quality product. The first two quarters of 2016 saw a 3.5 per cent year-on-year fall 
in investment volumes in Europe excluding the UK (Figure 104). This was driven by 
declines in Germany and Spain. We expect an increase in investment in the second 
half of the year as the hunt for yield continues. This will result in further upward 
pressure on prime real estate values, particularly in core markets.

The occupier markets are expected to continue to improve on the back of the 
above-trend economic growth and limited new development. There are only a few 
pockets of emerging office development, namely CEE markets, Dublin and the City 
of London as well as, to a lesser extent, Hamburg and Brussels. All of those locations 
are facing net additions in excess of 1 per cent of stock in 2016-18. A rebound in 
supply is however projected for a number of markets from 2018, when a slowdown 
in rental growth is likely to materialise.

Although our expectations for the continental European market are positive, we 
assign a higher probability to future geopolitical risks due to uncertainty over 
the outcome of the UK-EU negotiations as well the rise of populism and anti-EU 
sentiment in continental Europe. The risk is especially high in the coming 12 months 
given upcoming elections (Austria, France, Germany, Netherlands, potentially Spain) 
and important referenda (Hungary, Italy). These events are likely to spark more 
financial volatility.

UK: Valuations to reach ‘fair value’ by mid-2017 

The UK real estate market has started to stabilise over recent weeks. There has been 
limited forced-selling, and while transaction activity remains at low levels, valuers 
are now gaining some transparency on market pricing. We remain concerned 
over the prospects for Central London offices, and some parts of the retail sector 
look set to be hit by higher inflation and weaker consumer spending. However 
the likelihood of widespread occupier market distress appears low. We expect 
valuations to stabilise within the next nine months or so, and assuming that interest 
rates remain low, core UK real estate could then look attractively priced relative to 
other income-producing asset classes.

Widening spreads  
entice investors 

Low supply of quality 
product persists

Gradual improvements 
in occupier demand but 
pockets of development 

emerge

Geopolitical risks on the rise

Occupier distress unlikely 
but capital values set to fall 

over the next 9 months

Figure 103: Europe (ex UK) All Property vs. 10 y German Bund Figure 104: Investment volumes (€bn)

Source: CBRESource: Aviva Investors, PMA, Bloomberg
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ASIA PACIFIC: Weak economic outlook dampens real estate prospects

Generally, economic conditions are unfavourable within the region, with business 
investment and wage growth both weak. Policy support in the region remains 
supportive of real estate pricing. Monetary easing in Australia and Japan ensures 
that capital continues to flow away from low-yielding fixed income into commercial 
property markets.

JLL data suggests that regional commercial real estate transactions reached 
54USDbn in H1 2016, reflecting a 4 per cent decline on the previous year. Most 
notably, intra-regional flows within the Asia Pacific increased by 73 per cent 
compared to the first half of last year. It is possible we will see Asian investors shift 
focus to domestic markets if political risk remains heightened in Europe and the US.

In Japan, current pricing looks expensive by historical standards but potential for 
marginal yield compression remains. Investment activity was quiet in H1 2016. This 
stems from a lack of available product on the market as opposed to a diminishing 
investor appetite. Vendors are increasingly choosing to refinance and increase 
gearing at higher valuations rather than sell.

Occupier take-up is soft in markets facing both external and domestic headwinds. 
Weak economic assumptions result in a bleak total return outlook for both 
Singapore and Hong Kong over a five-year period, with near term prospects 
particularly underwhelming (Figure 105). Business sentiment remains negative and 
sluggish global trade is likely to have an impact on occupier expansion plans. Recent 
escalation of the Zika outbreak in Singapore may hit tourism revenues; an additional 
blow to the island nation’s weak retail sales. 

The story is slightly different in Australia. Economic conditions in New South 
Wales are looking increasingly positive. This is reflected in the strength of Sydney’s 
occupier market recovery. Recovery in Melbourne continues at a more modest pace 
while a pick up in state demand for Queensland suggests that Brisbane’s cyclical 
recovery may not be too far away (Figure 106).

We remain astute to the risks posed by an abrupt normalisation of interest rates 
in the US, especially in markets such as Hong Kong where property spreads over 
government bond yields offer little cushion should yields rise sharply. With the 
central house view anticipating only two rate rises in 2017 this remains a low 
probability scenario.

Intra-regional transaction 
volumes up

Japan expensive but 
investors still hungry

Occupier take-up soft in 
Asian markets

Australia cyclical recovery 
marches on, albeit at  
varying speeds

Figure 105: Prime All-Property Total Return Forecasts Figure 106: State final demand, %YoY

Source: Thomson Reuters DatastreamSource: Aviva Investors
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SUMMARY

Most markets staged an impressive post-Brexit recovery during the summer that 
surprised many. A result of the risk-seeking investment flows that quickly followed 
Brexit was a collapse in the extreme levels of market volatility associated with the 
event. 30-day realised volatility on the S&P500 sank to its lowest level since 1994 
(Figure 107), helping volatility on other assets to fall steeply as well. 

This was most pronounced in equity markets, where levels of volatility retreated 
to well below their five-year averages in all regions (Figure 108). Currency volatility 
also subsided across all regions by the middle of September, led by sterling. EMFX 
volatility also sank across a number of crosses as risk-seeking flows resumed, but 
remained above five-year averages. Similarly, USDJPY 30-day volatility remained 
well above its five-year average as it has done for most of the year, reflecting the 
increased investor interest surrounding the calendar of BOJ meetings. 

Elsewhere, swap yield volatility continued to moderate across global markets 
throughout the summer. This was especially the case for gilt yield volatility, which 
had a pronounced fall from the extreme levels witnessed following the Brexit vote, 
and then retreated further following the Bank of England decision to re-launch 
its QE programme. However, falls in early September showed how fragile markets 
currently are and served as a reminder of how quickly low-volatility periods can 
suddenly give way to sharp moves.

30-day realised volatility 
on the S&P500 sank to its 

lowest level since 1994

CROSS ASSET VOLATILITY: HIGH, LOW, HIGH
 – Excessively low volatility persisted during most of the summer

 – High ‘volatility of volatility’ expected to continue over coming quarters

Figure 107: S&P500 realised volatility
Recently dipped below 1994 low

Figure 108: Five-year percentiles of 60 day realised volatility
Variability across asset classes and regions

Source: BloombergSource: Bloomberg
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Equity market volatility fell around the world during the summer as markets 
normalised in surprisingly quick fashion following the post-Brexit selloff. The 
ongoing easy monetary conditions and associated search for yield continued to 
calm markets, arguably beyond justifiable levels, as investment flows provided 
the ointment to soothe wounds inflicted by the Brexit outcome. The S&P500 – so 
often the tone setter for global equity volatility by virtue of its role as source of 
‘safe global beta’ – led the way, with a run of such small daily market moves from 
mid-July onwards, that rolling 30-day volatility fell by early September to the lowest 
level since 1994. Other markets followed suit and volatility retraced from extreme 
levels across the board to spend the rest of the summer at relatively benign levels. 
However, the fragility of equity markets resurfaced in September as volatility 
again jumped from very low levels to above average levels almost overnight. It is 
a clear feature of post-FED QE equity markets that the volatility of volatility itself is 
noticeably higher – i.e. that equity markets can move from a low volatility period to 
a higher volatility period (and vice versa) unusually rapidly. This can be seen clearly 
in the ‘VVIX Index’, which measures the implied volatility priced into VIX options 
(Figure 109).

Elsewhere, FX volatility sank across the majority of crosses as the post-Brexit dust 
settled. This was led by sterling where, following its biggest one day fall since 1967 
due to the referendum, volatility normalised as the currency settled into its new 
range. The Yen, however, continued to exhibit increasing levels of volatility during 
early summer as USDJPY continued to test the 100 level it breached during the 
Brexit vote aftermath, as it attempted to follow the appreciation trend of 2016 
(Figure 110). Intense speculation of additional policy easing around BOJ meetings 
also helped to support elevated levels of volatility across Japanese currency crosses.

Bond yield volatility also moderated over the course of the summer as subdued 
price action spilled over into the bond market. Sterling swaption yield volatility, 
which was already falling as the effect of the referendum receded, was suppressed 
further when the Bank of England announced a restart of its quantitative easing 
operations. This began to drive the volatility of the sterling curve to more closely 
resemble the lower volatility euro curve, which has been subject to the effects of 
QE for well over a year. Our view that the BOE will need to continue to provide 
accommodative policy for the near future makes us believe that these dynamics will 
continue for quarters to come.

Post-Fed QE equity  
markets...the volatility of 
volatility itself is  
noticeably higher

Quantitative easing 
operations...began to drive 
the volatility of the sterling 
curve lower

Source: BloombergSource: Bloomberg

Figure 109: VVIX index
Volatility of volatility higher after Fed QE

Figure 110: USDJPY volatility
Yen appreciation has led to higher volatility
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We anticipate that elevated volatility of volatility will persist in coming quarters, 
characterised by calm market periods during which the high volume of investment 
flows seeking the currently limited clear investment opportunities outweigh 
the risks to the macro backdrop and high cross asset valuations. These will be 
interspersed with bouts of (at times violent) volatility, sometimes triggered by fairly 
innocuous events when market positioning becomes particularly extreme. One 
reason that we expect this pattern to be repeated with greater frequency is that a 
clear set of catalysts is evident over the near to medium term.

The coming quarters bring a number of potential political risks to markets, 
including the US presidential election in November and Italian referendum in 
December as well as French and German elections and a Dutch general election 
next year. Although the market reaction to each of these events may not be similar 
in severity to that of the Brexit referendum, the collective probability remains 
worthy of attention. It’s also worth keeping in mind that the implications of the 
UK vote to leave will not be truly felt on markets probably until after Article 50 is 
triggered next year. Politics aside, the possible change in emphasis of central bank 
policy from one of extreme unconventional accommodation also has the ability to 
change the investment landscape considerably and with it the volatility of all assets 
that have hitherto been priced accordingly.

A number of political risk 
events are occurring over 

coming quarters
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guarantee of return from an investment managed by Aviva Investors 
nor as advice of any nature. The value of an investment and any income 
from it may go down as well as up and the investor may not get back 
the original amount invested. Some of the information within this 
document is based upon Aviva Investors estimates. It is not to be relied 
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