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SUMMARY

Markets rebounded in Q2 after Q1 jitters and macro releases generally pointed to 
ongoing, if slow, recovery and a base for headline inflation. Although that remains 
largely true still, the Brexit decision has muddied the waters considerably. The direct 
macro-economic consequences of the UK vote to leave the EU should be relatively 
contained – except for the UK itself where they are expected to be adverse and 
significant. But the consequences will be considerably worse if there is political 
contagion. The scaling back of anticipated hikes in the US, alongside some signs of 
relative stability in China has helped sentiment. Easier policy across the world will 
support growth and even those countries that have suffered most in recent times 
– Brazil, Russia – have some reason to think that the worst may be over. Overall, 
global growth expectations have been scaled back modestly again, but we hope 
that this may be the end of a long sequence of downgrades (Figure 1).

Global inflation remains low, but is expected to rise slowly and steadily from 
here, helped by the rebound in the oil price and significant base effects (Figure 2). 
To the extent that the concept has any validity, the global output gap is probably 
still negative, meaning only limited (potentially inflationary) pressures on supply 
capacity. Those buffers may be closer in the US where core inflation measures 
are more or less at pre-crisis averages already and where there are some clear 
indications of gently rising inflation pressures. Elsewhere, inflation is generally 
below target and set to remain there. Worryingly, Japan is seeing falling prices 
again which should lead to additional policy action. Overall, Central Banks are likely 
to delay hiking (US) or provide additional/extended stimulus (Japan, UK, Eurozone).

GLOBAL ECONOMIC OUTLOOK
 – Global growth expectations modestly lower – end of downgrades?

 – Inflation set to rise steadily in H2 from historically low levels

 – Brexit worries argue for loose or looser monetary policy

Source: MacrobondSource: Factset, IMF

Figure 1: Serial disappointments
Will developing economies stabilise in 2016?

Figure 2: Global inflation still low, but past trough
US leading, Japan lagging…again

Policy backdrop to remain 
accommodative for longer

Inflation low in most 
countries, policy loose or 
looser
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Political worries, sluggish growth and low inflation argue for loose policy

US economic growth remained weak in Q1 after a subdued Q4, but looks to be 
picking up nicely in Q2. Inflation meanwhile is ticking higher slowly but steadily in 
both product and labour markets. Household sector balance sheets are healthy and 
real income growth has been robust, supporting solid consumer spending growth. 
The drag from energy and manufacturing sectors now appears to be waning. There 
are several domestic justifications for higher US rates, but global considerations 
may stay their hand until 2017. The Canadian outlook is a little brighter than three 
months ago, because of a rebound in the oil price, a more competitive currency 
and supportive fiscal and monetary policy. Canada would be one of the main 
beneficiaries of better outcomes in the US. 

The Eurozone seems to be having a re-run of 2015 with a promising first quarter 
growth reading suggesting their recovery was picking up speed, only to be followed 
by weaker outcomes in the rest of the year. While that is not yet certain, Q2 has 
certainly seen some moderation. 2015 saw the Greek crisis – that has been replaced 
this year with worries about the UK and Brexit. Trade linkages point to a modest hit 
to growth, but any political contagion would be far more damaging. Meanwhile, 
inflation is still low and set to rise only very slowly.

Macro outcomes in Japan continue to disappoint. Although Q1 saw reasonable 
GDP growth (+0.5% q/q) it may have been boosted by the leap year effect. 
Underlying growth looks weak and with inflation dipping back into negative 
territory and wage growth staying weak, there is plenty of justification for 
additional stimulus. A combination of fiscal and monetary policy initiatives is to 
be expected. The outlook for the UK has changed fundamentally as a result of the 
Referendum decision. Uncertainty before the vote had already impinged on UK 
growth. It is now set to continue for years and will be sufficient, in our view, to push 
the UK economy into recession by the end of the year. A policy response in the form 
of lower interest rates looks inevitable and additional unconventional measures 
should not be ruled out. The political fallout and doubts about Britain’s future 
relationship with the EU simply add to the confusion.

Source: MacrobondSource: Macrobond

Figure 3: Unemployment falling - even in Europe 
and Japan

Figure 4: Oil and the US dollar - what next?
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China continues to prioritise growth above all else and at the expense of necessary 
reforms, but will still struggle to reach the upper end of the growth target range 
(6.5% to 7%). The policy back-drop will remain helpful to growth, but some of the 
initiatives may be storing up problems for further down the road. We continue to 
expect only a modest depreciation in the yuan this year, with tighter capital account 
restrictions. 

In the Asian region, the more developed economies of Hong Kong, Singapore, 
Taiwan and Korea that have traditionally relied on exports as a crucial growth 
engine have suffered because of the weakness of global trade flows. Indonesia and 
India have seen some setbacks to reforms, but have at least made some progress in 
key areas. (Three steps forward, two back.) The Latam region has benefitted from 
the more relaxed stance of the Fed, but still faces a number of headwinds including 
weak commodity prices, fiscal retrenchment and complex politics. Lower inflation 
readings mean less need for monetary tightening and should provide room for rate 
cuts in time. Brazil is still complicated and combustible, but some progress has been 
made, including on the current account deficit.

Much lower inflation in Australia, along with the weakness in domestic demand, 
allowed the RBA to cut rates to a new low in May. Business investment, including 
the key mining sector, will continue to be a drag on growth, but consumption 
should hold up unless the jobs market weakens significantly. Household balance 
sheets look a little stretched by international standards, but sentiment remains 
robust. The weaker currency will help boost Australian exports, but sluggish global 
demand is still a headwind. The low inflation back-drop provides room for the RBA 
to cut again. 

Central and Eastern Europe economies continued to grow quite robustly in early 
2016, although Poland and Hungary saw minor growth hiccups in Q1. Further 
monetary policy stimulus now looks unlikely in the region, although rate rises are 
probably still some way off. But expansionary fiscal policies in a number of countries 
look plausible.

Source: MacrobondSource: Macrobond

Figure 5: How fast is China slowing?
GDP and PMI balances

Figure 6: Policy rates
Low or less than zero
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MARKET IMPLICATIONS

Equity markets across the globe suffered in the immediate aftermath of the 
referendum result, with the MSCI World benchmark index dropping some 7% 
in the two days after the announcement, with many investors who had been 
positioned for a Remain result being caught out. They did stage a recovery in the 
period after, with Central Banks such as the Bank of England in particular keen to 
emphasize that they will provide further liquidity if required. We expect volatility 
to remain as investors come to grips with the implications of the UK withdrawing 
from the European Union, although there will inevitably be opportunities for those 
with a longer-term investment horizon. Elsewhere, the second quarter has proved 
superficially less volatile with Emerging Markets gradually drifting lower. We believe 
they remain cheap despite a resumption of the downward trend in expectations 
for corporate earnings.

The economic back drop has continued to be supportive for fixed income markets, 
with a moderation in US growth combined with ECB asset purchases driving yields 
down over the course of Q2. The vote for the UK to leave the EU has increased 
uncertainty in the outlook. Given the likely long and difficult negotiations that will 
follow, we expect that uncertainty to persist. Despite expensive valuations, we expect 
the demand for a limited universe of safe haven assets to remain the dominant 
factor. Another key influence on rates markets will be how policy in both the UK 
and elsewhere respond to Brexit. There seems little doubt that the risks to economic 
activity are now more skewed to the downside globally, but the largest impact will 
undoubtedly be felt in UK markets. Yields have hit multi-decade lows and as such 
offer little value from a historical perspective. In our central case, we do not expect 
the hit to global growth from Brexit to be substantial. However, we think the global 
downside risks have intensified from the potential political contagion to the Eurozone 
and beyond. As such, we expect that the FOMC will further delay raising rates, in turn 
implying a global policy back drop that is unlikely to see a significant back up in yields.

The surprise EU referendum result has significantly weakened UK real estate 
prospects. A period of illiquidity and heightened risk aversion makes yield increases 
probable in the near term, while worries about the outlook for occupier demand will 
reduce rental growth expectations in many segments. However, any deterioration 
in values should be limited by easier monetary policy, which improves the relative 
pricing of real estate. If interest rates remain even lower for even longer and we avoid 
a severe recession, high-quality real estate should benefit from its status as a source 
of secure income. The global impacts of Brexit should be far more contained. Global 
activity was already cooling in Q1, but while slowdowns are typical for the opening 
quarters of each year and this one follows a particularly strong Q4 2015, other factors 
are likely to have magnified the fall. One is a volatile start of the year for the financial 
markets in general, another - caution about overpricing in the US and the UK real 
estate. Finally, a bleak economic outlook for a number of Asian markets which had 
deterred investment.

The volatility of recent months, reaching a crescendo after the EU referendum in the 
UK, has at times challenged our constructive view on FX carry that we laid out in the 
previous House View. First, a re-pricing in dollar short-end rates in May following 
verbal intervention by FOMC members, including Chair Yellen, and then heightened 
uncertainty leading into and then after the EU referendum in the UK, pushed market 
volatility to near-crisis levels in some currencies, preventing global investors from 
engaging fully in global carry trades. However, Fed rate hikes were priced out yet 
again in June, reflecting increased uncertainty near term around the strength of the 
labour market and concerns about persistent medium-term headwinds compounded 
by the Brexit vote. Amidst these developments, the broad US dollar index has once 
again softened somewhat, given the net impact of the conflicting forces of a cautious 
Fed (dollar negative) and higher risk aversion (dollar positive, especially relative to 
EM). So far at least, risk sentiment has held up well, given the lack of any contagion 
from the UK vote. But in the near term, the Fed is unlikely to treat Brexit as a benign 
event, validating yet again market expectations of no hikes over the near term. 
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The Aviva Investors House View Forum – chaired by CEO Euan Munro – brings 
together our 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 our Q3 Forum we identified the following 
key themes:

GEOPOLITICS: FROM COLLECTIVE TO NATIONAL RISKS

The global financial crisis dislocated existing political orders as well as economies. 
Rising unemployment, falling living standards and widening inequalities between 
rich and poor have resulted in greater geopolitical instability and a rising tide 
of nationalism. We have seen that development reflected in the US presidential 
campaign, the rising popularity of nationalist parties in France, Italy, Greece, Spain 
and Portugal, and during the UK’s referendum campaign on EU membership. 
Nationalist policies tend to reject globalisation and collective risk-sharing, with 
potentially significant implications for international trade and finance. The outcome 
of the UK referendum to leave the EU will have significant near-term economic 
costs. In our central case we do not expect the impact on global growth to be 
significant.  Key upcoming events include the Austrian Presidential election (likely 
September), Italian referendum on constitutional reform (October), Dutch general 
election (likely March 2017), French Presidential election (April 2017) and the 
German general election (likely October 2017). We believe that the outcome of the 
UK referendum has increased the risk around each of these events. We expect that 
will result in increased market volatility.

GLOBAL MONETARY ACCOMMODATION EXTENDED

At the end of last year, there was an expectation that policy divergence would be 
a key theme for 2016. The FOMC had raised rates in December 2015 for the first 
time in nearly a decade, while the ECB and BoJ continued to ease. However, almost 
from the first trading day of 2016 when Chinese equities fell by nearly 7 per cent, 
a series of material downside risk concerns (including Chinese hard landing, US 
energy company defaults, European banking concerns, US recession risk and most 
recently the Brexit vote) have resulted in an extended period of global monetary 
accommodation. With downside risks persisting, we expect that the global 
monetary policy remains easy, with the FOMC likely to further delay rate hikes and 
likely only deliver two over the next 18 months. In the case of the US, that is likely to 
require them to be tolerant of higher – likely above target – inflation for a period. 
Meanwhile we expect the BoE to cut rates and restart QE and for the ECB to extend 
their asset purchases beyond March 2017. We also expect the BoJ to increase 

HOUSE VIEW THEMATICS AND RISKS
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their asset purchases in coming months, with a significant fiscal package to come 
around the same time. The extended period of global monetary accommodation 
should allow Emerging Market economies to continue to shift from tightening 
to easing, while also undertaking further structural reforms. While we expect 
monetary policy to be kept loose for some time, there remain questions over the 
effectiveness of further easing at this point.

CHINA GROWTH PRIORITISATION

With China’s economy having last year expanded at its slowest pace in a quarter 
of a century, stabilising growth and ensuring they meet the stated target of 
6½-7 per cent appears to have replaced economic and structural reform as 
policymakers’ key objective in the near term. The government provided a 
significant stimulus in the early months of 2016 through increased lending to 
finance infrastructure and looser fiscal policy. As such, the downside growth 
risks appear to be contained for now, but at the likely cost of increased domestic 
imbalances, particularly given the already large debt overhang. The challenge 
for China remains significant. Overcapacity in a range of industries, alongside a 
growing non-performing loan issue for the banks makes us cautious regarding 
the medium-term outlook. However, it is important to remember that the Chinese 
authorities exercise significant control over their economy. While capital outflows 
had been concerning earlier in the year, those appear to have slowed. The yuan 
has also been weakening over the course of this year against the basket of trading 
partners, something that has been possible given the weakening in US dollar. We 
continue to carefully monitor official statements for any change in priorities, in 
particular any sign of a shift back towards structural reform.

REFLATION TO TRIUMPH OVER DEFLATION

With headline CPI inflation rates around zero in the euro zone, Japan and the UK 
for the past 18 months, and the US only seeing modestly higher inflation, there 
has understandably been much talk about whether Central Banks will be able 
to ward off deflation. However, much of the weakness in headline inflation can 
be explained by the protracted decline in oil prices. While we expect commodity 
prices to stay lower than they had been in the early 2010s (see #5), we do not 
expect a further large decline from here. As such, the downward effect of oil prices 
will diminish over the next six months, pushing headline inflation higher. That 
should be supported by the extended period of monetary accommodation (see 
#2), particularly in the US. One exception to that outlook is likely to be the UK, 
where inflation is expected to initially move more sharply higher in response to 
the weakening in the sterling exchange rate, before weakening again on the back 
of a recession and lower medium-term growth prospects. While we expect global 
inflation to rise steadily, there are risks on both sides. On the downside, if political 
contagion spreads from the UK to the euro area, and/or China slows more quickly 
or pursues a materially weaker exchange rate policy. On the upside, if the US keeps 
policy too loose for too long.

COMMODITIES LOWER FOR LONGER

The dramatic decline in oil prices in 2014 and 2015 was seen by some as a 
harbinger of global economic weakness. However, it was an increase in the supply 
of oil rather than a lack of global demand – which was actually stronger in 2015 
than the previous year – that largely explained the fall. While it is true that the 
break-even price of oil has fallen in recent years due to technological advances, 
prices are now closer to the marginal cost of production. All else equal, that 
should suggest a more stable period for oil prices. But supply dynamics are likely 
to be the main short-term driver. The rally since mid-February largely reflected 
supply disruptions in both OPEC and non-OPEC producers. Lower oil prices 
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inevitably result in winners and losers. Net importers, such as the US and euro area 
are beneficiaries with the improvement in terms of trade. But before oil prices fell, 
energy exporters have been significant buyers of dollar and euro-denominated 
assets – sometimes referred to as “Petrodollar recycling”. The impact of a material 
reduction in demand for those assets, or even a liquidation of those assets can 
be felt more quickly than the benefits that accrue to the winners. 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. But we don’t expect this revival to be sustainable in the longer term.

DE-SYNCHRONISED DEBT CYCLES

We remain concerned about the amount of debt that has built up around the 
world, which in some cases is arguably unsustainably high given the low current 
rates of inflation and economic growth. However differentiation needs to be made. 
While private sector balance sheets are much improved in developed countries 
such as the US, public sector debt has ballooned. In the euro area, the question 
of sovereign debt mutualisation remains unavoidable, particularly following the 
Brexit vote. The fundamental picture in emerging countries is also of concern. While 
private sector debt ratios may be lower than in many developed markets, they 
are high by historical standards and EM interest rates are much higher and more 
volatile than in the developed world. As a result, these countries cannot necessarily 
maintain the same level of debt as advanced nations. That said, extended global 
monetary accommodation (see #2) gives Emerging Markets more time to address 
their debt overhang and implement structural reforms, supporting EM assets in the 
near-term. Should a more stressed global risk environment emerge, then we would 
expect significant divergence of performance as the market rewards those countries 
that have fewer internal and/or external vulnerabilities. China is arguable the most 
stretched EM in terms of private sector debt overhang (see #3), but near-term seems 
to have the capacity to manage defaults.

CHANGING MARKET STRUCTURES

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. That has resulted in sharply reduced levels of liquidity in some 
markets, particularly in certain areas of fixed income. This, potentially, makes it 
appreciably riskier to invest in these asset classes than was previously the case.
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RISKS TO THE HOUSE VIEW
POLITICAL POPULISM 

The outcome of the UK referendum on EU membership reflected a rise in nationalism 
seen across many developed markets. Nearly ten years since the onset of the global 
financial crisis, flat or declining real incomes and rising inequality has left many in 
society feeling marginalised. In searching for a way to improve their prospects, many 
have gravitated towards non-traditional political parties or individuals, often with 
a nationalistic focus. In the medium-term, a retreat from globalisation – in terms of 
trade in goods and capital flows – poses a material downside risk to global growth. 
Near-term, the largest risk is in the euro area, where there is increasing support in 
some countries for parties that favour a retreat from the euro and the EU. Were any of 
these parties successful in gaining a mandate, serious questions about the future of 
the euro and the EU would once again be asked.

SECULAR STAGNATION 

Long-term government bond yields have been in secular decline for 30 years. In part 
that reflects the lower inflationary environment achieved in the 1990s and 2000s. 
However, long-term real rates have also fallen over the last 15 years, and in the US 
are currently around zero. 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. A medium-term downside risk is that economies are unable 
to naturally break out of this low-growth, low return environment, and that policy 
makers do not use the tools at their disposal (eg fiscal policy).

CHINA GROWTH

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 
borrowing by State-Owned Enterprises (SOEs), local governments and private 
companies. More recently they have also loosened fiscal and monetary policy and 
weakened the currency. Alongside that support are a range of ambitious structural 
reforms, including financial liberalisation. There is a risk that authorities are unable to 
manage this transition. 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.

RETURN OF INFLATION 

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 2¾% 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. 

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. 
Japan’s major fiscal stimulus package is widely expected to be introduced in coming 
weeks. The use of fiscal stimulus could provide a boost to growth and inflation, but 
potentially also help with the poor rates of productivity growth experiences since the 
financial crisis.

Rising nationalism

Low growth, low returns

Hard landing

Bond market sell-off

Monetary policy isn’t the 
only game in town
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The Brexit decision is likely to push the UK into recession by 
the end of this year. The severity and length of the downturn 
is uncertain, but will be mainly a UK phenomenon. Looser 
policy is set to follow. The fall in sterling will boost inflation in 
the short term.

The Brexit-induced UK recession will have a modest impact 
on Eurozone growth via trade links. But political contagion 
is probably the greater risk. The ECB may extend its QE 
programme beyond March 2017. Inflation will rise slowly, but 
will remain below target until 2018 at least.

Fundamentals in the US economy look reasonably robust 
and growth is set to rebound in Q2 after another weak Q1. 
Inflation is rising slowly in product and labour markets, but 
international concerns are pushing rate rises further away. 
Eventually domestic conditions will merit a monetary policy 
response. But it might not come in 2016.

MACRO FORECAST CHARTS AND COMMENTARY
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Prospects for the Canadian economy look a little brighter than 
three months ago. The fiscal stimulus package has helped, but 
so too has the rebound in the oil price, a recovery in exports 
and a resilient consumer. Rebalancing away from energy is 
continuing, while the weaker currency (compared to recent 
years) is also having an impact.

Abenomics is still struggling to achieve tangible results. 
Growth continues to languish – despite the Q1 rebound – 
while inflation has dipped back into negative territory. The 
absence of a pick up in wage growth is especially concerning. 
Against this back-drop, a further stimulus package is likely to 
be announced soon.

MACRO FORECAST CHARTS AND COMMENTARY

Source: Bloomberg, Aviva Investors
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Figure 11: Japan

The bottom of the 6.5% to 7% growth target range is still 
just about achievable, but it is a close call. Meanwhile the 
absence of significant progress on structural reform continues 
to present major risks over the medium term. Concerns over 
credit markets are rising as more defaults or “events” are 
reported.
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Important information

The information provided in this document and any appendices is 
confidential and should be used only for the purposes requested. Any 
material cannot, wholly or partly be copied, reproduced or provided to 
a 3rd party without the express consent of Aviva Investors.

Unless stated otherwise, any sources and opinions expressed are those 
of Aviva Investors Global Services Limited (Aviva Investors) as at 30th 
June 2016. They should not be viewed as indicating any guarantee of 
return from an investment managed by Aviva Investors nor as advice 
of any nature. The value of an investment and any income from it may 
go down as well as up and the investor may not get back the original 
amount invested. Some of the information within this document is 
based upon Aviva Investors estimates. It is not to be relied on by anyone 
else for the purpose of making investment decisions.

Nothing in this document is intended to or should be construed as 
advice or recommendations of any nature.   This document is not a 
recommendation to sell or purchase any investment. It does not form 
part of any contract for the sale or purchase of any investment.

Any forward-looking information contained herein is subject to certain 
inherent limitations.  Such information is information that is not purely 
historical in nature and may include, among other things, proposed 
or target portfolio composition, specific investment strategies and 
forecasts of future market or economic conditions.  Any forward-looking 
information contained herein is based upon certain assumptions, 
which are unlikely to be consistent with and may differ materially from, 
actual events and conditions.  In addition, not all relevant events or 
conditions may have been considered in developing such assumptions.  
Accordingly, actual results will vary and the variations may be material.  
Prospective investors should understand such assumptions and evaluate 
whether they are appropriate for their purposes.  This [document] may 
also contain historical market data; however, historical market trends 
are not reliable indicators of future market behaviour.  Aviva Investors is 
not under any obligation to subsequently update this information.

The information contained on this document is believed to be accurate 
and current at the time of compilation and is provided in good faith. 
Aviva Investors does not accept any responsibility arising in any way 
(including negligence) for errors in or omissions from information 
contained in this document or for any loss or damage (whether direct, 
indirect or otherwise) suffered by the recipient of the information 
contained in this document, or any other person.

The information contained in this document should be used as general 
information only. It has been prepared without taking into account 
any person’s objectives, financial situation or needs. Before relying on 
any information contained in on this document, you should consider 
whether the information is appropriate to your particular objectives, 
financial situation and needs and obtain professional financial, taxation 
and legal advice.

Issued by Aviva Investors Global Services Limited, registered in England 
No. 1151805. Registered Office: No. 1 Poultry, London EC2R 8EJ. 
Authorised and regulated by the Financial Conduct Authority and a 
member of the Investment Association. Contact us at Aviva Investors 
Global Services Limited, No. 1 Poultry, London. Telephone calls may be 
recorded for training and monitoring purposes.
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