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“All changed, changed utterly:”
~ W.B. Yeats

When the parallel universes of politics and markets collide it is normally financial 
markets that misunderstand the probability of events occurring before reacting with 
what is often violently fury.  

These risks can be significant because:

 – Developed markets have shown limited ability to recognise and therefore price 
this risk.

 – Political risk can suddenly spike but rarely dissipates quickly.

 – Electorates, like all crowds, are not necessarily rational and this irrationality may 
not lead to sensible solutions from the market’s viewpoint.

The most recent illustration of these points is the surprise news that the UK electorate 
has decided that the UK’s future is best served being outside the EU. Heading into the 
referendum the markets were still pricing ‘Brexit’ as an outside possibility rather than 
a central scenario. Indeed the ferocity of the response tells us how far that was from 
most investor’s predictions (Figure 1).

While Brexit is the most obvious and immediate example, it is unfair to suggest 
that the UK is alone in facing political conundrums. The second half of 2016 brings 
American Presidential elections and an Italian referendum on the constitution which 
has become mixed in with concerns about banking stability and dis-satisfaction with 
the government. These may turn out to be just as unpredictable and disconcerting for 
the markets as Brexit has been, however, while they are the most clear-cut risks they 
are far from the only ones.

The madness or otherwise of crowds & Brexit

“Now here comes in the whole collapse and huge blunder of our age. 
We have mixed up two different things, two opposite things. Progress 
should mean that we are always changing the world to suit the vision. 
Progress does mean (just now) that we are always changing the vision.” 
~ G.K. Chesterton 

RISK

Source: BloombergSource: Bloomberg

Figure 1: GBPUSD exchange rate Figure 2: One month Treasury and Euro option 
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In the post World War II period the leaders of Europe offered a vision of closer union 
as a response to their conflicts. The logic was simultaneously both stunningly simple 
and radical, by bringing the states together, conflict became more remote towards 
the point of impossibility. It was for many a panacea for centuries of discord and 
wars between Europeans and, an elegant use of economic self interest.  Since it’s 
foundation it is clear that this onward progression of closer unity is not necessarily 
universally shared by all, a concept tested during by David Cameron’s offer of a 
referendum on membership of the EU.

“Nothing is more unpredictable than the mob, nothing more obscure than 
public opinion, nothing more deceptive than the whole political system” 
~ Cicero

On the 23rd of June 2016 the UK electorate did the unexpected - well the unexpected 
from the market’s viewpoint - it voted to leave. While there will be debates and 
arguments in the future about why this result occurred, what is clear is it has created a 
great deal of uncertainty.  

Even in the few weeks since the result we have seen an outburst of blood letting 
on both sides of the political spectrum in the UK, which has left the UK with a less 
stable government. Fundamentally markets dislike instability. However, considerable 
uncertainty surrounds British ties with the Eu and whether article 50 will be triggered .

“There are known knowns.                                                                                                                             
These are things we know that we know.                                                                                                  
There are known unknowns.                                                                                                                           
That is to say, there are things that we know we don’t know.                                                                   
But there are also unknown unknowns. There are things we don’t know 
we don’t know.” 
~ Donald Rumsfeld

US Election

We are moving apace through the US Presidential race with Donald Trump and Hillary 
Clinton currently going head to head. While the Democratic Convention looks likely to 
be a rather sedate affair regarding the coronation of Hillary as the candidate, there is a 
risk that the Republican Convention might denigrate into open civil war. 

The Republican candidate, Donald Trump, has run an undoubtable populist campaign, 
and populist do not always follow predicable routes. Building walls is always less 
likely to help an economy than building bridges and politicians who want to put their 
electorate’s economic welfare first would be wise to heed this lesson. 

The Italian Job ~ Renzi, banks and another referendum

The third major political risk faced by the markets is the up coming Italian 
constitutional referendum, to which PM Renzi has effectively tied his political career. A 
failure to pass would in theory lead to his resignation and presumably fresh elections 
in which the Five Star movement might well be the victors. This outcome would 
throw greater uncertainty into the European project at a time when it can ill afford it. 
Indeed, while it could be argued that currently the damaging fall out from Brexit has 
mainly being contained to the UK, there is some risk that instability and an less friendly 
government at the heart of the European project would be far more difficult to 
contain.  What this means for investors is that volatility will be a persistent companion 
for the foreseeable future.
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Volatility

In the first half of the year we witnessed transient increases in FX, equity & fixed 
income volatility (Figure 2). The willingness of authorities to dampen such volatility 
has abated and their tolerance of investor’s losses seems to be increasing. While 
this can be seen as a positive, perhaps even the start of a return to a more ‘normal’ 
market environment, we believe that correlations between assets will change and 
probably not in a manner that can be captured when relying on recent historical 
data. Therefore relying on signals from risk models without a sophisticated 
understanding of the message or how it is generated will lead many investors to 
incur unintended outcomes.  We can perhaps observe this conundrum best when 
we see the uncertainty created by the Fed’s public engagement. While the Fed 
leadership has lauded the success and clarity of their communication it appears that 
confusion may well be an abiding state of mind for investors in this quarter. 

Regulation

“There is a very real danger that financial regulation will become a wolf 
in sheep’s clothing.” 
~ Henry Paulson

Financial markets from their earliest incarnation have suffered stresses and 
calamities, from the tulip bubble in the early 1600s to the GFC and Eurozone 
crises of recent years. Almost without fail, in the immediate aftermath a wave of 
proposed regulation sweeps over the markets with noble purpose but often limited 
understanding of the consequences. 

The combined impact of regulation on clients and financial professionals is going 
to transform the future of investment returns although not necessarily in a way 
that is greatly appreciated at present by most. Wise investors will need to consider 
new things and broaden beyond the traditional rationale for what makes a wise 
investment.

Solvency II, Basle IV, AIMFD, UCITS V and a wave of competing and sometimes 
opposing regulatory requirements are starting to co-mingle and not always in a 
positive manner. Investors who can understand these dynamics are likely to enhance 
returns while those who are not attuned will suffer.
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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.
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