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GEOPOLITICS: OPPORTUNITY OR THREAT?
The 2008 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 

worldwide. That development has been reflected in the outcome of the US presidential 

election, and the rising popularity of nationalist parties in France, Italy, Greece, the 

Netherlands, Spain and Portugal.

In the UK, the outcome of the June 23, 2016 referendum on the UK’s membership of 

the European Union when the UK voted to leave (Brexit), provided a striking example of 

how political risk — once regarded as the preserve of emerging markets — has become 

a consistent and pressing concern for investors in the developed world. Of the ten 

biggest threats to global markets, identified by the Economist Intelligence Unit in April 

2017¹, many pertain to political trends in advanced economies, including a potential 

fragmentation of the euro-zone.

¹ The Economist Intelligence Unit Global Forecasting Service, April 2017  
http://gfs.eiu.com/Archive.aspx?archiveType=globalrisk

RECALIBRATING RISK
The post-Brexit political turmoil in the UK also demonstrated how quickly perceptions of 

safety can change in an environment of heightened political risk. At the beginning of the 

2010’s, the UK was widely regarded by investors as an anchor of stability as the euro zone 

pitched and heaved its way through the sovereign-debt crisis. As a perceived 'safe-haven' 

currency, sterling appreciated by 5% against the euro in 2010 thanks to inflows from 

risk-averse investors, according to Bloomberg. The pound also gained in value during the 

uncertainty surrounding the Greek referendum on the terms of a proposed euro-zone 

bailout package in 2015.

The situation looked very different after the referendum result, which cast doubt on 

the UK’s own economic and political stability. On the Monday following the vote, the 

credit-rating agency Standard & Poor’s stripped Britain of its triple-A rating, and sterling 

hit a 31-year low against the dollar. Over the following week, the pound — the world’s 

oldest currency still in use — became briefly more volatile than Bitcoin, the digital payment 

system launched in 2009.

Post-Brexit, capital flowed towards currencies such as the dollar and the yen, as well 

as other perceived havens such as gold and government bonds. The yield on 10-year 

US treasuries dropped to 1.3% on July 6, 2016— an all-time low, according to Reuters 

data — while the return on 10-year German bunds fell to -0.2%. The yield on twenty-year 

Japanese government bonds turned negative for the first time. 

THE YEAR OF LIVING DANGEROUSLY 
But if political risk worsens, even developed markets government bonds could come under 

threat. Which begs the question: do investors need to start rethinking the concept of 

so-called safe-haven assets?

The appetite for sovereign bonds shows that they continue to be prized for their liquidity 

and relative stability during times of stress in the financial markets, but they are not risk-free. 

With yields at such low levels, a rise in inflation over the coming years would leave bond 

investors vulnerable to capital erosion, for example. And the returns on offer may no longer 

provide an accurate measure of creditworthiness. Gilts became more expensive in the 

wake of Brexit, despite the slide in the UK’s credit rating.
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While the prospect of sovereign defaults in former safe havens is, for now, remote (but 

not necessarily zero), the contagion threat Brexit poses to other European countries is 

still real. Initial reactions to the UK’s decision have been encouraging, with the rest of the 

EU showing greater cohesion and unity. There is ample scope for setbacks along the way, 

mostly in the UK, but Europe is not immune.

Moreover, there are several political hurdles on the horizon in the euro-zone, including 

elections this year in France and Germany. The result of the Netherlands’ election, held 

in March, highlighted the decline of traditional voting patterns and the continuing rise 

of populist parties, with Geert Wilders’ right-wing Freedom Party taking 20 seats in the 

150-member Dutch parliament. Politics in the Netherlands is more fragmented then ever 

with 13 political parties gaining seats, complicating the task of forming a new coalition. 

Populist parties are unlikely to gain enough votes to gain power in France or Germany 

although they are influencing the tone of the political debate and the stance of traditional 

l̀iberal’ parties. 

We believe the greatest danger to the euro-zone and the EU this year probably lies in Italy. 

The political situation there remains combustible, compounded by ongoing worries about 

the Italian banks. An election is not due until 2018, but an early election this year is possible. 

The Five Start Movement – who at best are skeptical about euro zone membership and 

have argued in the past for Italy to leave – are currently the most popular party in Italy.

Japan, meanwhile, is involved in a standoff with China over the sovereignty of islands in 

the South China Sea. Tensions in the region have escalated after a United Nations tribunal 

rejected China’s claims to huge swathes of the waterway in a ruling on July 13, 2016. There 

are risks too that the US gets more closely involved in this and other areas. The Trump era is 

almost certain to usher in a far blunter approach to international relations, with heightened 

risks of greater protectionism, as well as currency and trade wars. Initially, financial markets 

responded to Trump’s election by focusing on the likely market - and economy-friendly 

elements - of tax cuts, tax reforms and a more expansive fiscal policy. But controversial 

comments and acts have characterized Trump’s early months in office. Executive orders 

affecting immigration and further rhetoric on trade policy and relations with Mexico have 

hinted at a much more confrontational approach to “diplomacy”. Fears about the reality of 

a Trump presidency, which had receded briefly, have returned and could easily increase.

FLIGHT TO EMERGING MARKETS?
As the risk profile of developed markets changes, do investors need to look further afield 

to try and protect capital and diversify their returns? The rise in political risk across the 

developed world has raised an intriguing prospect — that emerging markets might 

become the new sites of refuge for investors. While it is a stretch to portray emerging 

markets as safe havens, it could be argued that the political risk is priced in to investment 

assets in these economies.

Emerging markets certainly performed well following the Brexit vote. There are various 

sound reasons for this. Emerging markets in Asia and Latin America have limited trade links 

to the UK — Britain receives just 3.4% of India’s overall exports, for example1 — so these 

regions are relatively insulated from the effects of Brexit. And any policy decisions that 

directly or indirectly result from the heightened political and economic risk in the developed 

world could actually be conducive to emerging-market growth. 

Political risk remains a significant problem in some emerging markets. In Turkey, President 

Recep Tayyip Erdogan has cracked down on opposition to his rule after surviving an 

attempted military coup in July. In Brazil, there is an extensive corruption scandal involving 

dozens of senior politicians in the Brazilian government. And in South Africa, several scandals 
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have engulfed President Jabob Zuma. But in these countries, unlike the developed world, 

political instability tends to be factored in to asset valuations, offering investors a measure of 

compensation for the risk.

“RELATIVE HAVENS”
Recent history suggests it may be premature to designate emerging markets as oases of 

safety, however. The idea that emerging markets might become new safe havens was 

widely touted in early 2011, during the euro-zone crisis, when developing economies’ high 

economic growth rates and comparatively low debt levels made them look relatively robust 

against their increasingly-indebted developed world peers.

However, when global economic growth slowed in August and September of 2011, 

capital rushed back to the perceived safety of the US — and emerging markets were 

hit hard, particularly in illiquid sectors such as corporate debt. In September 2011 alone, 

investors withdrew more than US$4 billion from emerging-market debt funds. This 

suggests that when problems in developed markets escalate into concerns that affect 

global growth as a whole, capital tends to flow back to more liquid markets.

Nevertheless, the perception of the risk differential between developed and emerging 

markets is undoubtedly shifting, and developed-market investors are paying greater 

attention to political developments in a way that has long been second nature to 

emerging-market teams. Investors should perhaps seek to make better use of ‘big data’ to 

analyze demographic trends and voting patterns in order to more accurately assess the 

likelihood of various political outcomes, and position their portfolios accordingly. 

INVESTMENT IMPLICATIONS
As political risk grows in the developed world, investors will need to think of safety in more 

relative terms. Instead of simply parking capital in a notional safe haven in times of strife, it 

will become more important to seek broader exposure to a range of assets, while managing 

the downside risks. For example, if political populism leads to a retreat from globalization, 

export-orientated companies are likely to fare worse than domestically-focused peers. One 

way of expressing that view would be to own a broad domestic-focused equity index such 

as the US Russell-2000 Index against the US-focused S&P 500.

If developments in Europe were to raise the probability of less, rather than more integration, 

government bond yields in those countries with larger debt burdens such as Italy, Portugal 

and Spain would be likely to rise relative to German government bond yields. The spread 

between ‘safe-haven’ German government bonds and other European markets has 

widened appreciably since last summer, reflecting the rise in political risk as populism gains 

ground across Europe. 

Emerging markets tend to perform poorly in the face of global ‘risk-off’ events. For example 

during the period of the European sovereign debt crisis of 2010–12, emerging-market 

equities underperformed other markets. However, compared to that period, 

emerging-market equity valuations look far more attractive today and investors are typically 

not heavily overweight the asset class. These factors should provide some support to those 

markets. However, should global trade flows reduce materially, those countries that are less 

reliant on trade (such as Brazil) should fare relatively better than those more reliant (such 

as Mexico).

One way we aim to tackle the risk associated with geopolitics (and other risk events) is to 

hold investment strategies when asset prices move more sharply. Those can be in terms of 

equity, currency or fixed income volatility. 
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VIEW FROM THE FLOOR*

In addition to the general investment implications of political risk, senior portfolio managers 

from across Aviva Investors’ global investment teams explain the potential impacts of this 

theme on different asset classes.

CHARLIE DIEBEL, HEAD OF RATES

“The risks have been amply demonstrated via the ‘Brexit’ outcome and the election of 

President Trump in the US. These unexpected outcomes have highlighted  

the importance of taking a balanced approach to portfolio construction.”

PETER FITZGERALD, GLOBAL HEAD OF MULTI-ASSETS

“Geopolitical risks are ever-present in markets and are particularly difficult to predict. 

Inevitably these risks are skewed to the downside. We address this by ensuring we have 

well diversified portfolios and spend as much time considering the risks to all our positions 

as well as the upside if the idea goes well.”

WILL BALLARD, HEAD OF EMERGING MARKETS & ASIA  
PACIFIC EQUITIES

“The shift in investor perception towards political risk from a focus on emerging markets to 

encompass developed markets has had a positive impact on investors’ perception of the 

risks associated with emerging markets. With this re-assessment of relative risk, it has given 

investors the opportunity to appreciate the diversification benefits that emerging markets 

can offer to their broader portfolio.”

RICHARD SALDANHA, FUND MANAGER, GLOBAL EQUITIES

“We have seen significant flows across regional equity markets as investors grapple with 

political issues. Whilst we expect geopolitical risks to remain elevated for some time, it’s 

important to differentiate between countries and corporates.

Companies that have diversified revenue streams across geographies offer investors the 

best insulation against political risks that may be prevalent in any particular region or 

country.”

COLIN PURDIE, GLOBAL HEAD OF INVESTMENT GRADE CREDIT

“Geopolitical developments remain a key driver of credit markets in the emerging and the 

developed market space. Whilst credit volatility is extremely low currently, unforeseen 

geopolitical events can cause this to change, such as occurred after the Brexit vote. In 

an increasingly global world, corporate bond issuers often operate in multiple locations, 

meaning that different companies can also be exposed to different risks. So whilst certain 

automakers are more exposed to changes in the Chinese political landscape given how 

much they export to that country, US energy companies may be more impacted by Donald 

Trump’s victory in the US presidential election (with less regulation/concern on the climate 

change ramifications of generating power). The French and German elections this year 

could also have ramifications for the future of the euro-zone. A possible election in Italy 

holds an even greater threat. These are a few of the geopolitical issues that could impact the 

whole credit market, or certain parts of it. We believe the best way to hedge geopolitical risk 

is through credit options — which are currently cheap given the very low level of volatility.

In return for an upfront premium, these options offer protection should credit spreads 

widen significantly, but have limited downside if the risks don’t materialize and the 

market rallies.”
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IMPORTANT INFORMATION
Unless stated otherwise, any sources and opinions expressed are those of Aviva Investors 

Global Services Limited (Aviva Investors) as of March 27, 2017. Opinions, estimates, 

forecasts, and statements of financial market trends that are based on current market 

conditions constitute our judgment and are subject to change without notice. Information 

contained herein has been obtained from sources believed to be reliable, but has not been 

independently verified by Aviva Investors and is not guaranteed to be accurate. References 

to specific securities, asset classes and financial markets are for illustrative purposes only 

and are not intended to be, and should not be interpreted as, recommendations.

Past performance is no guarantee of future results. 

The name “Aviva Investors” as used in this presentation refers to the global organization 

of affiliated asset management businesses operating under the Aviva Investors name. 

Each Aviva Investors’ affiliate is a subsidiary of Aviva plc, a publicly- traded multi-national 

financial services company headquartered in the United Kingdom.

For Use in Canada

Aviva Investors Canada, Inc (“AIC”) is located in Toronto and is based within the North 

American region of the global organization of affiliated asset management businesses 

operating under the Aviva Investors name. AIC is registered with the Ontario Securities 

Commission (“OSC”) as a Portfolio Manager, an Exempt Market Dealer, and a Commodity 

Trading Manager.

For Use in the United States 

Aviva Investors Americas LLC is a federally registered investment advisor with the U.S. 

Securities and Exchange Commission. Aviva Investors Americas is also a commodity trading 

advisor (“CTA”) and commodity pool operator (“CPO”) registered with the Commodity 

Futures Trading Commission (“CFTC”), and is a member of the National Futures Association 

(“NFA”). In performing its services, AIA utilizes the services of investment professionals 

of affiliated investment advisory firms who are best positioned to provide the expertise 

required to manage a particular strategy or product. In keeping with applicable regulatory 

guidance, each such affiliate entered into a Memorandum of Understanding (“MOU”) 

with AIA pursuant to which such affiliate is considered a “Participating Affiliate” of AIA as 

that term is used in relief granted by the staff of the Securities and Exchange Commission 

allowing US registered investment advisers to use portfolio management and trading 

resources of advisory affiliates subject to the supervision of a registered adviser. Investment 

professionals from AIA’s

Participating Affiliates render portfolio management, research or trading services to clients 

of AIA. Investment professionals from the Participating Affiliate also render substantially 

similar portfolio management research or trading services to clients of advisory affiliates 

which may result in performance better or worse than presented herein. This means 

that the employees of the Participating Affiliate who are involved in the management of 

strategies and other products offered to US investors are supervised by AIA.

AIA’s Form ADV Part 2A, which provides background information about the firm and its 

business practices, is available upon written request to:

Compliance Department

225 West Wacker Drive, Suite 2250

Chicago, IL 60606

J17755_2017-0194_AIA/AIC_April 2017

Geopolitics —No more safe havens? 6

Briefing Note


