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OUR EXPECTATION THAT
VOLATILITY WOULD BE
A KEY FEATURE OF 2016’s
MARKETS CERTAINLY CAME
TO PASS IN THE FIRST
QUARTER OF THE YEAR
Investors were reacting to data showing the major economies
struggling to gain any growth momentum. While markets have settled
more recently, we expect that spikes in volatility will continue to
characterize markets over the remainder of the year.
Among the potential triggers are a range of geopolitical factors,
including discord in Europe surrounding the EU and ongoing tensions
in the Middle East. How can investors prepare? In this edition we
assess how a range of approaches performed amid the recent market
distress, including rebalancing triggers tied to volatility and managed
volatility strategies with a lower-beta tilt.
Central bank policy has been integral to combating fragile economic
growth and bumpy markets since the global financial crisis, but the
stubborn persistence of those challenges has created a conundrum for
policymakers, seemingly exhausting their arsenal.
In this update we feature a roundtable discussion that examines what
scope remains for monetary policy to confront the challenges ahead, as
well assessing the potential risks for investors.
Against the backdrop of challenging markets and low or negative rates
globally, the potential of traditional portfolio allocations has come
under significant strain.
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We illustrate the growing complexity, volatility and
duration of portfolios required to achieve a typical 7%
return target in this lower-for-longer world, compared
with the relatively straightforward and less volatile
allocations of 10 years ago. To achieve the ambitious
double-digit return targets indicated by the
institutional investors in our global survey published
earlier this year would require even higher levels of
risk and complexity, which suggests many investors
will need to recalibrate their return objectives.
We continue to advocate revisiting allocations,
integrating factor exposures to boost returns where
possible and uncovering new and efficient forms of
alpha generation.

Rick Lacaille, Chief Investment Officer
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UPDATE ON THE
MAJOR ECONOMIES
Projections Downgraded

In our 2016 Global Market Outlook, published at the
beginning of the year, we opined that economic
conditions would change little this year, projecting,
“more of the same: lackluster growth, low inflation
and limited policy tightening.” Moreover, we
stressed that the risks were skewed to the downside,
“likely fueling bouts of investor uncertainty and
market volatility.”

The most notable change, however, is to the path of
US-administered interest rates. We had projected
liftoff in March 2016, followed by further hikes at
alternate meetings through the rest of the year. But,
of course, the Fed made the first move in December,
although it has been unable to follow up thus far
because of weakness in some of the US data and
uncertainty about economic conditions abroad.

Events went mainly as we predicted, but we’ve had
to rethink some parts of the forecast. The loss of
momentum in both the United States and Japan has
led to us downgrading our 2016 growth projections
for both countries. The US slowed more sharply than
expected in the second half of last year, and, yet again,
got off to a slow start this year.

We now anticipate just one hike this year, most likely
in September or December. Moreover, we think the
risks around the four hikes projected in the Fed’s dot
diagram for next year are skewed to lower for longer,
because of the current asymmetries in monetary
policy, namely the limited ammunition the Fed has
to respond to a downside surprise, compared to the
more than ample ammunition it has to respond to an
upside one. We explore this theme in more detail
later in this issue.

Although the recovery should regain some
momentum in the second quarter, it now appears
unlikely that US growth will reach the 2.5% we
projected at the start of the year. Rather, we expect
the economy to advance by around 2.0%.

Growth Forecasts

The Japanese economy performed even more poorly
in 2015, essentially stagnating over the last nine
months of the year. Moreover, the incoming data
suggest no immediate turnaround, leading us to
revise our forecast down from 1.2% to just 0.7%.

3.0 3.2 5.3 5.2

Meanwhile, the outlook for the eurozone has
remained largely unchanged. Admittedly, growth
surprised to the upside in the first quarter, but we
expect it to moderate over the rest of the year,
limiting the advance to 1.6% in 2016.
The larger-than-anticipated drop in oil prices in the
fourth quarter of last year and first quarter of this
has caused inflation to surprise to the downside,
particularly in Japan and the eurozone, where the
unexpected strength of the yen and euro have
reinforced disinflationary forces.
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Source: SSGA Economics Team, Oxford Economic, as of 31 May 2016. The forecasts on this and the following page are based on certain assumptions and
analysis made by SSGA. There is no guarantee that the estimates will be achieved.
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MARKET OUTLOOK
Moving Targets

The opening half of 2016 has been perplexing to
navigate for global investors as many of the market
trends that prevailed coming into the year have
sharply reversed and consolidated through mid-year,
leaving global equities near unchanged. Ushering in
2016 was a violent sell-off in global equity markets
that saw the worst first week of the year on record for
the S&P 500 and an eventual decline in the MSCI
World Index of 12% though 11 February.
Front and center in the turmoil that opened the new
year was a series of conflicting messages from
China’s policymakers in both equity and currency
markets, each iteration of which seemed to unsettle
the markets more than the last. The surge in
volatility resulted in rallies in safe-haven assets such
as gold, US Treasuries and funding currencies such
as the yen.
Then, around the second week of February,
everything changed and growth assets began a
strong rally that has mostly held as we reach the
midpoint of the year, leaving the MSCI World Index
up 2.1% YTD through 31 May. If there is a story to be
told as to what was the clearest indicator that global
sentiment had dramatically shifted around 12
February, there are few as compelling as the reversal
in oil prices . Through 11 February, crude oil as
measured by the front-month West Texas
Intermediate contract was down 29% year to date.

This aggressive decline at the start of 2016, following
large declines of 46% in 2014 and 30% in 2015,
contributed to market volatility more broadly in the
equity energy sector and US high yield, and
conveyed a message of weak underlying global
demand. Rhetoric and rumors from oil exporting
states on possible production freezes or even cuts
alongside lower expected capex spending in the
sector provided the base for an 87% rally in oil from
11 February through the end of May.
While growth assets rebounded into the spring,
safe-haven assets surprisingly held ground and in
some cases continued to rally, suggesting continued
demand for hedges by investors. Gold, long-maturity
US Treasuries and the Japanese yen returned 15%,
8.5% and 9%, respectively through 31 May, all easily
besting developed market equities. The relative
sense of unease also appears to be keeping the US
Federal Reserve in check and has pushed further
interest rate hikes off until the later part of 2016.
How does this market action line up with the market
outlook we provided going into 2016? Opposite is an
overview of some of our main market calls, how they
line up against the scrutiny of actual events and how
we evaluate them for the rest of 2016.

OIL DROPS

46

%

2014

Source: SSGA, as of 31 May 2016.
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Positive on Risk Assets
Equities look favorable over the
remainder of 2016 with global
government bonds likely to fare
worst. Our 2016 forecast for
developed world equities was
4.4%, which exceeded a barely
positive forecast of 0.3% for
global government bonds.
The initial sell-off in risky assets
in 2016 led both to a flight to
safety as well as policy support by
global central banks that, in
combination, buoyed global
bonds relative to equities in the
first half of the year.
Looking forward to the rest of
2016, however, all the reasons for
a low expected return for bonds
relative to equities still hold, with
now lower yields in bonds as a
starting point.
Commodity and Interest-RateExposed Sectors
We initially expected that these
were positioned to underperform.
This did not play out in the first
half of 2016 as a result of the
sharp rally in oil and flight to
government bonds profiled above.
Looking forward to the second
half of 2016, however, the sharp
rise in commodity and bond prices
may be difficult to sustain, so we
maintain our original outlook for
the second part of the year.

Japanese and European
Equities Move Towards
Neutral
Our positive view on Japanese and
European equities was supported
by a belief that expansionary
monetary policies would continue
to weaken their respective
currencies, improving relative
global competitiveness, and
providing support for nascent
local economic recoveries and
stronger corporate profits.
As predicted, policy support was
extended with a move to negative
interest rates in Japan on
28 January and deeper negative
rates in the eurozone in March,
along with an expanded bond
buying program, to include
corporate bonds.
The market reaction, however, has
been somewhat counterintuitive,
with the Japanese yen and euro
both strengthening relative to the
US dollar, and Japanese and
European equities broadly
underperforming the MSCI
World Index.
Given the likely limits to policy
support in a negative rate
environment, we have
downgraded our assessment of
Japanese and European equities
and now hold a more neutral
view, though acknowledge that
these regions continue to carry
relatively attractive valuations.

Volatility will Remain Highly
Unpredictable
This theme has been a feature of
markets. Given the continued list
of uncertainties confronting the
markets we expect the tenuous
environment to persist through
the end of the year.
While China fell out of the
headlines at the close of the first
quarter, the challenges that
China faces in supporting a
slowing economy while
maintaining a strong currency
stance continue. They are likely
to test market nerves again
before too long.
As we examine later in this issue,
in Pressure Points, sensitivity to
political events remains
heightened. Ongoing discord in
Europe, exemplified by the
imminent Brexit referendum, is a
principle concern.
And finally, global economic
growth is expected to further
moderate in 2016 relative to 2015
accompanied by a persistent fall
in developed market productivity
that will restrain potential
earnings growth.
Credit
Given the still mostly favorable
policy backdrop as well as
continued low default rates in
high-yield bonds with high carry,
we maintain a cautiously
optimistic outlook on credit
through a modest overweight to
high-yield bonds and intermediate
investment-grade credit.
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PRESSURE POINTS
Politics and Markets

A sharp increase in volatility revisited markets in
the second half of 2015 and extended into the first
quarter of 2016. It followed an extended period of
relative calm that began after the global financial
crisis and had, perhaps, lulled investors into a
false sense of security. In a lower-for-longer
environment, the prospect of higher volatility can
be even more challenging for investors’ portfolios.
While volatility is fueled by a range of factors, the
focus in 2016 has been on a series of geopolitical
events that have rattled markets, or at least have the
potential to over the remainder of the year.
Elections, government policy activities and regional
conflicts pose significant pressure points for
markets over the coming months. Here we highlight
some key concerns.
Europe
Dominating many headlines to date has been the
Brexit debate – the UK’s referendum to decide
whether to remain a member of the European Union
(EU), which it has been since 1973, or to exit.
Regardless of the outcome, longer-term concerns
surrounding the functioning of the EU appear set to
intermittently unsettle markets.
The common currency, the euro, has contributed to a
dichotomy of growth between the continent’s
southern countries and the north, Germany in
particular. Meanwhile euroskeptic political and
protest groups are gaining prominence as migration
concerns are exacerbated by a refugee crisis that
stems from war in Syria and poverty in Africa.
Divisions between member states about how to
resolve these problems pose ongoing risks to stability.
US
In the US, the presidential election provides another
focus for markets. While we do not believe the
election poses much of a risk for markets, the
nomination campaign perhaps represents an
archetype for global political stress, and is a
reflection of an undercurrent of voter dissatisfaction
adding to uncertainty. Governments and political
parties are under increasing scrutiny from
disaffected voters.
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Politicians and parties tapping into the mood of voter
disquiet have gained momentum, including
Republican nominee Donald Trump and perhaps
Bernie Sanders at the other end of the political
spectrum. This disquiet is echoed in Europe by the rise
of right-wing parties in Austria, France and Greece.
China
In China, the government’s handling of and
intervention in the economy remains closely
monitored. Of particular focus is its capacity to
navigate a slowdown in growth while trying to
execute a program of reform of state-owned
enterprises (SOEs). The shorter-term positive view
is that the government has a plan and is attempting
to slowly repurpose a massive economy. The
negative view is that their recent track record with
the currency devaluation, stock market regulation
and the general regulatory framework has been
inconsistent, generating substantial market turmoil.
The effective management of stimulus programs and
the flow of credit will be crucial to stability in China
and, ultimately, globally.
Middle East
In the Middle East, the Sunni and Shia divide is likely
to continue to deliver volatility into global markets for
years to come. The majority-Sunni Saudis are
grappling with a lower oil price, a resultant unbalanced
budget, a narrowly-focused economy, military
intervention in Yemen, a loss of assets through
sovereign wealth fund liquidations, and the reemergence of old foe Iran. The return of US oil selfsufficiency also means the Saudis are less sheltered by
cover of US power, contributing to regional divisions
and conflict, including the war in Yemen.
The implication for markets is that there is little
chance Saudi Arabia will reduce oil production.
Similarly Iran, long banned from global markets and
desperately short of credit, is likely to pursue higher
oil production. While oil prices have rallied recently
from multi-year lows at the start of the year, this is
likely to stimulate production and work to cap the
price. The risk here is unknowable but the chance of
a major event looms large.

US

 US presidential election
campaign ongoing
 Closely monitored, but unlikely
to pose a risk to markets

SYRIA

 Ongoing conflict and refugee crisis
 4 million displaced people, up from 10,000 in 2010
 Over 2.7 million Syrians have fled to Turkey and
1 million to Europe
 Number of refugees up 12% in 2015

RUSSIA

 Under pressure from recession,
sanctions and low oil prices
 Geopolitical tensions from activity
in Syria and Ukraine remain
 Government response remains
unpredictable

EUROPE

 UK referendum on EU membership
 Syrian and African refugee crises
highlighting EU policy divisions
 Euroskeptic parties gaining prominence
 Growth disparity across continent adding
to social unease

MIDDLE EAST







Lower oil price pressuring budgets
Economies too narrowly focused
Saudi military intervention in Yemen
Sovereign wealth fund liquidations
Severed diplomatic relations between
Iran and Saudi Arabia

CHINA

 Government intervention to
stimulate economy
 Management of housing
sector and credit growth
under scrutiny
 Property speculation
continues
 House prices surged over
30% in 2016, and sales were
up 44% YoY in April
 Ongoing state-owned
enterprise reform

Source: SSGA, as at 31 May 2016.
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ADDRESSING
VOLATILITY
A Strategy Scorecard

As we wrote in the April issue of our IQ magazine, this time it
really is different.* Central bankers have blunted all their tools and
so have lost the ability and political backing to smoothly manage
the global economy.
This means that the previous status quo, where market volatility
remained stubbornly low or, if it spiked, quickly fell again as central
banks printed money, has evaporated. The burden of volatility
management now rests solely on the investor.
This new state of affairs was clearly shown in market activity at the
start of the year, when uncertainties around China, oil, economic
growth, and indeed the next US president together fed market
volatility, leading global equities to drop close to 12% by midFebruary, only to rebound from there and eke a gain of just over 1% on
the year by the end of April. And, as we discussed earlier in Pressure
Points, many of the geopolitical reasons for volatility still persist.
In hindsight, our prediction of a higher background level of volatility
was an obvious call to make. More surprising was the fact that, for
once, developing economies like China and Brazil sneezed, and the
advanced economies caught a cold. Also going against consensus was
the crumbling US dollar, which defied expectations of appreciation as
the tailwind of a tightening cycle quickly petered out.
Over the unsettled period at the start of the year the need for volatility
management was in sharper focus than ever. Here we look at how a
number of different volatility mitigation approaches have performed.

Low Volatility Strategies
The year started on a definitive
negative tone, with the MSCI
World Index losing almost 6% in
the first month. During the same
period, the MSCI Minimum
Volatility Index also posted
negative returns but of only 1.7%,
outperforming the broad market
by over 4%. The same pattern was
observed across the regions.
February continued negatively,
but a relief rally kicked off
mid-month and the market
finished on a generally positive
note. Low volatility strategies
provided the necessary support
during the first half of the month
but lagged the general market in
the second half. That first-half
protection was more than enough
to offset the lag in the second
half: while the MSCI Minimum
Volatility Index delivered +2.1%
in February, its cap-weighted
counterpart posted a negative
return of -0.74%.
March was a different story, with
the low volatility strategies
lagging the broader market.
However, it was a continuation of
February’s relief rally and, as
expected, such strategies tend to
lag in strong upward markets.
These downside mitigation
strategies would have provided
strong results: for example, while
the MSCI World Index is up 1.8%
YTD, its Minimum Volatility
counterpart is up 6.9% YTD
(+5.1% on a relative basis).
Source: SSGA, MSCI, as of 31 May 2016.

VIX IN 2016
Jan
Source: SSGA, as of 31 May 2016. For illustrative purposes only.
*Q1/2 The New Investment Reality. Available at ssga.com
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Dynamic Asset Allocation

Target Volatility Strategies

The first six weeks of the year saw diversification fail
with correlations between apparently diversified
assets moving towards one as fear set in.

Target volatility strategies allocate between a risky
portfolio and cash, based on forecast volatility
relative to a target level chosen by the investor. As
market volatility and drawdowns tend to accompany
each other, a strategy that explicitly manages
volatility, such as a target volatility strategy tends to
cushion portfolios against drawdowns.

This underlined the worth of dynamic asset
allocation that is capable of responding to market
conditions. This type of strategy adds to traditional
asset allocation a set of shorter-term exposures,
based on market outlook and investor sentiment.
An example of this type of approach is illustrated in
the chart below. These types of dynamic approaches
would have tended to work well at the start of the
year, minimizing drawdowns to less than 5% as the
market swooned.
Such portfolios would have remained stable during
the “V-shaped” recovery we saw around the middle
of February, before moving up with the market in
March, and ending May up, ahead of the market’s
1.2% because they would not have fallen as much
during the volatility at the start of the year.
105 Percent
100

However, such strategies cannot protect against
extreme market movements that are unaccompanied
by rising volatility, and will also generally lag the
market in steep rallies, since the reduction in cash
and allocation to equities takes time to effect. Both
the benefits and drawbacks of these strategies came
to the fore at the start of the year (see chart below).
In our example, the strategy opened the year with an
allocation to equities of just over 60%, and
successively de-risked, upon hitting the defined 12%
volatility level into risk-free assets, helping protect
the downside.
However, temporarily remaining heavily weighted
in cash as the market quickly bounced would have
led to a performance drag. This drag would have
gradually unwound as the rally took hold and the
strategies re-risked.
That said, such a strategy would still have managed
to outperform the market in US-dollar terms over
the first four months, delivering a return of around
3% with lower drawdowns than the market.

95
90
85
Dynamic Asset Allocation Example (USD)
MSCI World Index (USD)
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Dec15

Jan16

Feb16

Mar16

Apr16

Source: SSGA, as of 31 May 2016. The information contained above is for
illustrative purposes only, and is not meant to reflect the performance of
any SSGA product. MSCI World Index returns are unmanaged and do not
reflect the deduction of any fees or expenses. Index returns reflect all
items of income, gain and loss and the reinvestment of dividends.

Importantly, volatility over the period would have
been just over 10% annualized, lower than its 12%
target and significantly less than the market’s
volatility of almost 15%.
105 Percent
100
95
90
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Target Volatility Strategy Example (12% Trigger Level) (USD)
MSCI World (USD)
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Source: SSGA, as of 31 May 2016. The information contained above is for
illustrative purposes only, and is not meant to reflect the performance of
any SSGA product. MSCI World Index returns are unmanaged and do not
reflect the deduction of any fees or expenses. Index returns reflect all
items of income, gain and loss and the reinvestment of dividends.
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PLAYING FOR TIME
Investment Roundtable

Steve Meier

CIO of Global Fixed Income,
Currency and Cash

•
•
•
•

Cathy Powers
Global Head of Rates
and Sector Strategies

Michael Ho
CIO of Global Macro

Chris Probyn
Chief Economist

Central banks expected to keep rates lower for longer amid fragile growth and high sovereign debt.
With global rates low or negative, central banks have little room for maneuver on the downside.
Unconventional policy leading to greater risk-taking, leverage and asset price distortions.
Global debt unwinding likely to take a decade or more.

What should we expect from
the major central banks for the
second half of the year?
With 12 major economies offering negativeyielding sovereign debt and global economic
growth still weak, our investment professionals
discuss what to expect from central banks and
markets in the second half of the year.
While central bank guidance on monetary policy
has been a key investment driver since the global
financial crisis, there are growing questions around
monetary policy effectiveness in the absence of
fiscal stimulus, and whether an evermore
challenging search for yield in the age of NIRP
(negative interest rate policy) and rising sovereign
debt could pose broader downside market risks to a
fragile global economy.
Defensive positioning against bumpy markets and
keeping some dry powder to capture opportunistic
market dislocations, our experts say, remain
appropriate investment responses for the second
half of a year that continues to be marked by
great uncertainty.
1

Probyn: I think the European Central Bank (ECB),

Bank of Japan (BoJ), Bank of England (BoE) and the
People’s Bank of China (PBoC) will all hold the line
or ease for the rest of the year. There is perhaps a
small chance that the BoE might raise rates in
August or November if the UK votes to stay in the
European Union. The BoJ is under pressure to ease
because inflation is falling again so they will
probably have to do something.
The big question is what the Fed will do. The
infamous dot plot has been less helpful this year, as
events have consistently overtaken the Fed. Clearly
between December and March the Fed went from
four hikes to two—and the market now doesn’t even
believe there will be two! The Fed continues to be
data-driven, but unfortunately the data are mixed.
Apart from good labor market data on the whole,
growth, manufacturing, and mining are all weak. If,
however, we get another solid employment report
before the Fed’s June meeting, I think we might get
another rate hike.1

The Fed rate decision for their June meeting had not been announced by the time we went to press.
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Powers: I don’t struggle with
whether it will be two Fed hikes
or one this year, because one is
already priced into the market; at
least we know it’s not going to be
three. I focus on what Yellen says,
because she is very much driving
consensus within the Fed. On the
whole she continues to be dovish
and prepared to err on the side of
caution because there is an
asymmetry to the Fed’s policy
tools: she can easily raise rates if
inflation gets out of hand, but has
fewer options to manage risks to
the downside.
Yellen is willing to be patient with
hikes, because she can’t explain
some of the inflation dynamics
that are puzzling economists
around the world, not just in the
US but everywhere where
inflation is unusually low. In the
US and the UK, where labor
markets have been tightening,
you’d expect to see better wage
growth at this point in the cycle
and we haven’t. If she doesn’t
fully know where NAIRU2 should
be, she is willing to wait.

In the US and the UK,
where labor markets
have been tightening,
you’d expect to see
better wage growth at
this point in the cycle
and we haven’t.
At the same time, global
developments are still very much
on the Fed’s radar. Yellen and the
Fed more broadly have to think
about how the slowdown in China,
headwinds in Europe and Japan,
currency moves, and oil prices will
affect the US. So far the Fed is
indicating that those risks are still
tilted to the downside, and Brexit
remains a huge wild card until the
vote on 23 June.
2
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Meier: We live in an integrated
global economy so what happens
outside the US has a greater
impact than ever before and the
Fed is right to acknowledge that
they don’t operate in a vacuum.
At the same time, they can’t be so
focused on events beyond the US
that they don’t execute on their
mandate to target reasonable
inflation levels and full
employment.

Powers: How the Fed
communicates the next hike will
be very important, as the tone
they set will be important to the
rest of the global market,
especially emerging markets.
There’s significant market
sensitivity to what the Fed might
do, which is why we are seeing
these bouts of volatility.

NAIRU is an acronym for non-accelerating inflation rate of unemployment, and refers to a level of unemployment below which inflation rises.
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Do you share the view that
central banks are running out of
ammunition and that monetary
policy is losing its effectiveness
in battling deflationary forces?

What’s happened instead is that the money multiplier
has plummeted. Rather than the money being lent to
the private sector to fuel economic growth, the banks
have placed those reserves back with the central
bank. Now the central banks have said they will
charge banks for not lending that money.

Powers: If you ask major central bankers, they would
emphatically say no, because they have unlimited
balance sheets. Now whether they want to resort to
the extreme of so-called helicopter money is another
question entirely, because it is so politically sensitive.
But if the economic situation deteriorated badly, I
think they would consider all options.

The idea is to shake money lying
around in the banking system and
put it into circulation by penalizing
banks holding reserves.

At the same time, it is no accident that ECB
President Mario Draghi takes every opportunity to
mention the need for structural reform. He knows
that if he doesn’t keep that front and center, he could
be forced into doing things he would prefer to avoid.

We haven’t yet seen a great deal of evidence that
moving from zero to negative interest rates has had a
big effect, but it is early days.

Meier: I think it is right to ask if monetary policy
has run its course. There is a real question about
how powerful additional monetary policy changes
will be, given the already low level of rates. You could
argue that central banks have played out what
they’re able to do. They have already impacted
consumer and investor behavior in ways that don’t
necessarily spur growth, and arguably add more
systemic risk, given the excessive risk-taking and
build-up of leverage in the stretch for yield.
Probyn: We’re in this sort of tired world where we

Probyn: Well, they have already tried a number of

approaches. The ECB has introduced a new form of
the TLTRO, the targeted longer-term refinancing
operation introduced in 2014, which essentially tells
banks that if you borrow money from us through the
TLTRO and lend it, you can pay us back less than
the amount borrowed. So that feels a bit like
helicopter money.
Another monetary incentive to spur lending is
negative interest rates. The idea is to shake money
lying around in the banking system and put it into
circulation by penalizing banks holding reserves.
Reserves are meant to be high-powered money that
leads to a multiple expansion of deposits through the
so-called money multiplier.
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just keep ramping down again and again. With
monetary policy, there’s probably not much effective
ammunition left. There’s no willingness to use fiscal
policy to stimulate the economy, apart from
Trudeau’s government in Canada, because of what I
consider an over-fixation with debt. Governments
should be taking advantage of low interest rates to
replace crumbling infrastructure, which would
boost potential growth.
Even the IMF recently published a commentary
entitled, “Too Slow for Too Long,” in which they
called for fiscal expansion. But we seem to have tired
markets, tired economies, and tired central bankers.
The market sell-off is all about concerns around slow
growth. With monetary policy there’s a sense of:
“Oh, God, another turn of the crank from central
banks? Is that really going to do anything?”

Ho: Monetary policy is never meant to create

growth but to restore growth and confidence to the
extent that people are afraid to behave the way they
normally would. What happens when central banks
intervene in markets to such a large degree as they
have since the financial crisis is that they distort
normal market signals in capital allocation. We
think the long-run real interest rate in the US should
be about 1.5%, based on our analysis of demographicimplied consumption growth. This means the
one-year maturity US real rate of 20 basis points is
far too low. The Fed had the opportunity over the
last two years to normalize interest rates, but they
clearly missed that window.

So I agree with Steve that this is creating systemic
risk, because leverage is increasing not only with
sovereign debt but in the corporate sector as well. At
the same time, we don’t see any positive revenue
growth except for developed Asia. The fundamentals
don’t look good for companies because consumption
isn’t as strong as it should be, with aging populations
realizing they need to save more for retirement in
this lower-for-longer world.

What are the risks associated
with continued low to negative
interest rates, and how should
investors be positioned?

Meier: We have a credit cycle that is pretty long in
the tooth by historical standards after more than six
years. That build-up in leverage has been
accompanied by a decline in credit quality. I don’t
think the next financial crisis will come from the
now heavily regulated banking sector, but rather
from some highly leveraged entity. So investors need
to be cognizant of the potential for significant
challenges in the investment-grade and noninvestment-grade credit sectors when we have the
next downturn; not stay out of the asset classes all
together, but be highly selective and make liquidity
risk a key part of the investment calculation.

Ho: I think keeping nominal rates too low for too
long has three effects: first it makes market
participants complacent about the future if they
believe that central banks will continue to intervene
in the markets, and that encourages risk-taking
behavior. Second, keeping real rates too low for too
long incentivizes increasing savings and
maintaining and building productive capacity,
which further create deflationary pressure. Finally,
the historic central bank policies create their own
systemic risk because lower long-term yields extend
the duration of long-maturity assets. On average, we
now have negative interest rates out to 8-10 years.
Switzerland is probably the most extreme case at
about 15 years; Japan is at 10 and Germany is
probably at 8 or 9. This leads to huge asset price
distortions, because bonds are the bedrock upon
which we price everything else, whether it’s discount
rates for pension liabilities or equities.

Powers: I completely agree. As a fixed income
investor, you have to look carefully at relative value
opportunities across sectors, regions, currencies
and duration, given how low rates are. We now
have two major regions, Europe and Japan,
with negative yields. In Japan, you’re paying
to own that 10-year government bond.
There are still opportunities at the back
end of the yield curve in the US, say for
30-year Treasuries at 2.6%. Now, I
might not like that modest return as
a saver, but it’s better than the less
than 1 percent on German bunds.
So you need to manage client
expectations about the
realities of investing in global
fixed income markets in
this low and slow
environment.

We currently have $7 trillion of sovereign debt at
negative yields. That induces the stretch for yield
that Steve mentioned. We now have firms levering
up to pay dividends. Some are in an unsustainable
situation as their dividend yields are higher than
their free-cash-flow yield.

We now have firms paying a higher dividend yield
than their free-cash-flow yield, which means they are
essentially levering up to pay dividends.
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For our global clients, we are
constantly trying to figure out
how to minimize the impact of
negative rates. So while I agree in
principle with Steve’s caution on
credit markets, we have to weigh
the risk and return opportunities.
For example, the ECB is making
credit markets in Europe a bit
more palatable because they are
going to be side-by-side owners
with investors, much like when
the Fed was buying mortgagebacked bonds or Treasuries after
the crisis. At the same time, we
have to acknowledge that their
purchases are distorting the
market. But those distortions are
a double-edged sword in that they
also create opportunities.

For our global clients,
we are constantly
trying to figure out
how to minimize
the impact of
negative rates.
One interesting area of
opportunity amid the volatility
in commodity prices is in the
inflation-protection markets.

Given all the macro risks, genuine diversification
will be more important than ever.
With the tremendous volatility in
oil prices, we saw inflation
expectations collapse. Typically,
changes in energy prices have a
greater impact on inflation
expectations in the shorter term,
two-to-five years. But what’s
interesting about the volatility
we’ve seen over the last year is that
it’s actually affecting inflation
expectations all the way out to 30
years. This is the sort of exogenous
shock that can provide attractive
opportunities for nimble investors.

Ho: The increase in volatility as the
US begins to raise rates while the
rest of the world continues
quantitative and monetary easing
will provide great relative value
opportunities. But from a
directional perspective, we are
cautious in our global macro
strategy positioning because we just
don’t know when the next crisis will
come and the amount of leverage
keeps rising.
We know that US equities are quite
expensive at roughly a 2.75 priceto-book multiple, which would
make sense only if earnings growth
was still high, which it is not.

But if you look at other regions
such as Europe or Japan where
there is still an enormous amount
of central bank will to inflate the
economy and supply liquidity, you
have much lower pricing
multiples, of about 1.25 –1.75. I
think those regions are quite an
attractive value opportunity.
And I agree with Cathy that when
you’re comparing the debt
markets in continental Europe
and Japan and their negative
yields out to 8-10 years, with the
US positive yield, that 2% yield
premium is important. But we are
most concerned about China,
where we think the deflationary
effect of so much leverage and
unnecessary capacity continuing
to build up will be much larger
than people expect.
Given all the macro risks, genuine
diversification will be more
important than ever, and investors
need to look for truly uncorrelated
return streams to provide shock
absorbers for their portfolios.

INVESTMENT STRATEGY
ɆɆ
ɆɆ
ɆɆ
ɆɆ
ɆɆ

Selective approach to credit assets warranted.
Liquidity risk should be closely monitored.
Consider relative value opportunities across sectors, regions, currencies and duration.
Seek uncorrelated return streams to help buffer portfolios.
Price distortions leading to opportunities in select segments, such as inflationprotected markets.
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So, where do we go from here?
Probyn: My view is that the global economy will

continue to bounce along the bottom for some time
to come. Broad-based deflation does not appear to be
taking hold in Europe or the United States, but the
data are more mixed in Japan, where officials are not
making much progress in generating inflation. I do
think central banks will begin to lose credibility if
they continue to undershoot their inflation targets.
And while central banks do not seem to have much
more effective ammunition at their disposal, it is
still very important for them to get monetary policy
right, because a policy mistake—whether it’s raising
interest rates too quickly or withdrawing stimulus
like QE too quickly—can have devastating effects on
markets and economies.

Meier: And central banks don’t have perfect insight
into what impact their policy moves will have. The
most recent example of that was with the BoJ at the
end of January. It had resisted negative rates for so
long but wanted to help weaken the yen and
incentivize investors to invest in credit and equities.
In the event, though, the yen rallied.
I think there’s broad recognition that recovering
from a major credit-fueled financial crisis takes at
least 10 years. We’re now in year 8, so we have at
least another 2 years to go. The deleveraging and
re-regulation of banks also takes time. I think the
US is further along in that repair process. If it takes
10 years in the US, I expect it could take up to 20 in
Europe as the banks have not deleveraged as
thoroughly as US banks and because the eurozone
still has a number of structural issues to address, not
to mention the potential consequences of further
defections if the UK leaves the European Union.

Central banks don’t have perfect
insight into what impact their
policy moves will have.
We have a fragile global economy and demographic
shifts around the world that influence how people
are thinking about savings and investments. Low
rates, negative yields, sluggish growth: I think lower
for longer will persist for multiple years if not
decades. Look at how long rates stayed low in the
1950s and 1960s, so it’s not unprecedented.

Powers: At the end of the day, central banks
globally are trying to buy time in order to achieve an
orderly unwinding of the debt on government and
bank balance sheets. While household debt has come
down since the financial crisis, much of that debt
was transferred to government balance sheets,
which have actually ballooned since the financial
crisis.
It could take two decades or more before the global
economy is in a better place in terms of deleveraging.
I think the major economies are trying to keep
growth positive as they try to reflate their way out of
their huge debt levels. That’s not a comforting
message for savers or people close to retirement,
who will have to work longer and harder and save
more to be in the same place 5 or 10 years from now.
But it does explain why central banks are in no
hurry to normalize rates.

It could take two decades or more
before the global economy is in a
better place in terms of deleveraging.
Ho: I agree that we’re looking at another 15-20 years
of sluggish growth, but I don’t know how you unwind
leverage unless you have good growth. You can try to
inflate your way out of debt, but inflation is
determined by the saving and consumption patterns
of individuals.
I think the current demographic trends mean more
people globally will be saving for retirement and
consuming less over the next few decades. Only then
will we possibly have a greater number of younger
people who will be consuming more and helping to
generate growth again.
Depending on how dire the situation becomes, we
could actually experience a more serious monetizing
of debt, when helicopter money moves beyond the
realm of fantasy, but that will require the kind of
political consensus we don’t see in many advanced
economies today except for China.
So not a very rosy outlook for markets and economies
but an opportunity for active managers to find those
relative value opportunities and market dislocations
to tap for the excess returns more investors will be
needing to achieve their investment objectives.
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POSITIONING YOUR PORTFOLIO
Reaching Return Targets in Lower-for-Longer Markets
A More Complex Proposition
Falling interest rates and reduced return
expectations are challenging investors who still
need to hit lofty return targets.

Reduced Expectations
Higher rates and reasonable valuations enabled a
more straightforward asset allocation in 2006,
compared to today’s required complexity.

Our Investment Solutions Group calculates longterm asset class return forecasts on an annual basis.
We asked the team to work with those forecasts and
identify just how complex a portfolio an investor
would need to construct today to achieve a relatively
modest 7% in this lower-for-longer environment.

Our long-term forecast for investment-grade fixed
income was 6.3% ten years ago, a substantial 400
basis points more than today. This allowed investors
to invest a large percentage in relatively safeyielding asset classes with little duration and little
equity beta risk.

Compared with the conservative 60% fixed income
and 40% equity portfolio needed to target a 7%
return ten years’ ago, today’s result was a much
more complex portfolio, with higher standard
deviation. We show the results below.

REACHING 7 IN 2006

... AND IN 2016

%

US Bonds/
LB Aggregate

60

40

Global
Developed
Equities

US Long
Credit Bond
Private
Equity

10

Emerging
Market Bonds

10

High Yield
Bonds

7.0%
8.1%
0.9%
3.3%

Portfolio Expected Return
Portfolio Standard Deviation (SD)
Expected Return/SD
Portfolio Interest Rate Duration

17.5

7.0%
13.2%
0.5%
3.3%

Global Developed
Active Equities

15

47.5
10

Global
Factor-Tilted
Equities

Portfolio Expected Return
Portfolio Standard Deviation (SD)
Expected Return/SD
Portfolio Interest Rate Duration

Source: SSGA, as of 31 May 2016. For illustrative purposes only. The information on this and the following page should not be considered a recommendation
to invest in a particular sector or to buy or sell any security shown. It is not known whether the sectors or securities shown will be profitable in the future.
The information provided does not constitute investment advice and it should not be relied on as such. It should not be considered a solicitation to buy or an
offer to sell a security. It does not take into account any investor’s particular investment objectives, strategies, tax status or investment horizon. You should
consult your tax and financial advisor. All material has been obtained from sources believed to be reliable. There is no representation or warranty as to the
accuracy of the information and State Street shall have no liability for decisions based on such information.
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Today’s investment environment is far more challenging. Lower rates and lower
global growth mean that investors need to bring other ideas when constructing their
long-term allocations. Compared to 2006, we are forecasting much higher volatility,
despite the addition of new asset classes, and various tools to dampen risk.

For investors looking to boost returns, while keeping
risk in check, here are some ideas to consider:
Reduce Fixed Income, But Extend Duration
While rates are low, there are a few remaining
steep curves across the globe and investors can
grab duration and downside protection at the back
end of those curves.
Non-US investors can move out of their own region,
and buy long-duration US corporates or Strips. In
this way, they can double their duration, but halve
their fixed income allocation, freeing up capital to
be deployed elsewhere. Total portfolio duration
remains constant, providing comfort for those
expecting higher rates.
This move mimics risk parity and LDI investing
but without necessarily employing leverage. We
expect, and have already seen, non-US investors
holding US long bonds, while hedging out the
currency risk. This trend should continue as long
as we see negative rates across the globe.
Take Advantage of Correlations
We generally see negative correlations between
equities and bonds when interest rates are low.
This relationship has been consistent across the
globe and across time. A negative correlation
makes high-quality long bonds particularly
effective at reducing equity tail risk, keeping this
asset class attractive, despite low yields.
Boost Exposure to Growth Assets
With more capital to deploy investors can seek
return in traditional growth assets, like equities,
high yield, real estate, and private equity.
Mind Your Beta
With more capital allocated to growth, and less to
fixed income, investors will need to seek some form
of protection within the growth assets themselves.
Doing so allows for a greater allocation to growth
than otherwise would be the case.
For example, minimum volatility equities, target
volatility (or constant volatility) equities, risk
parity, and multi-asset diversified growth funds
are all means to gain equity-like returns but with
less beta and less downside risk.

Harvest Factor Premia, Do So Consciously
Smart beta within equities is expanding to other
asset classes and into long/short space. Investors
can now create simple, transparent portfolios that
attempt to capture attributes such as Value, Carry,
Low Volatility, and Momentum in asset classes
such as fixed income, currency, and commodities.
Use Active Management, But Keep Your
Fees in Check
With low return expectations, investors need to
find a way to boost returns above the expected
asset class return. Finding good active managers
willing to deliver their services with reasonable
fees is a logical starting point.
Do Not Over-Diversify
Hiring too many active managers within the same
asset class is counterproductive. Managers can
diversify away each other’s exposures, leading to an
expensive index fund.
The investment team should periodically run a risk
analysis of the entire portfolio to quantify the level
of active risk at the total portfolio level.
Use Overlay or Implicit Leverage
to Boost Returns
In our 2016 asset allocation, our assets add up to
110%. This may not suit all institutional investors,
but there are cases where additional exposures can
lower risk.
To illustrate with one example, an investor could
buy futures contracts to gain equity exposure.
The cash could then be invested in a “held-tomaturity” short-maturity investment-grade
corporate bond portfolio.
These bonds could be held at cost and the yield
could be amortized into the fund’s return, allowing
for additional return. Doing this, may allow the
institution to then reduce the overall equity
exposure, beyond what they would need had they
maintained no leverage at all. As always, the pros
and cons of such an approach must be compared as
all methods contain a certain amount of risk.

State Street Global Advisors

21

Global Market Outlook 2016 Update

OUR THEMES IN FOCUS

At the start of 2016, our Global Market Outlook
introduced 6 investment ideas for the year ahead. How
have they fared and what’s in store as the year unfolds?
Portfolio Design
Portfolio Construction

MORE FROM YOUR CORE
As we discuss earlier in this issue, the low-growth environment
that we prepared for at the start of the year has indeed persisted
and volatility, though currently at lower levels, remains
ever-present.
These conditions have meant that investors need to either
recalibrate their return objectives or be prepared to take on far
more risk and complexity.
However, we continue to believe that putting aside the traditional
60/40 approach and instead targeting better risk-adjusted returns
by focusing on factors — along the lines that we outline in
Positioning Your Portfolio — is a viable and, for many investors,
more attractive alternative.

Equity Market Risk

MASTERING VOLATILITY
We began the year with a prediction that political uncertainty
and structural factors mean that volatility will be a market
feature for some time to come. The earlier part of the year,
especially the first four months, has seen this play out and
volatility continues to bubble away.
In this environment, we believe that investors should consider
volatility strategies that limit downside but allow them to
potentially participate in upside. Managed and Low Volatility
strategies or Market-Regime Aware investing continue to hold
promise. Alternatively, Target Volatility Triggers are a
straightforward way to provide a capped volatility level in
portfolios. As ever, the best time to take out insurance is before
you need it not after.
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Alpha Generation
US Earnings & Equities

TOO EARLY TO CALL TIME
After declining by 3.5% in 2015, S&P 500
earnings are forecast to grow 1% in 2016. Two
of the primary headwinds to US earnings in
2015 — declining oil prices and a stronger US
dollar — have so far reversed course in 2016.
Though still 17% lower on a year-over-year
basis, crude oil prices have rallied 33% in 2016
through 31 May. In turn, the dollar has so far
declined 3.5% and is now 1% lower than at the
same point in 2015, potentially providing a
tailwind for earnings this year.
The longer-run factors we cited as continued
headwinds for earnings in 2016 and beyond —
rising interest rates increasing financing costs,
rising wages squeezing profitability and
possibly unsustainable record high corporate
profit shares of GDP — all continue to be in play.

Fixed Income

CREDIT WHERE IT’S DUE
We know we are in the latter stages of the credit
cycle but we don’t know for sure when it will end
and how it will ultimately be impacted by the
non-conventional monetary policies being
pursued by the world’s major central banks.
We believe that both investment-grade and
high-yield credit are reasonably priced; recently
they have been supported by recovering oil prices
and, in general, corporate fundamentals represent
a solid foundation, albeit they are deteriorating
and rating downgrades are on the rise.
We also believe that this credit cycle will be
elongated as central banks (notably the ECB)
continue to intervene in the aftermath of the
financial crisis. We acknowledge that this is a
risky business, some might compare it to
“picking up pennies in front of a steamroller”,
but in a low-yield world, investment-grade and
high-yield credit represent relatively attractive
investment opportunities.

European Equities

EUROPE OUTPERFORMS
A weaker euro, record-low interest rates and
inexpensive raw materials and energy should
have laid the field for ideal growth conditions
but YTD performance for European markets
has been disappointing. MSCI Europe is down
5.08%, in euro, as of 31 May.
Valuations remain undemanding and dividend
yields remain supportive. An overall
improvement in commodity prices has reduced
systemic risk and is more constructive for the
Energy, Materials and Financial sectors.
Earnings momentum has stabilized and
markets have toned down expectations,
making positive earnings surprises more likely.
Uncertainty around Brexit will continue to be a
drag in June as will Fed policy in July.
Seasonality patterns are back, once more
reinforcing the old adage: “Sell in May and go
away”. Given these constraints our asset
allocation team prefers high-yield bonds (both
US and EMU) over equities right now.

Emerging Markets

KEYS TO IGNITION
Overall we retain a cautious stance on
Emerging Markets. We continue to monitor
progress on structural reform in China and
other countries, as well as government efforts
to stabilize and stimulate growth in China.
We see insufficient evidence to suggest that
incremental growth in emerging markets is
likely to be superior to that of developed ones.
Meanwhile, valuations appear in line with the
long-term averages, while earnings growth
appears uneven and lacks momentum.
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