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Throughout 2015, market turbulence made for choppy waters for investors to navigate. Central bank policy 
forecasts grew increasingly unreliable. Global manufacturing and trade slowed as emerging market growth - 
particularly in China – continued to weaken. Commodity prices also struggled, and currency markets only 
added to the wider volatility, as the US dollar’s strength persisted and China devalued its currency. 

This has left a great deal of uncertainty for markets in 2016. We believe that underlying economic stability will 
endure, but that the shadow cast by central banks will remain large. Overall, we expect the environment to be 
better suited to smaller, tactical trades than large-scale strategic positions in the coming year. 

 

Is the Fed overcomplicating things? 

The US economy is fundamentally in good shape. Manufacturing is certainly feeling the pinch from lingering 
excess capacity and weakening external demand, but strength is persistent elsewhere. The labour market is 
strong, the US consumer is active and there is even some evidence of wage growth building. Our concern is 
that the Federal Reserve (Fed) seems increasingly preoccupied with international developments – chiefly 
those in emerging markets - in setting its policy terms. This muddled reaction function has left investors 
twitchy, and is likely to trigger significant market distortion in 2016 until greater clarity is restored. 

We still expect that the Fed will embark on its hiking cycle, possibly by the end of 2015, and would caution that 
short-dated Treasuries do not look ready for the move. We expect that as investors reassess the level of 
interest rate compensation offered by this portion of the market, prices are likely to cool off. Longer dated 
Treasuries – those in the 10-year bracket and beyond – look better supported. We expect institutional 
investors – particularly pension schemes - to lend sustainable demand to this part of the yield curve as these 
schemes look to de-risk. 

 

UK policy set to echo the US  

The US is not the only market susceptible to an overbearing central bank. In the UK, the growth outlook is 
similar. The stronger consumer sector is helping to sustain momentum even as deterioration in global trade 
impinges on the UK’s manufacturing sector. As in the US, short-dated gilts look more sensitive to the end of 
ultra-accommodative monetary policy and prices are likely to ease back as interest rate risk is reassessed. We 
do believe that the first rate rise from the Bank of England (BoE) is further away than in the US, but we also 
believe that the gap between rate moves is probably smaller than the market appreciates. Once the Fed 
moves, we anticipate that the BoE will shift its rhetoric, becoming increasingly hawkish to prepare markets for 
the tightening cycle ahead. 

 

This time, the ECB is taking no chances 

The European Central Bank (ECB) has responded to the increased downside risk to global growth by stating 
more clearly that it will be proactive in challenging any resurgence of deflation. The market has responded 
positively already. The exact policy measures that the ECB intends to use are not yet quite so clear, but we 
expect the deposit rate to be lowered again, and that the existing asset purchase scheme -currently running at 
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a rate of €60 billion-a-month - will be extended either in term, pace, or both. The effect of the extended policy 
support would mean euro government bond valuations, already at historic highs, are likely to remain well 
supported. The euro is likely to weaken further against major currencies. 

 

Tread carefully in corporate bond markets  

Corporate bond markets may offer a degree of shelter from the murky policy environment. In the US, the 
stream of investment grade supply has been torrential in 2015. Overseas demand has remained strong, but 
the extent of the supply has still pushed yield spreads outwards. We believe that pockets of value have now 
emerged in the energy sector, as well as more generally in financials. Euro investment grade corporate 
markets have also grown cheaper during the year. Although the region continues to expand, inflation and 
growth remain fragile, and the market has also had the Greek debt crisis and several negative issuer-specific 
developments to contend with. However, we have always been of the view that with market stress often 
comes value. On a selective basis, opportunities are available. 

High yield corporate bonds are even less exposed to policy changes, and as with investment grade bonds, the 
volatility and risk aversion of the third quarter has reset valuations to the point that certain areas look 
attractive. Commodity-sensitive sectors, particularly in the US, represent a range of prospects, provided the 
appropriate level of research has been undertaken. 

 

China’s new normal 

The key question then, is that if central banks are altering course (or not, as the case may be) due to China’s 
gloomy outlook, just how weak is the world’s second largest economy? China is clearly committed to the 
transition from its prevailing export and infrastructure-led growth model, to one of domestic consumption and 
service provision. We believe that China’s political will and policy tools are sufficient to support the economy 
as it traverses from one set of drivers to another. Furthermore, urbanisation and productivity enhancement are 
not over as growth themes, and will continue to contribute as the multi-decade transition unfolds. That said, 
while the process is set to continue, uncertainties remain regarding the timing and pace of the transition, as 
well as how China’s currency policy will develop. 

China’s official growth targets remain ambitious and misses on GDP figures are, as a rule, detrimental to risk 
appetite. Further, the risks associated with elevated debt levels, as well as a mounting deflationary threat, may 
spill over to the rest of the world. Finally, China’s surprise devaluation of its currency this year has resulted in 
concerns about the magnitude and timing of any future devaluations. 

 

Be cautious of bold trades 

The global economy should remain resilient over 2016, but global markets may be a very different story. 
Investors continue to focus intently on central bank moves, given how integral they were in shoring up the 
financial system in the wake of the financial crisis. As such, until central bank decisions are less clouded by 
external factors, we believe investors should be wary of taking large-scale directional positions. 
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