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Introduction
We are delighted to introduce the first Aberdeen Standard 
Investments branded edition of Global Outlook.

As we begin 2018, we are pleased to report that we are making good 
progress towards our goal of creating a world class investment company, 
a critical support of which is the close collaboration of our teams of 
investment professionals. In Global Outlook, colleagues from across a 
diverse range of specialisms examine investment trends and developments 
in their areas of expertise, highlighting the increased breadth and depth of 
capabilities we can offer our clients. 

We hope you find this edition, edited by Craig Hoyda, Senior Quantitative 
Analyst, Multi-Asset Investing, both informative and interesting. 

Keith Skeoch
CEO, 
Standard Life Aberdeen plc

Martin Gilbert
CEO,  
Standard Life Aberdeen plc



Foreword

Craig Hoyda
Senior Quantitative Analyst, 
Multi-Asset Investing, 
Standard Life Investments

In the first Global Outlook publication of 2018, we examine the 
macroeconomic environment, and in particular the degree of attention 
investors should pay to the various types of data they might use to inform 
their analysis. We must understand not only the signals provided, whether it 
be from a quoted security or an economic statistic, but also if it has been 
measured correctly in the first place. There are five articles in this edition.

Based on extensive economic analysis, Jeremy Lawson, Chief Economist, 
Standard Life Investments, expects that 2018 will resemble a more mature 
version of 2017, with healthy rates of economic growth further eroding global 
spare capacity but without a resulting manifestation of inflationary pressures. 
’Nowcasting’ models point to every country or country group continuing 
to grow above potential for at least the short term; however, analysis of 

the business cycle and a calculation of recession probabilities suggest the risk of a downturn is only 
moderate on a one-year time frame. Central banks are expected to maintain their tightening bias into 
2019; however, the risk of a policy mistake should certainly not be ignored.  

A failure to understand the impacts of the increasing digitalisation of the economy, and in particular 
its effects on future inflationary forces could result in a measurement error and hence lead to such a 
policy mistake. Carolina Martinez, Senior Statistical Analyst, argues that at the macroeconomic level the 
effect of the digital economy on measuring economic statistics is modest for the time being. Continued 
advances in, and applications of, technology will force national and international authorities to treat the 
measurement and understanding of the digital economy with more prominence. In the short term, the 
disruptive nature of the digital economy will continue to create stock selection opportunities. 

Market data can help answer the question – what is in the price? Developed government bond markets 
in particular can signal investors’ views of future policy rates as well as expectations of future growth 
and inflation - if interpreted correctly. Ross Hutchison, Investment Director, Fixed Income, warns that 
investors must be acquainted with specific microeconomic drivers of markets that can obscure such 
macroeconomic signals. 

The same principles also apply to frontier government bond markets. Kevin Daly, Senior Investment 
Manager, Emerging Market Debt, argues that although frontier markets have traditionally been 
perceived as exhibiting elevated levels of political risk and volatility, this may be unfair on individual 
markets in the current environment. However, security selection is key to finding value on the frontier.

Finally, Ken Dickson, Investment Director, Currency, discusses the applications of modelling to determine 
the fair values of currencies; however, he advises that the model output should be put in a wider context 
given other factors that can drive markets over the shorter term. Care must be taken when interpreting 
results as short-term factors can determine cross-border capital flows.
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Getting better with age 
2017 saw faster growth and lower unemployment 
delivered without meaningful inflationary pressures. 
The trade-off is unlikely to be as favourable this year  
but the macro backdrop to markets should remain  
benign as long as policymakers avoid mistakes.  

Jeremy Lawson
Chief Economist,  
Standard Life Investments



Table 1 
Healthy near-term momentum

Nowcast 
(%q/q 
ann.)

Judgemental 
(%q/q ann.)

Current nowcast 
versus trend 

growth* 

Q3 Q4 Q1-18 Q3 Q4 Q1-18 Q3 Q4 Q1-18

US 3.0 3.9 2.9 2.6 2.8 2.4 above trend above trend above trend

UK 1.2 1.2 1.2 1.2 1.2 1.2 at trend at trend at trend

Eurozone 3.1 3.2 3.1 2.4 2.4 2.4 above trend above trend above trend

Japan 0.9 1.7 1.2 0.8 0.8 1.2 at trend above trend at trend

EM 4.5 5.1 5.1 4.5 4.6 4.6 at trend above trend above trend

*we are measuring the deviation of the current nowcast value from potential growth in each region (+/-0.5ppts), the arrows indicate whether the pace of growth (+/-0.45ppts) is 
increasing, decreasing or being maintained in the current quarter.

Source: Standard Life Investments, Haver (as of December 2017)
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A more virtuous cycle
2017 was an auspicious year for 
returns on risky assets. Not only was 
global growth underestimated by the 
consensus but underlying inflation 
pressures were overestimated. 
Together they delivered better-than-
expected corporate earnings growth 
while ensuring that the withdrawal 
of monetary policy accommodation 
remained gradual, anchoring long-
term interest rates at low levels. Will 
2018 deliver more of the same?

There is certainly little evidence that 
growth momentum is moderating. The 
global industrial complex is enjoying 
its best period of sustained growth 
since 2011, with global trade activity 
enjoying a similar renaissance and the 
global composite PMI reaching multi-
year highs.

To synthesise the full range of incoming 
hard and soft data into short-term 
growth and market signals we produce 
‘nowcasts’ for the individual major 
advanced economies and an aggregate 
across emerging markets. According to 
our estimates, every country or country 
grouping is currently growing at or 
above its potential (see Table 1), with 
this likely to continue into at least the 
middle of the year.

A broadly positive message is also 
coming from business-cycle dating and 
forward-looking recession probability 
models. While our indicators suggest 
that we are moving towards the later 

phase of the cycle in some economies 
as spare capacity is now close to 
exhausted, the risk of a severe economic 
downturn within the next year is still only 
moderate.

Indeed, there are plentiful signs that the 
scars from the financial crisis are fading 
and that growth is becoming more 
self-sustaining. Our index of US financial 
stress remains low despite the Federal 
Reserve (Fed) delivering three rate hikes 
this year. Bank lending standards are 
easing across a range of economies 
as regulatory constraints become less 
onerous. Growth in capital spending is 
improving, lifting productivity growth 
off the floor. And consumer confidence 
is riding high, with recent widespread 
drops in saving rates implying that 
households are feeling more confident 
about the future.

These trends, which are indicative of a 
revival in animal spirits, could lead to 
a more virtuous near-term economic 
and earnings cycle, presenting further 
upside risks to our near-term growth 
projections, and there is at least some 
risk that they could give way to a boom.

The inflation dog that didn’t bark
Broad-based above trend growth 
has meant that labour utilisation 
rates continue to rise. Our aggregate 
indicator of developed market labour 
market slack is now 0.5 standard 
deviations below its long-term average, 
with unemployment rates below their 
estimated natural rates in the US, 

Germany, Japan and the UK (see Chart 1).  
However, the contrast between 
improving labour market indicators and 
wage and inflation trends remains stark.

Headline inflation rates are being 
pushed up in the near term by the 
more than 50% rise in oil prices since 
late June, but core inflation trends 
remain very subdued outside of the UK. 
November core CPI (excluding food and 
energy) inflation was 1.7% in the US, 
0.9% in the Eurozone and 0.1% in Japan. 
Furthermore, there is little evidence 
yet in wage or unit labour cost trends 
that an inflationary surge is coming. 
Currently, there are also no signs of 
underlying inflation breaking out of 
its historically low ranges in the major 
emerging economies.

Our expectation is that underlying 
inflation rates will increase over the 
next year. However, the persistence of 
structural disinflationary forces means 
that the process will likely be gradual 
and have a tendency to disappoint 
central bank forecasts.

Poorly timed tax cuts
Despite market speculation that a 
rotation from monetary policy to fiscal 
policy is in the offing, there are few 
places where a meaningful demand 
or supply side impulse is likely to be 
delivered. The main exception is the 
US, where a tax cut package that is 
worth around $1.5 trillion over ten 
years has recently been signed into 
law. This would see the corporate tax 



rate permanently cut to 21%, alongside 
modest base-broadening measures, as 
well as regressive individual and small-
business tax cuts.

The biggest impulse to growth is likely 
to occur in fiscal years 2018 and 2019 
when the deficit is projected to increase 
by a cumulative 1.4% of GDP. However, 
we expect the impact on growth to 
be less than half of that given the low 
multipliers usually associated with 
tax cuts for corporations and higher 
earners. The package does involve some 
simplification of the tax code, but most 
evidence suggests that the long-term 
benefits will be very small.

Nevertheless, even the modest growth 
impulse we have factored in has 
implications for Fed policy. With the US 
output gap turning even more positive, 
the pace of policy tightening is likely 
to quicken. We therefore now expect 
rates to rise three times in 2018 and four 
times in 2019. The seven accumulated 
rate increases over that period would 
take the federal funds rate a little above 
the 2.75% that we see as its long-run 
neutral level.

Across the other major advanced 
economies there is less urgency to 
adjust policy quickly. The European 
Central Bank’s asset purchases have 
been scaled down from €60 billion to 
€30 billion per month but the need to 
maintain an accommodative policy 
stance to drive inflation back to target 
means that a rate hiking cycle is unlikely 
to commence until well into 2019.
Although the Bank of England joined 
the ranks of central banks withdrawing 

policy support in November, Brexit 
headwinds imply that the tightening 
cycle will be very slow and shallow, 
with at most three rate hikes delivered 
between now and the end of 2019 by 
our calculations. Meanwhile, it will be 
years before underlying inflation is 
strong enough to justify increasing the 
Bank of Japan’s yield targets, though 
political constraints could force an 
earlier move.

Deja vu
Overall then, 2018 is set to resemble 
a more mature version of 2017 – 
healthy growth further reducing global 
spare capacity but without a surge in 
inflationary pressures, allowing the 
stance of monetary policy to become 
less accommodative but not genuinely 
tight.

As always there are risks to our benign 
outlook. The one we are asked about 
most often is whether central banks 
might tighten policy too much – by 
choice or by force - either because 
they overestimate how self-sustaining 
growth and asset prices are, or 
underestimate how quickly inflation 
pressures will build. It never pays to be 
complacent. We are therefore tracking 
early warning indicators very carefully, 
but currently there are few signs that 
either risk is brewing.

Another risk is whether the 
crystallisation of political risks could 
derail the recovery. We pay close 
attention to political developments, 
but outside of low probability events 
such as an outright trade war between 

the US and China, nuclear warfare on 
the Korean peninsula or an election 
result that triggers the breakup of the 
Eurozone, we see the current political 
environment as mainly a constraint on 
the longer-term growth outlook than an 
immediate danger to the cycle.

China goes its own way
The risk we are more worried about 
is a sharper-than-expected growth 
slowdown in China. Not only is it the  
one major economy where growth 
signals are moderating but it is also 
carrying the largest economic and 
financial imbalances.

Monetary conditions in particular 
have tightened over recent months 
as the authorities have returned their 
attention to slowing credit growth and 
improving the quality of its allocation. 
Fiscal policy is also becoming less 
supportive as the central government 
has moderated the pace of its own 
spending growth, while also making it 
harder for local governments to finance 
new investment through off-balance 
sheet vehicles.

These measures could reduce systemic 
risk and make growth more sustainable 
over the longer term. However, 
calibration will be difficult, especially 
if US policy rate increases and fiscal 
easing combine to send the dollar 
sharply higher and thus tighten global 
liquidity conditions.

Our judgement is that the near-term risk 
of a recession in China is low thanks to 
the country’s strong external funding 
position and unique institutional 
features. However, even a repeat of the 
growth swoon of 2014 and 2015 would 
have global ramifications, especially for 
emerging markets. External imbalances 
may not be as severe as they were a 
few years ago, but Chinese import 
demand and capital flows remain a 
very important driver of the emerging 
market cycle. 

For now our expectation is that 
growth will slow only modestly and 
in a controlled manner. The domestic 
triggers that would prompt a more 
bearish assessment are a deeper slump 
in property sales and construction 
activity, and more aggressive financial 
deleveraging amid higher funding costs.

Source: National sources, Haver, Standard Life Investments (as of Q3 2017)
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Behind the labour market curve
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Disruption and transformation
Digitalisation refers to the transition 
from traditional face-to-face to on-line 
business transactions facilitated by 
innovations in digital technology. It is 
disruptive by nature, altering pricing 
structures and competitive dynamics; 
changing the way that suppliers 
are matched to consumers; and 
revolutionising how information flows 
through the economy.

Industries that are being transformed 
by digitalisation include retail due 
to the rise of e-commerce (see Chart 
1); travel thanks to the growth of the 
sharing economy; and financial services 
by the development of FinTech. Health 
and entertainment are also being 
transformed via the Internet of Things, 
which allows people to communicate 
with smartphones, smartwatches and 
the other electronic objects we use.

In the UK alone the value of 
e-commerce jumped in excess of 50% 
between 2008 and 2016, and digital 

services now account for around 
15% of total services exports. Digital 
innovations can also easily jump 

Global Spotlight 

The advance of the  
digital economy
While measuring the aggregate economic impact  
of digitalisation is difficult, so far it appears to have  
been modest. This will likely change as commercial  
applications expand and complementary  
technologies develop.
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The advance of the online consumer
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Senior Statistical Analyst,  
Multi-Asset Investing,  
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borders, reinforcing globalisation and 
enabling platforms like Uber and Airbnb 
to quickly build international presence.

Digitalisation’s impact is not confined 
to the real side of the economy, it is 
also disinflationary. By facilitating 
greater transparency in pricing and 
reducing barriers to entry in some 
markets it can increase competitive 
pressures and weigh on margins. It 

also puts downward pressure on costs 
by lowering hardware, software, data, 
storage, transportation input prices, 
while reducing firms’ need for costly 
bricks and mortar infrastructure (see 
Chart 2).

The problem of measurement

The Nobel Prize winning economist 
Robert Solow once said that “you can 
see the computer age everywhere 
but in the productivity statistics”. The 
same could be said for digitalisation. 
Companies like Apple, Google, 
Facebook, Amazon and Alibaba are 
dominating the digital landscape as well 
as the world’s equity markets.

However, their measured contributions 
to global activity are relatively small, 
while trends in aggregate labour 
productivity growth continue to lag  
well behind their long-term averages. 
This paradox has prompted much 
debate. Is the current economic impact 
of digitalisation genuinely small or 
are the world’s statistical agencies 
measuring it in the wrong way?

The answer is not straightforward. The 
apparent disconnect between what the 
economy ‘is’ and what we can ‘measure’ 
at a particular point in time is an age-
old problem and probably explains why 
productivity growth tends to be revised 
up significantly over time.

Digitalisation also presents its own 
measurement challenges. Statisticians’ 
current survey methods are not well 

suited to capturing the explosion of 
short-term rentals via peer-to-peer 
websites or the rapid growth of self-
employed transportation workers in 
the gig economy. As an example, it is 
estimated that 0.5% of all workers in the 
US provided services through online 
intermediaries in 2015.

It also makes it easier for individuals 
to do things like book holidays in 
their spare time rather than pay for 
such services in the market economy, 
blurring the line between consumption, 
production and leisure.

Then there is the problem of how 
to value the ‘free’ provision of apps, 
internet searches and social media 
platforms. Some ‘free’ digital products 
can be assigned a shadow price because 
they are almost perfect substitutes 
for products that are priced in the 
market. Online news services and 
print newspapers are a good example. 
However, for many products this is 
difficult at best and speculative at worst.

Moreover, even when statisticians 
properly estimate the nominal value of 
such activities, identifying how much 

of it should be attributed to the volume 
and how much to the price is immensely 
difficult, especially when the quality of 
such goods and services is changing 
rapidly. All raise difficult questions about 
the adequacy of GDP as a measure of 
economic activity or broader welfare.

Looking forward, improving the 
measurement and understanding of 
the digital economy is set to become 
more prominent in statistical agencies’ 
work agendas. The IMF and OECD are 
already promoting greater conceptual 
and methodological dialogue between 
member countries and international 
experts. National bodies are developing 
satellite accounts and experimental 
methodologies that can better track 
digital contributions to growth and 
inflation in real time.

More intriguingly, some countries are 
even beginning to develop alternatives 
to GDP that are designed to better 
capture changes in economic and  
social welfare. 

A second-order macro problem, 
for now
On a conceptual level, it seems 
probable that the economic impact of 
digitalisation is being underestimated. 
The critical question is whether the 
effects are large or small. So far the 
evidence points to the latter.

For example, experimental methods 
for valuing free digital content through 
the production side of the national 
accounts implies that the US economy 
would have grown by just an additional 
0.1 percentage points (ppts) per annum 
since 2004 had digitalisation been 
properly accounted for. 

However, researchers at the Federal 
Reserve Bank of San Francisco have 
shown that the underestimation of real 
investment in intangibles, software and 
computers was likely to have been even 
greater prior to 2004, implying that 
measurement issues cannot account  
for the productivity growth slowdown 
(see Chart 3).

Complementary research by Chad 
Syverson suggests that better 
measurement of the ‘free’ products and 
services made possible by digitalisation 
can account for at most 25% of the US 
productivity shortfall since 2004.

Global Spotlight The advance of the digital economy
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Broadly similar findings apply to the 
measurement of consumer prices. 
Statistical agencies already apply 
hedonic adjustments to the advertised 
price of goods and services, so that 
quality improvements are taken into 
account.

That explains why the price of the US 
consumer price index for computers 
and peripheral equipment has fallen 
58% over the past decade, even though 
the sticker prices have not fallen, or 
fallen by as much, over the same period.

To the extent that these quality 
adjustments are insufficient, or there 
is scope to better capture free goods 
and services in the CPI, empirical work 
to date suggests that such adjustments 
would shave off no more than 0.1 
percentage points per annum from 
measured inflation.

A micro more than a macro 
opportunity
Even if we conclude that the current 
impact of digitalisation on aggregate 
economic activity and inflation is small, 
that by no means implies that the digital 
revolution should be ignored.

For a start, history is littered with 
examples of technological innovations 
that took decades to bear commercial 
and economic fruit. For example, 
Robert Solow’s famous quip was made 
in 1987, just before the information 
and communications technology 
investment boom ignited one of 
the strongest periods for US labour 
productivity growth of the 20th century.

Looking further back in time, it took 
more than 30 years after Thomas 
Edison’s electrical distribution system 
was first commercialised in the 1880s 
for it to make its full mark on the 
American economy, in part because 
complementary technologies were not 

yet available.

Regardless of the long-term 
macroeconomic implications of 
digitalisation, its disruptive nature will 
continue to create opportunities for 
stock picking. For example, within the 
European media sector, the mediums 
through which consumers experience 
content has rapidly expanded with 

improvements in technology. 

Specifically, free-to-air mass-market 
broadcasters have seen advertising 
revenues contract as viewers move to 

online content offered by Amazon and 
Netflix among others. Investors must 
be cognisant of the differing speed of 
technological change within individual 
countries; in Italy, Mediaset has not 
yet seen this manifestation although 
the trend is particularly strong in the 
UK, with ITV already experiencing the 
weakening in advertising trends. 

However, there are instances where 
investors are seeking out those firms 
that are expected to be least impacted 
by disruption. The industrial sector 
of the FTSE All Share Index is a prime 
example, as the general absence of 
disruptors plus healthy cash levels on 
balance sheets have left valuations 
looking very rich.

Difficult policy challenges
Digitalisation is not just a challenge 
for economists and investors; a more 
digitally oriented economy poses 
numerous challenges for governments, 
policymakers and regulators.

For governments trying to encourage 
faster growth in living standards, 
the challenge is to develop the 
supporting policies, infrastructure and 
legal frameworks that allow welfare-
enhancing digital innovations to 
flourish.

For central banks, the task is to more 
comprehensively understand the 
impact of digitalisation on firms’ pricing 
power so that they can better forecast 
inflation dynamics and avoid policy 
errors.

Regulators have an even more difficult 
job. By their nature they move more 
slowly than technologies change and 
business models evolve.

Does digitalisation present new 
systemic risks to the global financial 
sector? Must companies like Uber 
and Airbnb be regulated in the same 
way as the businesses they have 
been displacing? What obligations 
do firms in the gig economy have to 
the workers they contract? And how 
should regulators balance the economic 
benefits of innovation against its social 
costs?

The answers governments and 
regulators come up with will not only 
shape the course of digitalisation but 
the future of the economy itself.

Global Spotlight The advance of the digital economy
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The final frontier
Frontier markets are typically associated 
with elevated risk, often connected 
to politics, and volatility. They are 
countries with low per capita incomes 
and low levels of human development. 
These countries have nascent capital 
markets and are dependent on external 
financing, denominated in hard 
currency, which can leave them more 
susceptible to default risk. They have 
information gaps, which can expose 
investors to large price moves. They 
are also less liquid than mainstream 
emerging markets, many of which once 
upon a time were frontier markets in 
their own right. As ever, investing in 
today’s frontier markets can offer the 
prospect of high returns as a trade-off 
for high risks.

An improving scene

While it’s easy to paint frontier markets 
with a broad brush, one should not view 
these characterisations as immutable 
or an accurate reflection of the current 
state of affairs. Risk premiums have 
been falling and so too has volatility. 
Not every country is Zimbabwe, with 
an autocratic head of state overstaying 
their welcome. For that matter, not 
every country is Kenya where the 

Supreme Court had the courage 
to annul the August election after 
irregularities and force a rerun, which 
the incumbent, Kenyatta, won. 

Capital market activity is improving as 
local rate markets 
deepen and 
foreign investors 
have increased 
their exposure 
to domestic 
local currency 
bonds, which 
have become 
an increasingly 
important source 
of financing. 
The World Bank, 
and particularly 
China, will 
remain vital 
sources of 
financing, 
notably for 
project finance which require larger 
pools of capital. Fiscal deficits have 
increased along with debt levels in 
recent years, which in some cases have 
required IMF support but short-term 
default risk remains low. 

Finance officials are becoming more 
attuned to investor demands, providing 

more timely fiscal data and details 
on debt obligations while expanding 
their outreach efforts via non-deal 
roadshows. Mozambique provides 
a high-profile example of what can 
go wrong when a country is not 

transparent 
with its external 
borrowing, 
something 
which seasoned 
investors are 
wary of when 
it comes to 
due diligence, 
but may not 
be obvious 
when looking 
at current bond 
prices. 

There is plenty 
of liquidity in 
the Eurobond 
market, 

reflecting increased issuance in recent 
years, and growing investor interest. 
Liquidity in local currency markets is 
also improving, benefiting from the 
emergence of domestic investors. 
Compared to the past, today there is a 
deeper pool of frontier issuers, albeit 
with lower risk premiums, whereas 
several decades ago it was all about 

Kevin Daly
Senior Investment Manager,  
Emerging Market Debt,  
Aberdeen Asset Management

Emerging Market Debt 
Search for yield in  
frontier markets 
Frontier markets are traditionally viewed as possessing 
elevated political risk and volatility, a characterisation  
that may be unfair on individual markets in the  
current environment. Increasing data availability  
has attracted domestic and international investors.  
Valuations may no longer be very attractive; but  
there are still opportunities to be found.

risk premia on 
external debt have 
declined across the 
board over the past 

few years



US-sponsored, high-yielding, dollar-
denominated Brady Bonds.        

Searching for yield across a 
diverse universe of countries

As noted above, risk premia on external 
debt have declined across the board 
over the past few years, to the point 
where frontier bonds are arguably 
expensive. We’ve been reducing our 
exposure to frontier bonds over the 

past year but remain overweight in 
some funds. We continue to see value 
in countries such as: Ecuador, Honduras, 
El Salvador, Ghana, Nigeria and Zambia 
(see Chart 1). All of these countries have 
unique country risk drivers, with limited 
contagion risk. For example, fiscal 
slippage in Ghana that could prompt 
a sell-off should not have an impact 
on Nigeria or Ecuador. Idiosyncratic 
risk, for that matter, is arguably a more 
important driver than US Treasury 
(UST) yields, as frontier bonds have 

historically had a very low correlation 
to USTs. Absolute borrowing levels may 
increase in the short term but we would 
not envisage much in the way of spread 
widening on frontier bonds in the event 
of rising UST yields, which contrasts 
with emerging market debt, where it is 
seen as a key risk. 

Likewise, we see limited risk from 
primary market supply in 2018, as 
frontier issuance is estimated to be 
some 30% below 2017 levels, at around 
USD20 billion. Egypt and Nigeria should 
be the two largest issuers followed 
closely by Ecuador. We have recently 
increased weighting in Nigeria, which 
was the first Sub-Saharan Africa issuer 
to sell a 30-year Eurobond. There will be 
more issuance to come as Nigeria seeks 
to shift from a local currency to external 
debt ratio of 77/23 to 60/40 over the 
next several years. 

In local currency markets Egypt, Nigeria 
and Ghana, which have undergone 
substantial currency adjustments over 
the past few years, offer high double-
digit yields with declining inflation risk. 
Elsewhere, Sri Lanka represents a low 
beta local market, and is the most liquid 
of frontier markets with a yield curve 
out to 30 years.         
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Model outputs are not forecasts

In recent years we have been 
developing fair-value models for foreign 
exchange.* These have considerable 
uses, such as determining a currency’s 
direction of travel over the medium 
term. However, they also need to be 
used with a degree of caution. For 
example, an analysis of the fair-value 
estimates provided by our panel of 
major banks often uncovers a large 
dispersion in their results. This is the 
case even when the models are based 
on familiar frameworks incorporating 
similar variables and covering datasets 
that are available on a generalised basis. 
Given the range of model outcomes, we 
recognise that the confidence levels we 
can attach to any specific model are not 
high, so a panel approach is preferable. 

We are also keen to pursue this research 
in an effort to better understand 
past movements in currency markets 
by establishing just how much the 
significance and sign of each variable 
fluctuates through time. Moreover, this 
work also allows us to develop new 

model results with different future 
economic scenarios which, in turn, 
allow us to debate how exchange 
rates are likely to react to a range of 
potential inflation, growth and policy 
rate outcomes. We are also, therefore, 
able to table our sensitivity analysis 
from model estimates, which helps us 
to assess the relative importance of the 
explanatory variables.

A range of inputs

In order to use these models, a wide 
variety of inputs are required. From 
our growth and inflation forecasts for 
the economy in question we predict 
relative changes in official interest rates. 
These are used to imply two-year bond 
yield changes for rate differentials, 
although there is a question mark 
whether longer-term rates, or relative 
curve steepness, will have more or less 
of an impact on non-dollar currencies 
as short rates are expected to move 
higher in the US than in other countries. 
But we also need other important 
variables, such as the terms of trade 
or movements in productivity trends, 

which will reflect partly structural and 
partly cyclical factors. Over the time 
period for these models, we are not 
forecasting significant future changes in 
the relative net international investment 
positions.

We base our calculations on a number 
of assumptions.

• The US economy will outperform 
Europe, the UK and Japan in both 
2018 and 2019.

• Policy rates will move higher in the 
UK and the US than in Europe or 
Japan, where structural constraints 
and the degree of spare capacity will 
restrain inflation.

• Steady downtrends in the terms of 
trade for the UK, Japan and Europe, 
but to a lesser extent in the US.

• A decrease in productivity growth 
in the UK, EU and Japan relative to 
the US, reflecting different phases 
in the business cycle as well as the 
health of the banking sectors in 
each country, and therefore the 
availability of new credit.

Ken Dickson
Investment Director, 
Currency, 
Standard Life Investments

Currency 
Currency fair values 
Applying our central economic forecasts to key  
currency variables allows us to estimate and  
debate future currency fair values.



Some currencies are more equal 
than others

Ordinarily, a select number of variables 
provide a larger contribution to the 
forecast than others. On this occasion 
no one variable was found to be 
dominant. 

Taking such forecasts into account, on 
their own the models would suggest 

that the US dollar is undervalued 
against all three of the other currency 
pairs (see Chart 1). Sterling’s fair value 
deteriorates the most as the GBP-
USD rate is particularly sensitive to 
the terms of trade variable, but is also 
set to weaken as US interest rates 
rise more quickly than those in the 
UK. Significantly smaller moves are 
estimated for the USD-JPY and the EUR-
USD currency pairs. However, given the 

degree of confidence regarding these 
models it is reasonable to say that these 
currencies are not very far away from 
fair value now and as the economic 
outlook for the next two years unfolds. 
These results suggest that given the 
high level of Brexit uncertainty, the 
recent upward trend in sterling will 
be hard to maintain given our main 
economic outlook.   

Models are a key tool in analysing FX 
markets; however, their output should 
be considered along with a range of 
factors that could drive markets in 
shorter-time horizons. Investors must 
take into account drivers of cross-border 
flows, such as the recently passed US 
tax cut, and their potential to keep 
currencies away from their fair value. 
Technical factors such as year-end 
effects or corporate balance sheet 
hedging must also be taken in account. 

*For example, see the October 2016 
edition of Global Outlook for a short 
resume of FX fair value models.-6 
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More than just macro
Government bond pricing is widely 
used for a range of macroeconomic 
signalling: gauging the fair risk-
free rate of return; determining the 
implied policy path of a central bank; 
recessionary indicator; or a reference for 
pricing or valuing other asset classes. 
However, investors must be cognisant of 
specific micro drivers of various markets 
that can obscure the macro signals. 

Conceptually, bond pricing can be 
broken into two components: interest 
rate expectations and compensation for 
the risk of being wrong (called the term-
premium). Ultimately, this premium 
becomes a catch-all for anything that 
distorts the ‘purity’ of rate expectations, 
and its measurement is both nebulous 
and contentious. In this article, we 
focus on examples of when developed 
market local currency government 
bond markets are driven by more than 
expectations of central bank policy, 
and hence supposed macroeconomic 
signals may be false. 

Differing levels

As the ‘risk-free asset’, the government 
bond yield curve should theoretically 
be closely related to, and reflect the 

expected path of, the relevant central 
bank’s deposit rate. Yet in markets 
such as Germany, very short-dated 
bonds bear little resemblance to other 
measures of rate pricing (see Chart 1). 
The European Central Bank’s (ECB) 
deposit rate is -0.4%, while short-dated 
German yields are as low as -0.9%, 
and currently do not reach -0.4% until 
maturities in 2022. Thus, investors are 
willing to lock in a loss, both in absolute 
terms and relative to the ECB rate. It is 
unlikely they anticipate further deposit 
rate cuts in the near term; a recent 

tapering of asset purchases against 
a strong growth backdrop shows a 
tightening rather than easing bias at the 
ECB. Furthermore, if we examine other 
short-rate markets, such as the EONIA/
OIS curve, we find a shallow curve that 
fully prices in a 10 basis point hike by 
mid-2019. It follows that other drivers 
keep these bond yields suppressed.

Although precisely quantifying the 
factors constraining bond yields is 
highly complex, we can highlight broad 
groupings1. Firstly, for some investors, 
there is value in holding physical bonds 

Ross Hutchison
Investment Director, 
Fixed Income, 
Standard Life Investments

Government Bonds  
Signal failure 
Understanding macroeconomic signals  
from government bond curves requires  
an understanding of the idiosyncratic  
micro drivers of each market.
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that outweighs cash. This can reflect the 
regulatory landscape, where bonds may 
be favoured over cash, and collateral 
posting for derivative contracts 
increases demand for high-quality 
short-duration instruments. Secondly, 
the availability of the ECB’s deposit rate 
may be limited to some investors. Lastly, 
ECB asset purchases reduce the free-
float of these bonds, exacerbating the 
aforementioned factors. These are not 
exhaustive, but serve to highlight the 
many factors driving bond pricing that 
in this case obscure a simple reading of 
the central bank’s policy intentions.

Notes from a small island

It is often the case that specific 
supply and demand factors at various 
parts of the curve can cause curious 
dislocations. The UK gilt curve is unique 
in the combination of the length of 
maturities and the depth of the long-
end of the market. As of December 
2017, 30-year gilts yield 1.90%, while 
the longest-dated bond, which matures 
in 2068, yields 1.7%. Calculating the 
forward rate that links those two rates 
results in an unusual conclusion: do 
active investors believe the fair 20-year 
rate in 30 years’ time will be 1.15%? 

The issue here comes from the structure 
of the UK market, with significant 

hedging activity from defined-benefit 
pension schemes at this section of the 
curve. With lengthy liability profiles and 
significant interest-rate exposure, these 
schemes can de-risk by purchasing 
bonds. Although hedging accuracy is 
improving, there remains significant 
demand for ‘ultra’ long bonds, which 
provide the most interest rate exposure 
for amount of cash spent. 

This structural demand means investors 
are willing to accept a lower yield for 
holding a bond over a 50-year horizon 
than they are for holding one over 

only 30 years. The information content 
within the long-end is therefore much 
more focused on the nature of the UK 
pension industry rather than long-run 
macroeconomic policy and growth 
expectations.  

Care in interpretation
Extracting macroeconomic signals 
from government bonds requires 
an appreciation of idiosyncrasies 
across different markets. Rather than 
being distorted, the macro content is 
augmented with additional information 
that may be less relevant for economic 
forecasters. Regulatory drivers of 
German front-dated bonds should not 
be interpreted as market expectation of 
imminent ECB rate cuts; neither should 
extreme forward-rate pricing in the UK 
long-end be taken as extreme economic 
pessimism in the far future. To bond 
investors such micro dynamics must 
not be ignored, and should instead help 
inform portfolio positioning.

1See informative speech by Couere: 
https://www.ecb.europa.eu/press/key/
date/2017/html/sp170403_1.en.html
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