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Introduction

Dear investor

Welcome to Investing in 2014, the latest in our annual series that looks at long-term investment 

developments with a focus on the coming year. 

In response to client demand, this year the publication focuses on structural and cyclical investment 

themes that affect the markets in which we invest. Ranging from energy evolution to central bank 

actions, these themes tend to be global and multi-faceted. The strategists, portfolio managers 

and analysts in the Global Investment Solutions team – who are drawn from a wide variety of 

professional backgrounds, and based in seven different time zones – research and monitor these 

themes as part of our investment process.

We hope you find Investing in 2014 useful and enjoy reading it.

Curt Custard, CFA
Head of Global Investment Solutions 
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Executive Summary

Overview   3
We introduce eight interconnected investment themes, and give examples of how they impact each other. 

Energy evolution    4
Innovative techniques, such as hydraulic fracturing and horizontal drilling, could be game-changers  

for North American economies. Decades of energy dependence and high transportation costs  

could come to an end. Energy independence has important geopolitical ramifications too.

Global rebalancing  6
The relationship between developed markets and emerging markets is changing. As economic recovery  

continues to progress in most parts of the world, investors should keep an eye out for structural changes  

ahead, as a slowdown in emerging markets is expected. Double-digit growth in emerging markets looks  

like a thing of the past, even in China. 

Deleveraging  8
There are no right or wrong answers when it comes to debt levels. However, we are seeing clear signs  

of deleveraging in the US. In contrast, peripheral eurozone countries have barely begun to deleverage,  

and debt levels are actually heating up in emerging Asia and in countries relatively unaffected  

by the financial crisis such as Sweden, Canada and Australia.

The eurozone crisis    10
The eurozone’s initial response to the financial crisis involved painful austerity measures that hampered  

growth. Now, we are looking at a combination of austerity and growth that is seen as “two steps forward,  

one step back.” Although structural problems still beset the eurozone, we expect cyclical recovery  

to take hold in 2014. 

Central bank action    12
As ‘easy money’ policies are expected to come to an end, central banks around the world will have  

to formulate their exit strategies very carefully, since they have the potential to cause market volatility. 

Growth and austerity  14
Governments have implemented growth, austerity or both policies in response to the global financial crisis.  

Growth seems to have brought better results than austerity. Investors should keep a close eye on policies  

around the globe to see how these policies will affect different asset classes.

Inflation   16
Inflation has remained under control despite unconventional monetary policies around the globe.  

Sluggish growth outlooks and the increased supply of key commodities make it highly unlikely that inflation  

will spike. However, high structural inflation remains possible in emerging markets, such as in India. 

The great rotation  18
Low bond yields due to easy money policies by central banks are encouraging many bond investors  

to rotate out of fixed income and shift to equities. We think the rotation may be underway,  

but it may not be as drastic as people make it out to be.

About the authors   20
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Overview

Variations on a theme

Financial markets continue to be buffeted by a swirling 

mixture of cyclical and structural forces. While closely watched 

economic data, such as GDP and earnings growth, tell part of 

the story, the Global Investment Solutions team digs deeper 

by also examining underlying themes that can transform the 

economic landscape. The purpose of our thematic research 

is to identify risks and opportunities in the markets in which 

we invest. Investing in 2014 sets out eight of these themes, 

combining strategic considerations with a focus on the 

coming year.

These themes don’t just impact markets – they also impact 

each other. Figure 1 illustrates some of the ways in which this 

happens, although it is not exhaustive. One could also argue, 

for example, that the eurozone crisis is inextricably linked 

with deleveraging, or that energy evolution has important 

implications for inflation. In the following pages, we highlight 

certain key aspects of each theme, and list some of the many 

ways in which these themes affect the asset classes in which 

we invest.

By Matthew Richards, CFA 
Editor, Investing in 2014

Source: UBS Global Asset Management

Figure 1: How they are related
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Energy evolution

Technological developments in the energy sector, led by shale 

gas and oil, supported by more efficient usage of traditional 

energy sources, are reshaping the energy landscape in North 

America and beyond.  

Production of natural gas from shale formations has been 

going on since the 1940s but due to the high associated costs 

and low productivity of shale wells, large-scale production 

was not considered viable. Breakthroughs in the techniques of 

hydraulic fracturing (fracking) and horizontal drilling toward 

the end of the last century made energy generation from 

shale an attractive prospect. Since the typical gas-rich shale 

basin is large but shallow, and located at greater depths than 

conventional gas reservoirs, horizontal drilling eases recovery 

from these depths. Additionally, fracking – which involves 

pumping water, sand and additives under high pressure into 

the rock – creates the required porosity and permeability to 

allow the natural gas to flow from the shale rock back to  

the well.  

Transforming shale gas from a niche energy source into a 

mainstream source demands the navigation of a number 

of other headwinds. The process of slick water hydraulic 

fracturing requires vast amounts of water. This is returned to 

the surface along with additives and potentially toxic elements 

from the shale layer and must be appropriately disposed of.  

The fortunate proximity of great pools of water has allowed 

basins such as Bakken in North Dakota and Marcellus in the 

Appalachians to flourish. Additionally, economically feasible 

extraction requires several rigs and wells throughout the 

region. All of these factors mean that fracking is naturally 

suited to more sparsely populated areas. US landowners, 

whose property rights extend to what is extracted from under 

the ground, have been incentivized to sell land for shale gas 

production. Linking recovered gas supply with major demand 

hubs has necessitated significant investment in pipeline, 

storage and other midstream infrastructure.

Over the last five years, the culmination of investment, 

innovation, and public and political will in the US facilitated an 

increase in natural gas production of 14 billion cubic feet per 

day (Bcf/d) – an increase of over 26%. Shale gas production 

rose from 3.5 Bcf/d to over 26 Bcf/d and its market share went 

from 6% to 40%. Technically recoverable shale oil and gas 

reserves exist on every continent, yet shale energy production 

will only have a big impact in the US and Canada for the time 

being. Why is this? China struggles due to population density 

and a lack of water sources, while Europe faces obstacles 

ranging from less porous rock at greater depths, to worries 

about the impact of fracking on the environment and human 

health. A further headwind is that outside of the US, often 

it is the state that has property rights over what is extracted, 

regardless of land ownership. Moreover, the technology 

and infrastructure to recover and transport shale gas, and 

the experience in doing so, primarily rest in the US, with US 

enterprises and US workforces.

Demand for newly cheap North American gas is expected 

to increase for three reasons. First, significant greenfield 

investments in long-haul pipelines are bringing natural gas to 

markets currently using heating oil. Second, gas is displacing 

oil, particularly in the transportation fuels market and energy-

intensive industries such as petrochemicals. Third, liquefication 

and export facilities could eventually enable arbitrage of overseas 

It is quite conceivable that North America 

will enter a new golden age of industry.

A crude awakening



5

markets where natural gas costs much more. Policymakers have 

supported these efforts, with the US Department of Energy 

recently approving a third gas export terminal.

Shale remains only part of the story. The growth in North 

American crude oil production, ignited by the technological 

developments behind shale gas production, is just as important.  

According to the International Energy Agency, US production 

grew by one million barrels per day (mb/d) in 2012 - an all-

time record for a non-OPEC producer. This trend looks set 

to continue, with the US Energy Information Administration 

forecasting US crude oil output growing by an estimated 8.5 mb/d 

in 2013. All the while, domestic crude demand is in structural 

decline owing to an aging population using less diesel, 

improved fuel efficiency, and substitution to non-oil fuels. 

This is important. Traditionally, the US has been a big global 

producer of oil and gas, but also an even bigger consumer.  

Over the past decade, the US energy trade deficit has 

accounted for between 30% and 50% of its overall trade 

deficit, as shown in Figure 1. If the current demand-supply 

dynamics continue, North America could eventually become a 

net energy exporter, drastically improving its current account 

balance. It is estimated that every 1% reduction in the US 

current account deficit strengthens the trade-weighted dollar 

by 1.5%. With energy and transportation costs reduced, it 

is quite conceivable that North America could enter a new 

golden age of industry.

A move toward energy independence could have interesting 

geopolitical ramifications too. US foreign policy has often been 

affected by efforts to protect US sources of energy imports. 

This is particularly apparent in its role in the Middle East. 

Reduced reliance on crude imports may allow the US to 

disengage politically from the region. This would be consistent 

with the US strategic pivot toward Asia. From OPEC’s 

perspective, North America is quickly transforming from a 

customer to a competitor. Following the Arab Spring, many 

OPEC governments have come under increased scrutiny, 

appeasing domestic populations through increased fiscal 

expenditures. Insatiable domestic demand for oil within 

the OPEC nations (at heavily subsidized prices) continues 

to eat away at OPEC’s exportable hydrocarbon surplus.  A 

rising fiscal breakeven price of oil (i.e., the oil price at which 

petroleum rent balances the budget) encourages OPEC to 

keep prices high, which in turn subsidizes unconventional 

production elsewhere. OPEC's collective response will prove 

interesting as OPEC too looks eastward. We expect oil prices 

to remain stable as OPEC secures replacement markets across 

Asia. However this plays out, energy evolution will bring 

changes in the investment world and beyond.

By Stephen Friel

Source: JP Morgan

Figure 1: US trade balance

Four-quarter rolling sum (USD bn)

What to watch in 2014

È��'BMMJOH�FOFSHZ�JNQPSUT�DPNCJOFE�XJUI�B�CPPTU�UP�
industrial exports from cheap shale gas, could help 

reduce the US trade deficit

È��"�TVTUBJOFE�IJHI�MFWFM�PG�PJM�QSJDFT�DBO�QSPWJEF�
economic incentives for gas-for-oil substitution 

How are asset classes affected?

È��"�SFEVDUJPO�JO�CPUI�FOFSHZ�BOE�USBOTQPSU�DPTUT�NBLFT�
US and Canadian markets increasingly competitive, 

which should support North American equities
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energy trade deficit is bullish for the US dollar and 
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to benefit
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Global rebalancing 

Economic rebalancing, including structural changes to 

competitiveness, demand and demographics across the globe, 

is likely to impact asset prices and present both tactical and 

long-term investment opportunities. 

Emerging market (EM) economies have been growing 

rapidly over the past 15 years, narrowing the gap between 

themselves and developed markets (DM).1 While the emerging 

world’s share of global GDP has risen, significant imbalances 

in trade and financial flows have also developed. Many 

emerging economies experienced high, investment-driven 

growth and relied on advanced economies to import their 

production – a growth model unsustainable in the long term 

if demand from advanced economies is lacklustre. This 

development helped emerging markets to increase their 

standards of living, reduce government debt, and in many 

cases build up large foreign exchange reserves. 

The 2008 global crisis accelerated the pressure to adjust 

and reverse some of the global imbalances. Emerging and 

developing countries’ current account balance2 declined, while 

advanced economies’ experienced the opposite (see Figure 1). 

Demand in advanced economies initially declined after the 

financial crisis as the private sector deleveraged. At the same 

time the emerging markets lost some of their competitiveness 

through a combination of higher real exchange rates and 

rising wages.

The last 20 years saw the development of large trade 

surpluses in China, Germany and Japan, with corresponding 

trade deficits in the US and peripheral Europe. The current 

deleveraging and high levels of debt overhang will necessitate 

a more balanced global economy. The impact of these 

adjustments is felt around the world. Given the length over 

which China’s investment-driven growth model has been 

in place, many other countries and economies became 

dependent on the continuation of the resulting demand 

patterns. Chinese investment growth fueled commodity 

demand and supported many economies as far away as Brazil 

and Australia. There is no ‘China after China.’ In other words, 

there will be no superpower growing in double-digit GDP 

terms now that China is slowing.

Source: IMF

Note: 2013 onwards are IMF forecasts

1 For a widely used definition of emerging markets, see http://www.msci.

com/products/indices/country_and_regional/em/ 
2 Current account balance (%). Current account consists of all transactions 

other than those in financial and capital items. The major classifications 

are goods and services, income and current transfers. 

The emerging world

Figure 1: Balance is restored
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Changes to the relative competitiveness of economies can be 

powerful drivers to reduce imbalances. For example, rising 

labor costs in China and other emerging economies are 

reducing the competitiveness of EM manufacturing exports. 

In contrast, US competitiveness is improving thanks to new 

sources of cheaper energy. Even the eurozone periphery 

is beginning to improve its competitiveness relative to the 

eurozone core, which is dominated by Germany.

It is no longer sufficient to make a simple distinction between 

emerging and developed economies, since this approach falls 

short of capturing the broader dynamics. The composition 

of countries’ imports and exports is changing, depending on 

the source and destination of trade flows. Output tends to 

be concentrated in areas of competitive strength, which are 

unlikely to change dramatically over a short time. Economies 

have a relatively stable structural mix of resource related 

production, labor-intensive industries or technology-driven 

production and services. A country will not normally switch 

from being a resource user to a resource producer overnight. 

If it does, the impact will be significant. Demand and 

consumption change more dynamically as an economy goes 

through economic growth stages and transforms from being 

export-led to domestically oriented. This change is required 

in many emerging economies, and the pace of change is 

important. As middle-income classes expand, demand shifts, 

opening up markets for domestic industries and services 

beyond the imported high-end brand products that typically 

appeal to those with the highest incomes.

Investors should avoid using the developments of the last two 

decades to linearly extrapolate trends and use them as a guide 

to the future. Take commodity prices and bond yields. With 

commodity prices stabilizing and wage growth continuing, 

export-led EM companies’ profit margins are now threatened. 

Moreover, the past decade has seen an unprecedented 

decline in bond yields worldwide. Rather than extrapolate 

previous trends, investors should consider the potential impact 

of structural changes that will accompany global rebalancing 

over the coming decade. As Figure 2 and 3 show, economies 

such as Germany have become more dependent on exports, 

in contrast to emerging economies. The destination of exports 

has also shifted. Most countries, particularly Japan and 

Australia, have increasingly relied on exports to EM. 

Understanding the underlying dynamics in detail will be 

critical for investors as the global economy rebalances. 

Opportunities may arise for long-term investors buying into 

assets of the beneficiaries as imbalances reverse, consumption 

and demand shift toward a wealthier emerging world, and 

changes to competitiveness create new industries or revive 

neglected ones in advanced economies.

By Stefan Lecher, CFA, MBA

There will be no superpower growing  

in double-digit GDP terms now that  

China is slowing.

Figure 2: Selling to the world

Changes in export levels (%) 

Figure 3: Exporting to emerging markets

Changes in export levels (%) 
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What to watch in 2014

È�Trade balances could become less lopsided

È��%FTQJUF�DBMMT�GPS�DPNQFUJUJWF�EFWBMVBUJPO�PG�DVSSFODJFT�
and new trade barriers, we expect global leaders to 

resist protectionism

È� Competitiveness should improve in economies with  

a trade deficit

È� Consumption will likely account for a larger share of 

GDP in economies with a trade surplus 

How are asset classes affected?

È��"TTFUT�TFOTJUJWF�UP�JODSFBTFE�DPOTVNQUJPO�JO�FDPOPNJFT�
with declining trade surplus, such as Chinese 
consumer stocks, should benefit from rebalancing

È��"TTFUT�WVMOFSBCMF�UP�TPGUFS�DPNNPEJUZ�QSJDFT�XIFO�
labor costs rise, such as Brazilian energy and  
South African mining stocks, face long-term 

structural challenges
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Deleveraging

In the years leading up to the financial crisis, there was an 

unprecedented buildup in indebtedness of the household 

sector across many of the world’s major economies.  

A perceived reduction in macroeconomic risk in the period 

known as the Great Moderation gave households the 

confidence to borrow. The borrowing was facilitated by 

a global savings glut, low interest rates and galloping 

financial innovation, and much of it was channelled into 

the housing market. 

House prices duly rose rapidly. This in turn led to future 

expectations of house price increases and more borrowing. 

It also led, particularly in the US, to equity withdrawal, with 

households effectively using their houses as cash machines.

In the post-crisis world, some progress has been made in 

reducing household debt as a proportion of disposable 

income. The US has made the most progress in terms 

of deleveraging, with the household sector significantly 

reducing its level of debt. This has been helped by a culture 

more forgiving of bankruptcy and so-called “jingle mail,” 

strategically defaulting on one’s mortgage. 

The UK’s household sector, also in the eye of the storm in 

the crisis, has made some progress in cutting household 

debt on this measure as well. However, this trend may be 

slowed or even reversed by politically savvy but economically 

questionable government policies such as Help to Buy, a UK 

scheme that offers house buyers a 20% loan backed by the 

government to secure a 75% mortgage from a bank with just 

a 5% deposit. 

The household sectors of some peripheral eurozone countries, 

such as Ireland, Portugal and Spain, have barely begun 

deleveraging relative to their pre-crisis levels. Meanwhile, 

Greece has actually seen an increase in its household debt 

ratio as disposable incomes have fallen even further than  

debt levels.

Payback time
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A handful of countries that escaped the financial crisis 

relatively unscathed, such as Sweden, Canada and 

Australia, have seen their household debt levels increase 

since 2007, as households borrowed more to capitalize 

on low interest rates. Similar trends have been noted 

in emerging Asia, with debt levels in some countries 

approaching levels last seen before the Asian financial crisis 

that began in 1997.

There are no hard and fast rules determining the right level 

of debt in countries or in particular sectors of the economy. 

Debt is certainly desirable in that it allows individuals to buy 

homes, purchase cars and pay for university. However, debt 

levels are liable to get too high when expectations about 

future incomes are over-optimistic. In addition, a rapid 

increase in debt levels can destabilize economies and lead 

to a misallocation of resources. This will inevitably influence 

growth rates, inflation rates and interest rates, which in turn, 

can affect investments and currencies. 

By Matthew Bance, CFA

Debt levels are liable to get too high 

when expectations about future incomes 

are over-optimistic. In addition, a rapid 

increase in debt levels can destabilize 

economies and lead to a misallocation  

of resources.

What to watch in 2014

È��1PUFOUJBM�overheating housing markets in Australia, 

Canada and Sweden

È��1PTTJCJMJUZ�PG�B�TJHOJGJDBOU�pick-up in mortgage 
lending in the UK

È��&YQFDUBUJPO�PG�HSFBUFS�QSPHSFTT�JO�IPVTFIPME�TFDUPS�
deleveraging the in eurozone periphery

How are asset classes affected?

È��8FBLFOJOH�IPVTJOH�NBSLFUT�PGUFO�MFBE�UP weaker 
currencies

È���"�TJHOJGJDBOU�CVJMEVQ�PG�private sector debt may  

be followed by a wave of defaults, hurting the 

banking sector

È���8FBLFS�HSPXUI�EVF�UP�EFMFWFSBHJOH�NBZ�LFFQ�bond 
yields lower for longer
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The eurozone crisis

In the eurozone, structural problems form the backdrop for a 

cyclical crisis. The currency bloc’s biggest structural flaw is its 

very existence. Created for political as opposed to economic 

reasons, it is not an optimal currency area: Capital and labor 

move across its internal borders much less freely than across 

the borders between US states. Demographics, overbearing 

regulations and unemployment add to the structural malaise. 

The eurozone is aging, with birth rates significantly below 

two births per woman in all but two of its members (the 

exceptions are France and Ireland). Strict laws and regulations 

create rigid labor markets and stifle competition and 

entrepreneurship. While unemployment cyclically ebbs and 

flows, it is a structural problem in some eurozone countries – 

particularly Spain, where joblessness has averaged over 15% 

during the 16 years of the eurozone’s existence, while youth 

unemployment has exceeded 50% since 2011.

Against that backdrop, the sovereign debt crisis can be seen 

as a cyclical problem that has turned into something worse 

because of structural challenges. The eurozone’s challenges are 

encapsulated in a single metric: The ratio of government debt 

to GDP. As recently as 2009, government debt burdens in the 

eurozone periphery were in a range between just above 100% 

of GDP (similar to the current level of the AAA-rated US) and 

well below 100%, as shown in Figure 1. Typically government 

debt undergoes a cyclical increase during a recession.

In 2010 and 2011, the European Union’s response to the crisis 

was a matter of one step forward, two steps back, as Greece, 

Ireland and Portugal were bailed out. At first, policymakers 

focused almost entirely on spending cuts. This entailed painful 

austerity that impeded GDP growth, leading to higher debt-

to-GDP ratios. 

From 2012 onward, progress has improved to two steps 

forward, one step back. Policy goals have evolved into 

a combination of “austerity plus growth” to move debt 

levels down and GDP up. Growth is returning to parts of 

the periphery, and the European Central Bank’s Outright 

Monetary Transactions program provides an emergency 

brake for sovereign debt markets that the ECB has not yet 

needed to use. But the risk of backward steps remains, given 

political instability and inertia. 

Source: National sources, Trading Economics, UBS Investment Bank,  

UBS Global Asset Management

Note: Data for 2013 and 2014 are UBS forecasts

The currency bloc’s biggest structural flaw 

is its very existence.

Figure 1: Put it on the tab 
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Growth has been held back by a malfunctioning credit 

transmission mechanism. In other words, low interest 

rates from the ECB have not been converted into growth-

stimulating loans from banks to businesses and households. 

In the longer term, trend growth is kept low by the structural 

headwinds mentioned above. Structural reforms to address 

this problem face fierce opposition from incumbents who 

are protected under the status quo – be they employees who 

cannot be made redundant, or businesses protected from 

competition. Mass protests have become less frequent as 

austerity loses its power to shock, but structural reforms may 

trigger another round of social tensions.

Nevertheless, we expect cyclical improvements to be the 

dominant theme for the eurozone crisis in 2014. After 

possible turning points in financial markets and leading 

economic indicators, there are tentative signs of a virtuous 

circle in which growing confidence and increasing spending 

reinforce each other – the opposite of what occurred earlier 

in the crisis. Talk of a eurozone break-up has subsided, as we 

predicted in Investing in 2013. 

Whatever happens, investors can expect complex and 

sometimes fraught interactions between the main actors: the 

‘troika’ responsible for bailouts (comprising the IMF, the ECB 

and the European Commission); national governments in the 

eurozone core and periphery; voters; and investors. In our 

view, investors should focus on actions rather than words, and 

on underlying fundamentals rather than ephemeral dramas in 

politics and the markets. Opportunities may arise for nimble 

investors if dramatic events such as elections cause prices to 

drop sharply below fair value. In contrast, if prices climb above 

fair value, they will probably creep quietly upward against a 

backdrop of complacency. In 2014, investors in Europe must 

be alert to both these possibilities. 

By Matthew Richards, CFA

What to watch in 2014

È��European Parliament elections on May 22-25 could 

see gains for anti-establishment parties opposed to 

European integration

È��"�TFDPOE�bail-out of Portugal may be required after 

the current bailout funding runs out in June  

È� Italian politics remains dramatic – deep divisions  

in the multi-party coalition are likely, and the collapse 

of the government is a significant risk that would  

spook markets

È��Government bond spreads in Italy and Spain are 

the key metric of investors’ confidence in the eurozone 

periphery

È��1VCMJD�TFDUPS�debt-to-GDP ratios represent the harsh 

economic fundamentals at the heart of the crisis – if 

they start to fall, it will feel like a huge turning point

È��5IF�&$#ÁT�RVBSUFSMZ�bank lending survey will reveal 

whether cheap money from the ECB is finally making 

its way to households and businesses

È��5IF�&$#�NBZ�JOUFSWFOF�JO�credit markets to support 

lending to the private sector

How are asset classes affected?

È��5IF�euro tends to appreciate when the eurozone crisis 

is seen to be diminishing

È��8JUIJO�&VSPQFBO�equities, an overweight to northern 

European countries tends to outperform in relative 

terms when the crisis flares up

È��Periphery government bonds have the purest 

exposure to country-specific political and economic 

risks in the eurozone
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Central bank action

Since the global financial crisis, major central banks have 

used unprecedented tools, such as bailouts and buybacks 

to support the economy and instill stability. By 2009, the 

US Federal Reserve, Bank of England, European Central 

Bank (ECB) and Bank of Japan, among others, had laid the 

foundation for what, over the subsequent five years, would 

prove to be extremly loose monetary policy to help global 

markets and economies regain their footing. In both formal 

and informal coordinated efforts, these influential central 

banks successfully created a sentiment for risk-taking that 

saw equity and other risk asset prices taken to new highs. 

Commentators compared this monetary stimulus to a 

punchbowl that keeps partygoers in high spirits.

While the impact of this seemingly perpetual punchbowl 

has been positive, there are long-term tradeoffs of extended 

loose monetary policy that can cause pressure on a fragile, 

recovering economy. However, inflationary pressures have 

been kept at bay so far. More perilous in the near term 

might be the chances for policy error in manufacturing and 

executing an exit strategy. Just as forward guidance, or the 

act of signalling about the future path of interest rate policy, 

has proved to be an important tool for central bankers, we 

have also seen that the simple mention of tapering asset 

purchases can lead to market panics. A glimpse of this 

was revealed by the violent reaction of global markets in 

May and June of 2013 when US Federal Reserve Chairman 

Ben Bernanke hinted at the potential for the tapering of 

quantitative easing (QE). Perhaps investors do not have 

enough confidence in the sustainability of the recovery and 

global growth to have the punchbowl pulled away.

What once appeared to be a coordinated effort by central 

banks is now beginning to show signs of divergence, as each 

central bank needs to focus on what steps it will take to 

repair its own economy. While the US may plan on tapering 

its asset repurchases, which were growing by about 0.5% 

What once appeared to be a coordinated 

effort by central banks is now beginning  

to show signs of divergence.

Which way to the punchbowl?
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of GDP per month, liquidity may still be plentiful thanks 

to aggressive QE programs by other central banks. The 

Bank of Japan’s governor Haruhiko Kuroda has indicated 

that it will expand its balance sheet by roughly 1% of GDP 

through 2014. In the US, while tapering is likely for the 

Federal Reserve during 2014, if economic data show signs 

of strength, rate hikes still appear unlikely before late 2015, 

unless inflation becomes a problem. Unlike many other 

industrialized country central banks, only the ECB remains 

relatively hawkish.

While the path and effectiveness of continued quantitative 

easing programs remain to be determined, we do believe 

that the increased volatility that has come along with this 

uncertainty is likely to persist. Questions remain about the 

European Central Bank's efforts being undermined by an 

inability to form a cohesive fiscal and banking union. These 

pervasive macroeconomic questions could trigger increased 

volatility and market dislocations offering opportunities 

for investors. Additionally, there has been significant 

improvement in economic data and growth due to strong 

central bank action. US house prices have rebounded, and 

most economies – including the eurozone – have come 

out of recession. Overall, we believe that central banks are 

committed to remaining accommodative until growth goals 

are met, and that they will help achieve a continued  

global recovery.

By Danielle Singer, CFA, MBA

What to watch in 2014

È��Janet Yellen expected to take the helm at the Federal 

Reserve in January 2014  

È��"HHSFTTJWF�CBMBODF�TIFFU�FYQBOTJPO�TIPVME�HFOFSBUF�
increased inflation in Japan

È��Prime Minister Abe’s economic reforms, if they 

are implemented efficiently, could make the Bank of 

Japan’s policies more effective

È��&$#�NPOFUBSZ�QPMJDZ�NBZ�CF�UPP�SFTUSJDUJWF�HJWFO�UIF�
level of austerity in most eurozone countries

È��.PWFNFOU�UPXBSE�eurozone banking union would 

put the region’s economy on a firmer structural footing

È��Housing prices look set to continue their recovery, 

generating increased anxiety about excess real estate 

lending among central bank policymakers

How are asset classes affected?

È��5IF�US dollar should appreciate in the face of 

tapering, while emerging market currencies may 

continue to bear the brunt as they are particularly 

vulnerable to tighter US monetary policy

È� Developed market equities and high yield debt 
could continue to perform well, provided global 

liquidity is still plentiful

È��"T�SJTJOH�SBUFT�GMPX�UISPVHI�UP�IJHIFS�NPSUHBHF�SBUFT�
real estate may see slower price rises

È��Sovereign debt could face continued normalization 

of yield curves in several regions, putting downward 

pressure on bond prices  
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Growth and austerity 

Governments’ economic policies have been somewhat 

inconsistent recently, especially in developed market 

economies. Certain countries such as the US have adopted 

a "growth" policy objective, while other countries such 

as those in the eurozone periphery have adopted a strict 

"austerity" objective. By monitoring which countries continue 

to hold austerity or growth policies, we believe we can isolate 

investment opportunities caused by dislocations within related 

asset classes and market segments.  

At the time of writing, although it is very early to make 

judgements, the growth policy stance appears to be delivering 

better results than austerity. "Green shoots" of positive 

economic recovery were seen in the US back in 2012. The US 

is in anemic recovery mode currently, as shown in Figure 1. 

The eurozone started to show some signs of green shoots 

activity later, returning to positive growth in the second quarter 

of 2013. However, five out of seven of its major countries 

were still in recession. The trajectory of the eurozone recovery 

therefore needs to be closely watched. 

2014 will be a pivotal year for the playing out of the growth 

versus austerity debate. Will growth continue to "win" over 

the austerity policy stance in 2014? The milestones to monitor 

include relative global GDP growth, unemployment levels and 

political stability. The latter is highly relevant to the eurozone 

periphery, particularly for Italy. 

In Italy, GDP growth has on average been close to zero for more 

than a decade. The country has experienced numerous changes 

of government and faces structural challenges such as a rapidly 

aging population. The rise of the anti-austerity M5S party, led by 

comedian-turned-politician Beppe Grillo, could destabilize Italian 

politics further. Structural reforms to make the economy more 

competitive would perhaps be the best way to resolve the growth 

versus austerity debate – but only if they are politically feasible. 

By Edward Bang, MBA

Growth appears to be delivering better 

results than austerity.

Which medicine works?
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Green shoots

GDP growth and leading indicators in the OECD and the US 
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What to watch in 2014

È��GDP growth should reveal whether the US economic 

recovery continues, and whether the "green shoots" in 

the eurozone will grow or wither 

È��The budget deficit situation in the US and the 

peripheral eurozone is a headwind for continued recovery 

È��Unemployment rate recovery is exceedingly slow, 

especially in younger age brackets, but is a prerequisite 

for solid economic growth

How are asset classes affected?

È��*O�HPWFSONFOU�CPOE�NBSLFUT�Italian and Spanish 
spreads over Germany indicate whether investors 

are gaining or losing confidence in the periphery

È��*O�&VSPQFBO�FRVJUJFT�UIF�SFMBUJWF�QFSGPSNBODF�PG�
core versus periphery equities also indicates how 

investors perceive eurozone crisis risk 

È��5IF�PVUQFSGPSNBODF�PG�US versus European 
equities may start to unwind if investors worry less 

about the eurozone situation

È��5IF�TUSFOHUI�PG�the euro versus the Swiss franc 

has been, and will continue to be, a clear indication of 

eurozone risk appetite

È��Chinese equities and the renminbi should be 

affected by China’s migration from growth-oriented 

to more  ‘balanced’ policies

È��Emerging markets such as India which are in 

‘forced austerity’ policy mode could see further 

underperformance of their currencies and equities

Source: Bloomberg Financial L.P., UBS Global Asset Management
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Inflation

Five years after the financial crisis led to unprecedented 

expansionary monetary policies by leading central banks across 

the globe, we have seen almost no evidence of inflation in the 

developed world. Near-zero central bank rates, coupled with 

unprecedented amounts of quantitative easing, have left many 

inflation hawks figuratively "Waiting for Godot," as shown 

in Figure 1. Additionally, as we look out over the next several 

years, there are very few signs of inflationary pressures.

While the shape of the economic recovery will vary depending 

on the region, our base case is that in aggregate central bank 

policy will ultimately start to normalize and the amount of 

global stimulus will ultimately recede. The US Federal Reserve 

will likely lead this normalization process, while the European 

Central Bank stands ready to do more easing if necessary. 

The Bank of Japan has indicated that it will aggressively 

expand its balance sheet via further quantitative easing in 

perhaps a last-ditch effort to stimulate growth. While central 

banks have not had an easy time in the post-crisis regime, 

the scarcity of any data signaling inflation has certainly made 

their accommodative predisposition over the last several 

years much easier for the major developed economies to 

digest. Given central banks’ significant risk aversion regarding 

inflation, we would expect a decisive reaction if there was any 

hint of outsized inflation.

Looking back over the decade leading up to the 2008 crisis, 

the biggest contributor to inflation was increasing commodity 

prices. China’s investment-fueled growth led to an insatiable 

demand for natural resources that put upward pressure on 

many commodity prices. These higher prices were passed on to 

consumers globally. Increasing the supply of natural resources 

can take a decade or longer as new facilities are brought 

on line given the long lead times and significant investment 

required. But now, 10 years after the first signs of rising metal 

prices appeared, global supply has increased. This, as shown in 

Figure 2, coupled with slowing growth in China, is likely to limit 

any inflationary pressure from commodities.

Although some commentators point to the potential for a 

return of a 1970s-style wage inflationary spiral, this is very 

difficult to envision in the developed world. Automatic 

cost-of-living adjustments that were either legislated or 

Unemployment rates remain high,  

leaving little incentive for companies  

to increase wages.

Waiting for Godot

'JHVSF����/P�JOÏBUJPOBSZ�TVSHF�IFSF
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written into union contracts have mostly been eliminated.  

Additionally, unemployment rates remain high, leaving little 

incentive for companies to increase wages. There are signs 

of increasing wages in some emerging markets. However, 

plenty of spare capacity remains globally, given the ample 

output gap in the world economy. This will keep producers’ 

pricing power in check, as other producers will step in if prices 

increase too quickly.

While significant inflation risk across the developed markets is 

expected to remain low, inflation must be closely watched in 

emerging markets. Structural inflation could remain in countries 

such as India due to lack of infrastructure leading to supply 

bottlenecks. Additionally, further weakening in emerging 

market currencies would exert upward pressure on local prices, 

particularly in countries that depend heavily on imports.

By Lowell Yura, CFA, ASA, MBA

Source: World Bureau of Metal Statistics

Figure 2: Doctor copper

Refined copper production (metric ton)

0

200,000

400,000

600,000

800,000

1,000,000

1,200,000

1,400,000

1,600,000

1,800,000

2,000,000

2013201120092007200520032000

What to watch in 2014

È� Economic growth in China is heavily linked to the 

commodity price component of broader inflation measures 

È��)JHIFS�SBUFT�PG�employment and real wages could 

raise inflationary pressures 

È��Central banks will continue to balance the need for 

monetary stimulus and the outlook for inflation

How are asset classes affected?

È� Breakeven inflation rates (nominal fixed-rate bond 

yields minus real inflation-linked bond yields) signal 

market expectations of future inflation

È��Real assets such as real estate, commodities and 

infrastructure are only loosely correlated to inflation, 

so investors should be cautious of using them to 

hedge inflation risk

È��"O�JODSFBTF�JO�JOGMBUJPO�JT�PGUFO�QPTJUJWF�GPS�equities  

if it is linked to stronger economic growth

È��Currencies of countries with volatile and higher 

inflation typically weaken relative to those countries 

with more stable inflation
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The great rotation 

A large-scale, herd-like change in investor preferences is 

often called a rotation. This phenomenon happens regularly 

within asset classes, such as rotations out of one equity 

sector and into another. It may also manifest itself between 

asset classes or regions. The great rotation – a term that has 

gained in prominence since 2012 – could be imminent. 

Central banks engaging in unconventional monetary policies 

since the financial crisis have forced bond yields down. 

Low rates have shifted investor preferences toward higher-

yielding asset classes of all possible shades, including high 

yield bonds, emerging market debt, bank loans, as well as 

high-dividend stocks, REITs and infrastructure companies. 

Alongside lower yields, the appetite for yield has grown 

further and has led investors to bid up prices on these assets. 

Today, there is potential for a broad adjustment out of 

over-owned into less crowded assets. Contrary to received 

wisdom, aggregate market flows will offer little help as 

indicators of a rotation. Although there may be some trading 

between different investor types (e.g., retail, institutional, 

hedge funds), the net aggregate flows can be zero as the 

total amount of outstanding bonds and equities does not 

change. Securities will not cease to exist, as somebody will 

still have to own these assets. The point is that, if the great 

rotation occurs, lower demand will depress the prices for 

currently over-owned assets. So the adjustment will be seen 

in the market prices on both ends, and will become visible in 

the aggregate allocations in portfolios. 

Increased risk appetite is an important precondition for the 

great rotation to unfold. The equity risk premium, reflecting 

the difference between equity market returns and the 

returns available on ‘risk-free’ assets (i.e., the additional 

compensation required to hold the riskier equity asset), has 

come down recently but is still at significantly higher levels 

than in the 1990s, as shown in Figure 1. This is a sign that 

investors still need the prospect of outsized returns to be 

enticed to buy equities. The appetite for equities would 

probably be spurred if fixed income investors were faced 

with losses on the positions that they thought were  

relatively safe.

A normalization of interest rates, a definite catalyst for the 

great rotation, may come in various forms. In a sudden 

interest rate shock, investors’ outsized bond losses may curb 

their willingness to hold anything other than cash. If yields 

were to mount more gradually but in a seemingly irrevocable 

manner, we would expect a rise in equity prices as investors 

start looking at equities as a better long-term store of value. 

If an adjustment starts, the question will be how far it will 

take us. In other words, what will the aggregate allocation 

to fixed income and equities be under such a new regime? 

Will investors' overall equity holdings ultimately soar to pre-

crisis levels? The recent abundance of money has disguised 

the 'true' interest rate and has made it hard to estimate 

what the demand for stocks would be in the absence of 

central bank intervention. Even a great rotation is unlikely 

to take us back to the equity allocation levels seen in the 

nineties, since aging demographics in developed markets 

have curbed risk appetite. Structurally, lower risk tolerance 

is likely among the reasons for lower equity holdings in 

pension portfolios, as shown in Figure 2.

The new fashion 
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The scenario of ‘normal’ rates has great ramifications across 

asset classes. At the same time, it would be dangerous 

to assume that the subsequent rotation will lead to an 

investment landscape like the one we saw 10 years ago. Our 

assessment is that a rotation is coming indeed, but it may not 

be so great after all.

By Daniel Rudis, PhD, CAIA

Figure 1: The reward for risk
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Figure 2: Less equity
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Even a great rotation is unlikely to take us 

back to the equity allocation levels seen in 

the nineties, since ageing demographics in 

developed markets have curbed risk appetite.

What to watch in 2014

È��5IF�HSFBU�SPUBUJPO�XJMM�MJLFMZ�CF�BDDPNQBOJFE�CZ�B�
normalization of interest rates

È��"O�JNQPSUBOU�DBUBMZTU�GPS�JU�UP�QMBZ�PVU�XJMM�CF�UIF�QBJO�
levels experienced by fixed income investors

È��6OMJLF�PUIFS�SPUBUJPOT�UIJT�POF�XJMM�QPUFOUJBMMZ�TQBO�
multiple asset classes and may affect the relative 

pricing of income vs. growth, risky vs. safe and liquid 

vs. illiquid asset classes 

È��5IF�VODIBOHFE�need for income and the structurally 

lower demand for equity risk can diminish the 

magnitude of the rotation

How are asset classes affected?

È��"�SFJOGPSDJOH�DJSDMF�PG�lower bond prices and 

higher equities prices may be set off under a  

great rotation scenario

È��)PXFWFS�BO�JNNFEJBUF�JOUFSFTU�SBUF�TIPDL�NBZ�SFTVMU�
in increased cash holdings, rather than in increased 

equity allocations

È��)JHIFS�ZJFMET�PO�HPWFSONFOU�CPOET�XPVME�FBTF�UIF�
search for yield, resulting in less price support for 

high-yielding asset classes including real estate  

and infrastructure

Source: UBS Investment Bank 

Note: The equity risk premium (ERP) reflects the difference between 

equity market returns and the returns on the 'risk-free' asset, typically the 

government bond or Treasury bill rate. Estimates of the ERP vary according 

to the model employed. An important distinction must be made between 

historic and forward-looking measures of the equity risk premium. The 

alternative employed here is a measure of the ex ante (or ‘forward-

looking’) risk premium, which attempts to capture investor expectations. 

This implied equity risk premium is derived from a discounted cash flow 

model, which equates discounted future streams of earnings (cash flows) 

to prevailing market valuations. The equilibrating factor is the discount 

rate, which is the sum of the risk-free rate and the equity risk premium. 

The approach used here assumes that cash flows grow proportionally to 

earnings, whose expected growth rate at any point in time is given by the 

consensus IBES estimates. These earnings estimates span an initial horizon 

of five years. Thereafter, we assume earnings (cash flow) growth decays 

to its long-run equilibrium growth rate, which is proportional to forward-

looking, dynamic estimates for nominal GDP.)

Source: Investment Company Institute, Mercer. 

Data as of 2013. 
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