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A low rate, low return world

= This publication in a nutshell

The broad implications of a low rate world for
investors with general recommendations for
action.

Tracking the effect of central bank asset
purchases on corporate bond pricing

A scenario for short-term risky asset upside
The impact of negative interest rate policy on

global aggregate bonds and the actions that
investors holding global bond indices might take

= Summary

Global monetary policy settings have become
more accommodative recently.

In our central outlook, we expect that policy will
support only moderate growth rates at best.
Interest rates will remain low — rates will
increase slowly relative to history and to levels
lower than historical norms.
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These outcomes — alongside risk premia that
we expect to be average to below average —
drive our forecasts for low asset returns over
the medium term.

We remain concerned about downside risks and
the ability of central banks to materially
stimulate the economy in the event of a major
downside shock.

Every investor should consider what range of
actions they can take in response to this low-
rate, low return environment.

WillisTowers Watson L1'I'l:l



A low rate, low return world

Central banks are running out of firepower

Our central outlook

Over the course of this year, beginning with our Five-
Year Outlook released in February, we have restated
our central outlook. Our view posits mediocre but
sustainable growth as the most likely outcome. For
many countries, this means growth that is at, or
slightly below, our estimate of potential growth.
Around this outlook, we think risks are skewed to the
downside.

Global central banks have reacted to a low growth,
disinflationary environment by implementing very
accommodative monetary policy (Fig 1). In the US,
this has been via renewed focus on global downside
risks, and pared-back expectations for rate hikes.

Elsewhere, low, and in some instances negative,
policy rates have been accompanied by forward
guidance and quantitative easing measures. Central
bank commitment to accommodative policy has
helped support the near-term outlook, making the
risk of a recessionary event lower over the next 18
months.

Can policy improve this outlook?

We think the global monetary policy shifts have been
necessary to support the global outlook. But we think
they have been insufficient to break the current
disinflationary cycle (Fig 2) and drive growth
sustainably above potential. Accommodative

Fig 1: Central bank policy is accommodative
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monetary policy has helped extend a risky-asset rally
but has not helped resolve the key long term
headwinds to asset returns. These headwinds are
low cash rates, average to below-average risk
premia and a lacklustre growth outlook. Resolving
these long term headwinds will require either a fall in
asset prices, or structural and fiscal policies to
improve growth prospects, or both. To be truly
successful, it seems likely that policy will need a
concerted effort across developed and developing
economies.

Can policy extend the status quo?

In early 2016, central banks were able to forestall
expectations of a downside event during what was a
relatively minor shock. The US eased its rhetoric in
response to a mild slowdown. This took pressure off
the US dollar, eased US dollar liquidity, and allowed
other countries to ease without fear of imported
inflation. China’s authorities introduced combined
fiscal and monetary stimulus which had a direct
impact on demand. In Europe and Japan, their
respective central banks eased policy further with
policy rates moving into negative territory. More
recently, the Bank of England and the Reserve Bank
of Australia have eased monetary policy in response
to weaker outlooks.

Fig 2: Disinflationary pressures persist
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A low rate, low return world

Downside risks dominate the outlook

We think central banks will be able to repeat this to
some extent. Expectations for rate tightening are still
built into some markets. There is still room to re-
introduce or increase quantitative easing measures.
There is enough monetary policy firepower to
counteract expectations for a minor shock. However,
we think monetary policy tools — both traditional (that
is, rate cuts including to negative levels) and
unconventional (that is, quantitative easing) — are
approaching the limit of their ability to materially
stimulate the economy in response to any serious
downside shocks.

What does this mean for the downside?

A key element of our Five Year Outlook is that
downside risks dominate the outlook. These risks
include a credit default cycle in China, a further step-
down in commodity prices, tighter than expected US
dollar liquidity and geopolitics. While recent action by
central banks has bought growth and asset returns
forward, we continue to believe downside risks are
elevated over the medium-term.

The US Fed has typically cut rates by five
percentage points or more in response to downside
events, with similar responses from other developed
central banks. At current policy settings, the Fed will
be unable to achieve that level of stimulus.

US Federal Reserve Chairperson Yellen has said
that if the Fed is able to raise rates to around 300bps

(from the current settings of 50bps), then it can
engineer an additional 200bps of easing from
gquantitative easing measures or forward guidance.
We think this would reduce the impact of a downside
event and stimulate a recovery. But importantly, in
our central economic outlook, the Fed is some way
off being able to raise rates to 300bps. We do not
forecast rates at this level within the next five years.

Therefore, we retain our cautious outlook for risky
asset returns, in particular our emphasis on
downside risks. Clearly, policy action this year and
market responses demonstrate that authorities are
not powerless in the face of relatively minor
slowdowns. But our concern is that the global
economy and asset prices remain unusually exposed
to more material shocks.

What options are left?

For the majority of developed economies, and many
emerging economies, monetary policy has been the
key tool used to stimulate the economy. Low and
negative rates, forward guidance and quantitative
easing have all become relatively standard parts of
the central banker’s toolkit. In the case of a material
downside shock, we think these will be insufficient to
materially stimulate the economy. In that case, other
policy will be needed. The options are structural
reforms and fiscal policies.

Fig 3: Negative economic events have, historically, required 5% points of interest rate cuts
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A low rate, low return world

Fundamentals to assert themselves on assets over medium term

Structural reforms are a slow-burn, medium term
response to weaker growth outlooks and
disinflationary pressures. For most developed
economies, structural reforms may be needed to
improve labour market efficiency and boost slowing
productivity growth that is a key determinant of the
potential growth outlook. However, this type of policy
can have unpleasant near-term impacts on labour
markets, with the positive growth impact slow to
materialise. That feature can make them politically
unpalatable during a downside shock.

We think fiscal policies are more likely to be
implemented. Fiscal policies that include reduced
taxation or increased spending (or both), with the
deficit financed by debt issuance, are a conventional
feature of history. Developed economy governments
have been reluctant to boost growth through fiscal
stimulus in recent years due to fears of debt levels.
However, the recent G20 summit marked something
of a shift, with the debate focusing on how to best
employ fiscal policy and structural reform to support
growth.

Less conventional fiscal policy includes monetary
financing. Monetary financing is discussed in more
detail in Box 1. In brief, this type of policy involves
fiscal spending by the government that is financed by
direct transfers from the central bank, rather than
being financed by debt issuance. For most
economies, we think such policy is likely only in a
major downside event rather than in a shallow

Fig 4: Over a medium term horizon we expect US
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recession. Even so, the potential impact of such
policy on asset prices and investor portfolios is
considerable and important to consider.

Implications for asset returns

We believe that central bank actions have been one
of the main drivers of asset markets in recent
months. Liquidity provision has led to declining bond
yield and risk premia compression in a number of
markets.

As we note above, on a forward looking basis, we
believe that central banks will likely be able to offset
minor economic shocks and will remain a key driver
of asset returns in the near term. However, over our
5-year outlook horizon we believe market
fundamentals will assert themselves and become the
main driver of prices. That is, at best, central banks
will be able to engineer a moderate growth and
inflation outcome and therefore moderate to low
cashflow growth. We discuss market pricing relative
to this outlook below.

Low government bond yields

In many government bond markets yields are close
to record lows. With low starting yields our
expectation is still for low government bond returns
over our 5-year horizon, given our central outlook of
moderate growth. However, given downside risks,
we believe a number of markets continue to exhibit

Fig 5: Our outlook for US cash rates is moderately
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A low rate, low return world

Box 1. A monetary financing primer

We believe central banks are approaching the
limits of conventional, quantitative and credit
easing. Therefore, the next round of policy
stimulus is likely to lean much more heavily on
fiscal policy. Monetary financing is a policy that
marries fiscal and monetary aspects, allowing
governments to run deficits without increasing
debt held by the public.

What is monetary financing?

Monetary financing means running a fiscal deficit
(or a higher deficit than would otherwise be the
case) which is not financed by interest-bearing
debt but by an increase in the monetary base. In
practice, governments can implement this through
one-off or repeated tax cuts or increased public
expenditure, funded through the creation of more
deposits rather than printing additional paper
money. Central banks can ‘create’ money by
crediting the government’s balance sheet and
recording it as non-interest bearing, non-
redeemable receivable from the government. The
central bank may also purchase government
issued debt and roll it over perpetually. Either way,
the consolidated balance sheet of the central bank
and the government would look the same.

Fig 6: Simplified diagram of monetary financing
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How it differs from other policy tools

Debt-financed fiscal stimulus: A debt-financed
fiscal stimulus may be partly offset by the
anticipation of an increased future tax burden
levied to pay off the additional debt in the future. A
monetary financed fiscal stimulus aims to have a
similar impact on nominal demand as a debt-
financed fiscal stimulus but does not incur an
increased future tax burden on the private sector.

Monetary stimulus: A key channel for monetary
policy stimulus (conventional or unconventional) is
bringing forward consumption and investment.
The idea is that lower rates will increase credit
growth or raise asset prices resulting in increased
aggregate demand. This may become increasingly
difficult when private agents are looking to de-
lever. Monetary financing however does not
require an increase in private credit.

Political risks

Monetary financing is yet to be adopted as a
mainstream policy tool by a major central bank.
Opponents of the policy point towards the political
risk that monetary financing becomes a
seemingly costless way to increase public
expenditure once central bank independence is
compromised. Continued expansion of the central
bank balance sheet runs the risk of becoming
inflationary in nature and/or policy may lose
credibility with investors. There are also some
guestions about its legality, despite use during the
great depression. For these reasons we expect
the policy to be used sparingly and with caution.

Widespread use only during downside

Going forward, we think monetary financing is
indeed a possibility given the amount of financing
set aside by central banks to achieve their inflation
targets. In our base case, only Japan is likely to
undertake some explicit form of monetary
financing. Even in a mild economic downturn, we
expect most other countries to employ a debt
financed fiscal stimulus. Monetary financing would
come into widespread use only when the
conventional policy toolkit appears visibly
depleted.

© 2016 Willis Towers Watson. All rights reserved. Proprietary and Confidential. For Willis Towers Watson and Willis Towers Watson client use only.



A low rate, low return world

Understand the impact of low portfolio returns on investment objectives

downside protection properties that are useful for
investors to hedge growth cycle risks. This outlook
is true most notably in the US nominal and inflation-
linked markets and also Australia. German and
Japanese curves do not offer these downside
protection properties as curves are already flat.

In the shorter-term, we continue to note the risks of
a short-term reversal in bond markets, US
Treasuries especially. We think Treasury pricing is
discounting too slow a pace of Federal Reserve rate
rises.

Low risky asset returns

We have noted that central banks have had a
significant impact on risky asset market pricing. This
has been an important driver of the majority of
forward looking asset risk premia sitting at
moderately compressed levels relative to our
fundamental outlook. Central banks may be able to
push asset prices higher and risk premia lower in
the shorter term by continuing to buy assets.
However, over a longer horizon we expect returns to
be driven by fundamentals.

For example, central bank action in Europe has
resulted in material compression of corporate bond
spreads. However, over a longer time horizon we
believe a maturing global growth cycle and local
market stresses will lead to rising levels of defaults
that will drive spreads wider.

Given our moderate outlook for the global economy
and the compressed level of risk premia, we expect
risky asset returns to be low on average over the
next five years.

What actions should investors take?

Investors should continue to assess the impact of
low portfolio returns on the likelihood of achieving
their investment objectives. More broadly, we think
there are several strategic levers that investors
should consider.

We think that portfolios that are genuinely diverse in
their drivers of risk and return will fare better than
those that are not. We recommend revisiting
portfolio diversity and reducing reliance on assets
with economic growth sensitivity and improving the
balance across risk premia.

Global Markets Monthly

Protecting capital against downside events remains
an important implication of our cautious outlook. We
recommend building portfolios that offset the
downside-skew to the macroeconomic environment.
Over the next twelve months, portfolio construction
needs to be mindful of our negative short-term
outlook for nominal government bonds. Options
strategies may be a cost-effective method to
achieve some downside protection by selling some
upside.

We continue to think that equity and credit risk
remains moderately poorly rewarded over the
medium term, given our outlook. Locking-in shorter
term price rises and gradually reducing exposure to
risky assets remains appropriate in our view.
Dynamic views can also be implemented through
smarter active management — by pursuing strategies
driven more by alpha than market beta, for example.

We have suggested dynamically reducing risk
exposure in anticipation of low risk-adjusted returns
and elevated downside risks. However, dynamic
investors also need to be ready to exploit periods in
which asset returns are attractive and re-risking is
beneficial. Determining the frameworks to do this in
advance is likely to yield better outcomes.

© 2016 Willis Towers Watson. All rights reserved. Proprietary and Confidential. For Willis Towers Watson and Willis Towers Watson client use only. 6



A low rate, low return world

Monetary policy around the developed world

Central Current Last move Asset purchases Our central expectation
Bank policy
rate (%)
US Federal 0.50 +0.25 None One 25bps rate hike in 2016 and
Reserve Dec 2015 one/two 25bps hike(s) in 2017
Rates move only gradually higher
over the five year outlook slightly
above current market pricing
European -0.40 -0.10 Monthly asset No rate movements over the five
Central Mar 2016 purchases of €80bn year outlook
Bank are intended to run Ongoing credit easing beyond the
until end of March 2017 target end-date, with potential
2017. for expansion
Bank of 0.25 -0.25 Purchases of One 20bps rate cut before end-2017
England Aug 2016 corporate bonds up to Rates to remain unchanged over
£10bn and 2018 and 2019
government bonds of Credit easing to continue through
£60bn. 2017
Bank of -0.10 -0.20 ETF purchases up to Policy rate cut to -0.40% by end-
Japan Jan 2016 an annual pace of ¥6tn 2017 and remain unchanged in
($58bn) from the 2018 and 2019
current ¥3.3tn. JGB Credit easing programme to be
purchases up to an expanded in 2016
annual pace of ¥80tn. >50% probability of some form of
J-REITs up to an monetary financing by end-2017
annual pace of ¥90bn.
Reserve 1.50 -0.25 None No rate movements over 2016-2018
Bank of Aug 2016 Rates move gradually higher from
Australia 2019
Macroprudential policy implemented
to control house market
Bank of 0.50 -0.25 None One 0.25bps rate cut by mid-2017
Canada Jul 2015 Rates move gradually higher from

Source: Willis Towers Watson
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Central bank policy and corporate credit markets

The effects of policymaker actions have been significant

Recap — central bank asset market
purchases and capital markets

As we note in our feature article, we believe one of
the key impacts of central bank asset purchases is to
increase the price of the relevant securities, thereby
inducing portfolio rebalancing, wealth effects and
improving primary market conditions (Fig 7). These
impacts can be expected to improve economic
outcomes (growth and inflation) through inducing
spending and investment decisions.

Central banks purchased mainly government debt
with the aim of increasing money supply and
reducing yields on sovereign debt directly, and
indirectly through the expectations channel.
Evidence shows that this has had a significant
impact on the yields of government debt. Estimates
suggest that the Federal Reserve’s first round of
Quantitative Easing (ending March 2010) depressed
long-dated Treasury yields by 35bps relative to
levels that would otherwise have prevailed. More
generally, we have observed that bond yields tend to
fall in anticipation of government policy. These
moves were particularly prevalent in the US where
the Federal Reserve worked hard to sign post policy
changes to investors (Fig 8).

These direct reductions in ‘riskless’ yields feed
through to ‘risky’ asset prices in two major ways:

1. Portfolio rebalancing: once the central bank
purchases an investors’ bond, the investor will
typically rebalance their portfolio into riskier
securities, improving prices and lowering risk
premia

2. Lower discount rates: lower government bond
yields improve intrinsic value directly as the
present value of future cashflows increases
relative to before.

It is worth noting that in many economies central
banks retain some room to stimulate through rate
cuts, expectations or quantitative easing channels
(US, Australia, Canada and much of the emerging
world). However, in Japan, Europe and increasingly
the UK, as yield curves have flattened towards
central bank policy rates the achievable stimulatory
effect of quantitative easing through the portfolio
rebalancing channel has also reduced. That s, if an
investor is holding a security that is expected to
provide a cash-like return, that is then replaced by
cash, they are less likely to purchase a riskier
security to rebalance their portfolio return target.
The amount of stimulus from falling discount rates is
also constrained. Finally, concerns have been raised
regarding the negative effects of a flat yield curve on
banking sector profits and saver behaviour,
potentially reducing credit availability to the economy
and incentives to consume.

Fig 7: A stylised representation of channels of quantitative easing
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Central bank policy and corporate credit markets

The effects of policymaker actions have been significant

As the perceived stimulatory effect of quantitative
easing has diminished, central banks have moved to
purchase assets with more risky cashflow profiles.
Here we term these measures credit easing but they
are also known as qualitative easing. These
measures have also been used to ease specific
market liquidity issues at times. The European
Central Bank was the first developed economy
central bank to introduce credit easing in this growth
cycle, with its Covered Bond Purchase Programme
2, which is now complete. Since Q1 2016 the ECB
has mandated its Corporate Bond Purchase
programme. Japanese officials have taken the
largest steps into credit easing with the Qualitative
component of their QQE programme. This policy
now mandates for the annual purchase of ¥6tn of
equity index tracking ETFs, ¥90bn of J-REITs, ¥2.2tn
of commercial paper and ¥3.2tn of corporate bonds.
Following the results of the UK’s European Union
referendum, the Bank of England also announced a
credit easing programme with its Corporate Bond
Purchase Scheme.

Impacts of credit easing programmes

Whilst it is too early to determine the full impact of
the UK’s programme, BBB to A-rated credit spreads
have tightened modestly since its announcement.
We can analyse in detail the effects of the BoJ and
ECB'’s credit easing. In Europe the ECB has had a
marked positive effect on credit market conditions.
This can be observed in secondary corporate
markets where spreads between ratings tranches
have narrowed (for instance BBB and A-rated),
whilst the credit curve has flattened materially.
Initially, this narrowing was limited to the bonds that
were eligible for purchase, but recently the effect has
broadened to the wider market. Primary issuance
has also picked up when compared to 2015, whilst
loan rates have fallen materially in peripheral
markets. This was also the case for the central
bank’s covered bond programme following Mario
Draghi’s “do whatever it takes” comments, which
improved market conditions significantly. Similarly,
in Japan, purchases of J-REITs have led to support
in this market relative to wider real estate investment
companies. There is also moderate evidence that
credit easing has led to bank and investor portfolio
rebalancing. Over the following page we take a tour
of the various direct market effects of credit easing.

Global Markets Monthly

Fig 8: US bond yields fell in anticipation of QE
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Fig 9: European Central Bank credit easing asset
purchases
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Fig 10: Bank of Japan qualitative easing asset
purchases
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Central bank policy and corporate credit markets

The effects of policymaker actions have been significant

Fig 11: The BBB and A-rated EU IG bond spread
has narrowed since March ‘16
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Fig 13: The UK BBB to A spread has tightened
modestly since the summer
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Fig 15: AAA covered bond spreads fell during the
ECB’s purchase programme

Spread over Bunds(%)
= e« 03 Nov 2011
31 Oct 2012

- T @ a» e a» =

2.1
1.8

- S ey o
1.5 ‘,4-""

1.2
0.9

0.3

0.0

3M 6M 1Y 2Y 3Y 4Y 5Y 7Y 8Y 9Y 10Y

Source: Bloomberg LP, Willis Towers Watson

Global Markets Monthly

Fig 12: Credit curves have flattened since
purchases began
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Fig 14: UK credit curves are yet to flatten in the
same way as European equivalents
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Fig 16: Eligible J-REITS trade at a premium to
wider property developers following BoJ buying
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A scenario for short-term risky asset upside

Wide-spread risk premia compression represents a risk to our central outlook

Wider impacts of the programmes

Central banks’ policies have had indirect effects on
other asset classes. In particular, many equity
markets have performed strongly so far this year.
We are able to attribute total returns into the portion
caused by falling bond yields, the portion caused by
realised fundamentals relative to market pricing and
finally compression/expansion of the ex-ante equity
risk premium. At an aggregate level, market returns
have been driven in the most part by falling
government bond yields rather than fundamental
cashflow growth or improving expectations of future
conditions. That is, risk premia have widened
modestly even as markets have delivered positive
returns. The impact of falling discount rates is even
more apparent when we look at industries.
Corporates generating long-dated stable cashflows
have consistently outperformed those that rely on a
more cyclical growth profile in recent years.

Risk premia compression appears to have played
little role in equity market returns over recent times —
an outcome that is in-line with our central outlook.
However, wide-ranging further central bank action or
a shift out of high holdings of cash by investors could
pose a threat to this outlook.

The potential for short-term upside

The continuation or expansion of credit easing could
lead to significant wider market risk premia

compression (as is the case in the European
investment grade credit market). This is especially
true if authorities continue to react to minor economic
shocks in a similar response to that seen during the
first half of this year.

Additionally, investors remain very heavily invested
in low or negative yielding cash and/or bonds, which
reflects their ongoing uncertainty about future
economic prospects. A marginal shift in the
allocation of this capital to higher risk assets could
have a meaningful impact on risk premia.

In this scenario credit and equity prices could still
rise significantly from current high levels. Although,
as we illustrate in Fig 18, this simply means that the
subsequent long-term expected return (risk premia
plus cash) on assets could fall significantly —
equivalent to a flattening of the capital market line.
Higher long-term expected returns could be
sustained if economic conditions also materially
improved. Although, this requires growth to positively
surprise but not to the extent that it is inflationary.
Otherwise, interest rate expectations and the
discount rate would increase, offsetting part of the
higher returns.

In any event, in the shorter term, investors that have
followed our cautious portfolio construction advice
would underperform an otherwise unchanged
portfolio. In fact the optimal portfolio in this scenario

Fig 17: 12m equity returns have been supported by falling bond yields
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A scenario for short-term risky asset upside

Wide-spread risk premia compression represents a risk to our central outlook

would be a leveraged, high-beta risky asset and
bond portfolio (quite different from our cautious
cyclical outlook).

Leading to increased ‘blow-up’ risks

However, there are several reasons why we think
adopting a risk premia compression expectation as a
central outlook is inappropriate. First, we believe
central bank ammunition is limited and so the
likelihood that authorities are able to engineer a
sustainable cycle is questionable. Additionally,
wilfully inflating asset market bubbles, goes against
central bank doctrine.

From a fundamental perspective, as the US business
cycle matures, the reverse becomes increasingly
likely. That is, the Federal Reserve could tighten
financial conditions leading investors to pay
increasing attention to fundamentals.

Finally, in our view, further significant central bank
stimulus that does not lead to a fundamental growth
improvement increases the possibility of an
inflationary bust.

The more plausible driver is a re-allocation of cash
holdings into higher risk assets — we continue to
monitor this potential driver very closely.

Advice for investors

For now our advice to investors remains as set out in
our feature article. That is, continue to consider
strategic asset allocation in-line with the
recommendations set out in our Five-Year outlook.
While we do not recommend an immediate
wholesale reduction in risky assets given the
possibility for upside as noted above, for investors
with shorter time horizons or higher path
dependency, we encourage serious consideration of
de-risking and/or explicit downside protection
strategies. If we begin to see signs of widespread
risk premia compression, we would recommend that
investors look to sell down risky asset portfolios,
taking profits on holdings as returns are brought
forward in time. Finally, we recommend that
investors consider hedging inflationary type risks in
conjunction with downside protection strategies we
have previously recommended.

Fig 18: Central banks may be able to flatten risk premia curves further then we expect
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Negative rates and bond indices

Reconsidering commonly used benchmarks

Since 2009, policy rates have remained close to zero
across most major developed market economies.
Over this period, six central banks have now chosen
to break what previously was considered to be the
lower bound for interest rates — the zero nominal
lower bound. In this article we consider the impact of
negative interest rate policy (NIRP) on global
aggregate bonds and consider actions that investors
holding global bond indices might take.

How prominent are negative rates?

Negative interest rates were first introduced by
Sweden in July 2009 and have now been extended
to central banks in five other economies, including
Denmark, Eurozone, Switzerland, Japan and most
recently Hungary. Just under a quarter of the world’s
economy, as measured by GDP, now have a
negative policy interest rate. For investors in funds
benchmarked to global aggregate bond indices,
however, exposure to markets adopting negative
rates is higher, given the skew of these indices
towards more developed nations. These benchmarks
comprise a relatively smaller percentage of emerging
market and higher risk bonds, which are typically
higher yielding (Fig 19).

Implications for bond benchmarks

Negative bond yields guarantee a negative return in
local currency for investors holding these bonds to
maturity (noting that total returns are expected to be
positive when hedged to Australian dollars due to
interest rate differentials). Within Japan and the

Fig 19: Proportion of popular bond benchmarks
with low or negative yields
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Eurozone, our central expectation is for cash rates to
remain at current levels (or slightly lower in the case
of Japan) over the next five years before very
gradually rising. Additionally, we think that risk
premia in these markets are already very
compressed (near zero) and are unlikely to
compress further. Given this, we also expect
negative returns on a mark-to-market basis over the
next few years for government bonds in both of these
markets. This latter point is also true in the US.

Additionally, credit instruments with compressed
spreads over government bond yields or whose risk
premia are highly correlated with yield movements
(e.g., prepayment risk in the US agency market) are
likely to provide low or negative returns that do not
compensate investors for risks associated with these
investments.

Our advice

Investors should consider their benchmark bond
allocations carefully in terms of their objectives. To
help tackle the poor returns from negative yielding
instruments it might be appropriate to consider a
more active strategy, with a portion of bond holdings
targeting domestic bonds to hedge interest rates that
are relevant to liabilities or income/spending
objectives and a portion of higher yielding bonds
which take efficient levels of risk. This strategy would
maintain negatively yielding bonds only when these
are required to hedge local interest rate liabilities,
whilst making more efficient use of return seeking
capital.

Fig 20: The sectoral breakdown of the Barclays
Global Aggregate index
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Summary of market views

September 2016

Interest rates .
Inflation .
Credit .
Emerging market .
debt

Equities 0

Foreign exchange .

Global Markets Monthly

Given expected US economic conditions of slightly below trend growth and slowly rising inflation, we
expect the Fed to hike interest rates very gradually — one to two hikes each year. Even after recent
price falls US treasury yields are still discounting a slightly slower pace of hikes than our forecast. This
makes the asset class moderately expensive from a short-term perspective, i.e. it faces increased
mark-to-market risk over the next twelve months. However, we continue to emphasise that US
treasuries are more neutrally valued over the 5-year horizon that is more relevant for most institutional
investors.

We retain our neutral rating on Gilts. The medium term outlook for the UK economy has become
significantly more uncertain following the Brexit vote. In its August meeting, the Bank of England
decided to cut rates and announced a series of new easing measures to support the economy — this
is in line with our forecasts. Bond yields fell following the meeting but we believe that pricing remains
appropriate. Moreover, if the outlook for UK growth and inflation were to materially worsen (not out of
the question in our view) the yield curve could flatten significantly.

Our only major inflation-market view is for the US, where we continue to believe breakeven inflation
rates are underpricing inflation. While we recognise there are both current and long-term US
disinflationary forces, on a cyclical horizon we think inflation will stabilise at levels moderately above
what inflation markets are discounting. We expect this to place downward pressure on real yields. As
a consequence, we hold a moderately overweight view on medium and long-term US inflation-linked
bonds.

Credit spreads are now generally below start of year levels and offer moderately below average risk
premia — particularly when compared to other risky assets. Consequently, we assign a moderately
underweight rating to global corporate credit as downside macroeconomic risks and those specific to
credit — creeping leverage, weaker underwriting and structurally lower liquidity — lower our central
returns per unit of capital and increase the potential severity of a turn in the credit cycle.

We believe that risks to EM local currency debt returns are skewed to the downside given broad
macro pressures: Chinese growth concerns; lower commodity prices; and gradual US monetary
tightening. In no region do our duration and FX views align to give a clear positive signal.

Hard currency spreads also have negative exposure to weaker EM growth prospects, tightening US
liquidity and lower oil prices. These factors are expected to especially affect those countries heavily
reliant on foreign capital and net commodity exporters.

We maintain our moderately underweight stance on both local and hard currency EMD but note that
this view relates to passive exposure — there are opportunities for active management.

We maintain our moderately underweight view for global equities over a five year horizon. This
reflects a combination of growing medium-term macroeconomic and fundamental corporate risks to
equity markets and only an average global equity risk premium — expected returns from equities are
low and vulnerable to significant downside risks.

This rating encompasses both developed and emerging markets (and across countries). We believe
that all markets are likely to provide moderate-to-low returns over the medium term.

We still expect moderate US dollar appreciation against the euro and yen in the medium term and
note that the dollar provides attractive characteristics should a downside event occur. However, our
conviction is reduced given likely less acute monetary policy divergence relative to Europe and
Japanese economies. We hold a neutral view on the euro and yen against the dollar. This is also the
case for the Australian dollar, with appreciation/depreciation pressures relatively balanced under our
current analysis.

The UK’s vote for Brexit in June adds to sterling risks. However, given significant price moves already,
our conviction in this view is currently low and we continue to recommend a neutral hedging stance for
most clients.
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Asset class ratings

September 2016

Equities 5-year horizon
Developed markets Moderately underweight
US (large cap) Moderately underweight
US (small cap) Moderately underweight
Euroland Neutral
UK Moderately underweight
Japan Neutral
Australia Neutral
Emerging markets Moderately underweight
Credit
Investment grade US (all maturities) Moderately underweight
US (long credit) Moderately underweight
Euroland Moderately underweight
UK Moderately underweight
High yield us Moderately underweight
Euroland Moderately underweight
Leveraged loans us Moderately underweight
Emerging markets External currency Moderately underweight
Securitised markets Non-Agency RMBS Neutral
Agency RMBS Neutral
Sovereign bonds Maturity
Nominal us 5 year Moderately underweight
10 year Moderately underweight
15 year Moderately underweight
Germany 5 year Moderately underweight
10 year Moderately underweight
UK 5 year Neutral
10 year Neutral
Australia 5 year Moderately underweight
10 year Moderately underweight
Japan 5 year Moderately underweight
10 year Moderately underweight
Inflation-linked us 5 year Moderately overweight
10 year Moderately overweight
Euroland 5 year Neutral
10 year Neutral
UK 5 year Neutral
10 year Neutral
Australia 5 year Neutral
10 year Neutral
Emerging markets Local currency Moderately underweight

Global Markets Monthly
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Asset class ratings

September 2016

Commaodities Three year horizon
Oil Neutral
Industrial metals Neutral

FX (vs. USD)
Euro Neutral
Sterling Neutral
Yen Neutral
Australian $ Neutral
EM currency (Rogge) Moderately underweight

Reinsurance
Reinsurance Moderately underweight

Source: Willis Towers Watson. Please see ratings definitions in the Appendix. Upgrades in ratings from last month shown in green.
Downgrades in red.
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Disclaimer and ratings explanation

Explanation of ratings
We provide ratings on the following scale:

» Highly overweight: expected returns and/or the
balance of risks are strongly favourable considering
market valuations and fundamentals. We suggest
investors adopt an overweight position at full risk,
relative to longer-term strategic allocations.

* Moderately overweight: expected returns and/or the
balance of risks are favourable considering market
valuations and fundamentals. We suggest investors
adopt an overweight position at moderate risk,
relative to longer-term strategic allocations.

» Neutral: expected returns and/or the balance of risks
are around normal levels, considering market
valuations and fundamentals. We suggest investors
adopt a neutral position relative to longer-term
strategic allocations.

* Moderately underweight: expected returns are weak
and/or the balance of risks unfavourable considering
market valuations and fundamentals. We suggest
investors adopt an underweight position at moderate
risk, relative to longer-term strategic allocations.

» Highly underweight: expected returns are very weak
and/or the balance of risks highly unfavourable
considering market valuations and fundamentals.
We suggest investors adopt an underweight position
at full risk, relative to longer-term strategic
allocations.

These ratings are provided over a three to five year
horizon. The three to five year ratings are expected to be
relevant to dynamic investors with a more medium-term
horizon, that require greater lead times to execute
decisions and/or are mostly interested in significant
misvaluation opportunities.

Within each of the ratings/time horizons, the intention is
that if we are overweight an asset, we must be
underweight something else in order to provide an
indication of where we would fund a position from, or
deploy capital to.

About Willis Towers Watson

Willis Towers Watson (NASDAQ: WLTW) is a leading global advisory, broking and
solutions company that helps clients around the world turn risk into a path for growth.
With roots dating to 1828, Willis Towers Watson has 39,000 employees in more than
120 countries. We design and deliver solutions that manage risk, optimise benefits,
cultivate talent, and expand the power of capital to protect and strengthen institutions
and individuals. Our unique perspective allows us to see the critical intersections
between talent, assets and ideas — the dynamic formula that drives business

Disclaimer

Willis Towers Watson has prepared this material for
general information purposes only and it should not be
considered a substitute for specific professional advice. In
particular, its contents are not intended by Willis Towers
Watson to be construed as the provision of investment,
legal, accounting, tax or other professional advice or
recommendations of any kind, or to form the basis of any
decision to do or to refrain from doing anything. As such,
this material should not be relied upon for investment or
other financial decisions and no such decisions should be
taken on the basis of its contents without seeking specific
advice.

This material is based on information available to Willis
Towers Watson at the date of this material and takes no
account of subsequent developments after that date. In
preparing this material we have relied upon data supplied
to us by third parties. Whilst reasonable care has been
taken to gauge the

reliability of this data, we provide no guarantee as to the
accuracy or completeness of this data and Willis Towers
Watson and its affiliates and their respective directors,
officers and employees accept no responsibility and will
not be liable for any errors or misrepresentations in the
data made by any third party.

This material may not be reproduced or distributed to any
other party, whether in whole or in part, without Willis
Towers Watson'’s prior written permission, except as may
be required by law. In the absence of our express written
agreement to the contrary, Willis Towers Watson and its
affiliates and their respective directors, officers and
employees accept no responsibility and will not be liable
for any consequences howsoever arising from any use of
or reliance on this material or the opinions we have
expressed.
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interest and guidance. Action should not be
taken on the basis of any article without
seeking specific advice.
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