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Global Investment Outlook 2016
Fears of global recession hit markets hard at the start of the year. 
Yet the anxiety has waned. Stabilizing growth, a slower pace of rate 
increases by the U.S. Federal Reserve (Fed) and a pause in the U.S. 
dollar’s rise appear to bode well for markets in the near term.

Setting the Scene
Global markets appear ready to leave recession fears behind. U.S. 
manufacturing activity has been slowing since mid-2014, yet there are 
signs of a bottoming out. U.S. corporate executives show little concern 
about recession risk, our analysis of earnings call transcripts shows. 
China’s manufacturing sector looks to be stabilizing. And eurozone 
activity is rising — albeit at a moderating pace. 

Manufacturing weakness is concentrated mostly in sectors exposed to 
energy and exports. Yet there are signs the two key headwinds of 
falling oil prices and weak EM economies are easing. Also, the services 
sector is in much better shape, and financial systems in the U.S. and 
Europe are healing. We are in the midst of a long, shallow economic 
recovery —and we do not see a recession on the near-term horizon. 

The collapse in energy prices has dragged down inflation expectations 
globally. Markets recently were pricing in U.S. consumer price index 
(CPI) inflation of as low as 1% annually over the coming five years. 
This is puzzling: Core CPI inflation in February surged to the highest 
level in almost four years. Core personal consumption expenditures 
(PCE) inflation — the Fed’s preferred inflation gauge — hit 1.7%, but 
remains below the central bank’s target level of 2%. 

Note, however, that eurozone core inflation is still falling.

The Fed appears willing to run the risk that inflation overshoots its target 
— at least in the short term. It looks more concerned about market-based 
inflation expectations catching up with actual inflation. A stabilization in 
energy prices could cause such a rebound. This would be a positive for 
risk assets — unless the rise in inflation expectations was so sharp that it 
led investors to price in a more rapid pace of Fed tightening.

Low Returns Ahead 
We are living in a low-return world. Quantitative easing (QE) and 
negative interest rate policies have inflated financial markets. Many assets 
have had a great run since the financial crisis. This means future returns 
are likely to be more muted.

A long period of low rates has encouraged investors to assume greater 
risk in the stretch for yield. This has inflated asset prices. Higher 
valuations today typically mean lower returns in the future. We are in a 
low return, but not no-return, environment. This poses a dilemma for 
investors: Accept lower returns or dial up risk by taking equity, credit 
and interest rate exposure.

Divergence Is Slowing
Monetary policy divergence — a key driver of the U.S. dollar’s gains — 
looks to be slowing. The eurozone and Japan are reaching the limits of 
negative interest rates, and we see future easing coming through QE. 
The Fed has signaled a slower pace of rate increases. This bodes well 
for markets.
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Volatility 
We expect more volatility as the Fed normalizes policy, the business and 
credit cycles mature, and risks come to the fore. We see sharp momentum 
reversals as many investors have piled into similar, correlated trades. This 
means diversification and security selection are key.

Downside and Upside Risks
Key downside risks are a Chinese yuan devaluation and a U.K. exit 
from the EU. Upside risks are an emerging market (EM) rebound and 
a rise in inflation expectations on improving growth prospects.

A large, sudden devaluation in the Yuan could trigger competitive 
devaluations. It could suggest policy makers had lost control and hit 
risk assets globally, in our view. We place a low probability on this 
scenario for now. 

An EM recovery is a key upside risk. EM currencies have lost a third of 
their value since 2013 on a trade-weighted basis. Those of commodity 
exporters Brazil and South Africa have fallen almost as much as during 

the Asian financial crisis. A lot of EM adjustment is now behind us, 
and trade balances are improving. Another upside risk is a stabilization 
in oil boosting inflation expectations which would be positive if it 
wasn’t too rapid.

Income is king in a low-return environment. We like value equities and 
dividend growers. We are neutral on credit but favour it over 
government bonds. And we are warming up to selected EM assets.

Government bond yields around the world are exceptionally low. 
This leaves little cushion against the risk of rising growth or inflation. 
Yet low yields arguably make sense in a world where interest rates are 
falling in many countries, central banks are gobbling up a big share of 
issuance and investors are more worried about return of capital than 
return on capital.

Credit fundamentals look decent in the short term. Investment flows into 
the asset class are positive, and income is king in a low-rate environment. 
Most yields are far below pre-crisis levels, helped by the sell-off earlier 
this year. Yet they are well above those on government debt. 
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The Federal Election 
With the Federal election now confirmed for July 2 it is natural to 
wonder what the implications for investment markets and the economy 
might be. At present opinion polls give the Coalition a slight lead over 
Labor but it’s very close at around 51%/49%. 

Markets in the short term 
There is anecdotal evidence that uncertainty around elections causes 
households and businesses to put some spending decisions on hold - 
the longer the campaign the greater the risk. However, hard evidence 
regarding the impact of elections on economic indicators is mixed and 
there is no clear evidence that election uncertainty effects economic 
growth in election years as a whole. Since 1980 economic growth through 
election years averaged 3.7% which is greater than average growth of 
3.2% over the period as a whole. That said growth was below average at 
2.3% in 2013 which also saw a long de facto election campaign. 

In terms of the share market, there is some evidence of it tracking 
sideways in the run up to elections, which may be because investors 
don’t like the uncertainty associated with the prospect of a change in 
economic policies. The next chart shows Australian share prices from 
one year prior to six months after federal elections since 1983. This is 
shown as an average for all elections (but excludes the 1987 and 2007 
elections given the global share crash in late 1987 and the start of the 
global financial crisis in 2007), and the periods around the 1983 and 
2007 elections, which saw a change of government to Labor, and the 
1996 and 2013 elections, which saw a change of government to the 
Coalition. The chart suggests some evidence of a period of flat lining 
in the run up to elections, possibly reflecting investor uncertainty 
beforehand, followed by a relief rally soon after.

However, the elections resulting in a change of government have seen 
a mixed picture. Shares rose sharply after the 1983 Labor victory but 

fell sharply after the 2007 Labor win, with global developments playing 
a role in both. After the 1996 and 2013 Coalition victories shares were 
flat to down. So based on historical experience the impact of swings 
in global shares arguably played a bigger role than the outcomes of 
Federal elections. 

The next table shows that 8 out of 12 elections since 1983 saw shares 
up 3 months later with an average gain of 4.8%.

The next chart shows the same analysis for the Australian dollar. In the 
six months prior to Federal elections there is some evidence the $A 
experiences a period of softness and choppiness which is consistent 
with policy uncertainty, but the magnitude of change is small. On 
average, the $A has drifted sideways to down slightly after elections. 

Australian bond yields have tended to fall over the six months prior to 
Federal elections since 1983, which is contrary to what one might 
expect if there was investor uncertainty. However, this may be related 
to the aftermath of recessions, slowdowns and/or falling inflation prior 

We generally prefer high yield over investment grade in corporate debt. 
The former offers greater compensation for the risks entailed, we 
believe. In the medium term, we see rising risks to corporate credit. 
These include increasing defaults and ratings downgrades of 
investment-grade energy issuers.

Equities look attractive versus government debt, offering dividend yields 
above the yield on 10-year government bonds in all major markets. The 
gap is widest in negative-rate countries such as Japan and Switzerland. The 
U.S. is the only major region where bond yields rival equity dividends. We 
like dividend growers here, and see strength in consumption and housing 
supporting equities overall. We also favour European equities due to a 
supportive ECB. We have long liked Japanese stocks, but now are neutral 
because of the strengthening yen and mounting doubts over the progress 
of structural reforms. We are warming up to EM equities after a long 
underweight. Valuations are cheap. Signs the Fed will go easy on raising 
rates bode well for the asset class. Blackrock Investment Institute QTR 2, 2016
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to the 1983, 1984, 1987, 1990 and 1993 elections and the secular decline 
in bond yields since the 1980s. Overall, it’s hard to discern any reliable 
effect on bond yields from federal elections themselves. 

Political parties and shares 
Over the post-war period shares have returned 12.8% pa under 
Coalition Governments & 10.7% pa under Labor Governments.

It 

may be argued that the Labor governments led by Whitlam in the 
1970s and Rudd and Gillard more recently had the misfortune of severe 
global bear markets and, if these periods are excluded, the Labor 
average rises to 15.8% pa. Then again that may be pushing things a bit 
too far. But certainly the Hawke/Keating government defied 
conventional perceptions that conservative governments are always 
better for shares. 

Once in government, political parties are usually forced to adopt 
sensible macro-economic policies if they wish to ensure rising living 
standards and arguably there has been broad consensus on both sides 
of politics regarding key macro-economic fundamentals – eg, low 
inflation and free markets. 

Policy differences starker than  
since the 1970s 
However, this time the policy differences between the Coalition and 
Labor are arguably starker than they have been since the 1993 election 
(when the Coalition proposed an even more significant reform of the 
economy than Hawke and Keating had been pursuing) or arguably 
since the 1970s (when there used to be more of a focus around “class 
warfare”). While the focus on reducing the budget deficit is still there, 
it has softened, with each side of politics now offering very different 
visions for the size of government: 

•  Labor is focussed on spending more on health and education and in 
the process allowing the size of the public sector to increase, funded 
by tax increases on higher income earners (retention of the budget 
deficit levy, cutbacks in access to negative gearing, the capital gains 

tax discount and superannuation). Intervention in the economy is 
likely to be higher than under a Coalition government. 

•  By contrast the Coalition is focussed more on containing spending, 
and encouraging economic growth via company tax cuts and mild 
reforms. Despite the Coalition’s tilt to “fairness” with its super 
reforms it’s committed to keeping taxes down. 

The left right divergence between Labor and the Coalition was narrowed 
in recent decades by the reform oriented rationalist approach kicked off 
by Hawke and Keating in the 1980s in response to the economic failures 
of the 1970s. It now seems to have widened again with populist focus on 
issues of fairness after the 2014 Federal Budget debate and an electorate 
less averse to tax hikes. It’s also consistent with rising interest in populist 
policies in the US which in turn reflects angst over job losses from 
globalisation & automation and widening inequality. 

Perceptions that a more left leaning Labor Government will mean 
bigger government, more regulation and higher taxes and hence be less 
business friendly may contribute to more volatility in shares and the $A 
around the election. More broadly there are a number of risks in all this: 

•  The focus on economic reform needed to boost productivity seems to 
be falling by the wayside in the face of populism – eg, why aren’t we 
considering injecting more competition into the health sector rather 
than just spending more on it? 

•  There is a danger in relying on tax hikes on the rich (whether 
retention of the budget levy or cutting access to concessions) in that 
Australia’s top marginal tax rate of 49% is already high – particularly 
compared to our neighbours: 33% in NZ; 20% in Singapore; and 15% 
in HK. Australia’s income tax system is already highly progressive: 
1% of taxpayers pay 17% of tax (with an average tax rate of 42%) and 
the top 10% pay 45% of tax compared to the bottom 50% who pay 
just 12% (with an average tax rate of 11%). 

•  While talk of a budget emergency in 2013 was over the top, the 
seeming relegation to second order of budget repair under each 
successive government is risky. The loss of our AAA rating would 
risk alienating foreign investors on whom we depend. 

•  While the Coalition is still banking on winding back growth in 
welfare spending, this still won’t be realised if the Senate doesn’t 
become friendlier - the track record of double dissolution elections 
is not good in this regard. Don’t forget that it was hoped that the last 
election would end minority government but in reality it didn’t. 

In short, the widening left right divide in Australian politics suggests 
greater uncertainty going into this election potentially affecting all 
asset Australian classes, including residential property. But the bigger 
concern is the seeming dwindling prospects for productivity enhancing 
economic reform, which could be an ongoing dampener on growth in 
living standards. 

Dr Shane Oliver  
Head of Investment Strategy and Chief Economist  
AMP Capital


