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Executive summary
After a tough September quarter for global 
shares, prices bounced back in the December 
quarter, assisted by some stability in China’s 
financial markets, moderation of expected 
US rate hikes, plus further easing from the 
European Central Bank. In contrast, elevated 
global supplies, soft industrial demand and 
a stronger US dollar contributed to another 
leg lower in commodity prices, particularly 
energy and metals, over the quarter. 

The New Zealand share market had a strong 
quarter, thanks to its low exposure to hard 
commodity sectors and positive corporate 
announcements. The first Fed rate hike in 
almost a decade saw global and domestic 
bond yields move higher over the quarter, 
reducing returns from fixed interest. 
However, the rise in yields was tempered 
by the decline in commodity prices which 
is expected to keep inflation in check in the 
near term. 

Volatility in China’s capital markets returned 
with a jolt in early 2016, contributing to a 
decline in global shares below September 
levels.  While instability in China’s markets 
has intensified fears of an economic hard 
landing and global slowdown, we do not 
share those fears and expect another year 
of modest global growth in 2016. Most 
major advanced economies are expected to 
grow either at or slightly above potential in 

2016 but are still only likely to average 2.0% 
growth.  Welcome to the new normal.

Growth among the key emerging economies 
became highly divergent during 2015 
and will remain much the same this year, 
although we expect average growth across 
these economies to improve in 2016.  In 
China the challenge for the Government is 
to manage the pace of the slowdown while 
at the same time implementing challenging 
but necessary reforms.  

Global inflationary pressures will remain 
subdued in 2016, although it was prudent 
for the US Federal Reserve (the Fed) to begin 
the normalisation of interest rates late last 
year.  Other key central banks including 
the Bank of Japan, the European Central 
Bank and the People’s Bank of China are all 
expected to continue easing this year. The 
fact the Fed is going it alone will be the key 
constraint on how far and how quickly they 
can continue to raise interest rates.

The biggest downside risk remains China.  
China has the resources to avoid a full-
blown economic crisis but the key risk is a 
policy mistake, with the Chinese authorities 
on a steep learning curve with respect to 
financial deregulation.  More generally, the 
emerging economies facing dual cyclical and 
structural headwinds could still surprise on 
the downside. 

There are upside risks too.  Lower oil prices 
are a net benefit to the global economy 
as lower petrol prices free up income to 
spend on other things.  We haven’t yet seen 
the full windfall gains of lower oil prices 
reflected in consumer spending, which 
could surprise on the upside especially in the 
developed economies. Emerging economies 
that are net importers of commodities and 
are enjoying the tailwinds of beneficial 
structural reform could also surprise on the 
upside.  

Our portfolio investment bias remains 
overweight global equities on attractive 
valuations, reasonable economic growth and 
relatively easy monetary policy compared 
to previous cycles.  We also retain the 
underweight bonds view due to very low 
yields, but recognise modest global growth 
and excess spare capacity limits the upside 
risk to yields.

The New Zealand dollar (NZD) is close to 
our fair value on a MSCI weighted estimate 
but US rate hikes, China concerns and low 
domestic inflation prints means NZD risks 
are still skewed to the downside.  For this 
reason we retain a near term underweight 
NZD (overweight foreign currency) view.

HIGHLIGHTS...

−− China market volatility returns with a jolt in early 2016

−− Don’t expect a China hard landing or global growth collapse

−− Emerging economies to remain mixed; worries overdone

−− Global share price decline = higher equity risk premium

−− Lower for longer commodity prices; inflation to remain subdued in 
2016

−− NZ shares – curb your enthusiasm

QUARTERLY STRATEGIC OUTLOOK
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ASSET CLASS NEAR TERM VIEW MEDIUM TERM VIEW BIAS

Global equities Markets will remain volatile at least until China and 
global growth worries ease, but expect markets to be 
higher on a 12 month horizon.

At current bond yields, valuations are positive for this 
asset class over the medium term.

Overweight
Emerging 
market equities

Fed rate hikes and China worries will cause wobbles 
but not collapse. Specific country/currency risks will 
mean the path will be volatile.

EM valuations are attractive on a medium term 
horizon.

Australasian 
equities

NZ should underperform global shares as global 
fears diminish, but will outperform on heightened 
risk aversion. Australian shares offer better value but 
need more certainty on China.

Australasian shares are reasonably priced given 
current financial and economic conditions. 

Neutral

Listed property 
& infrastructure

Should track global equities in the near term with risk 
of underperformance if interest rates rise faster than 
expected

These sectors look fair value following recent 
performance. From an absolute perspective, the low 
real yield environment should provide support over 
the medium term.

Neutral

Commodities Commodity prices are likely to remain lower for 
longer with a volatile price profile

Cyclical price lows and improving demand are positive 
factors but the oversupply issue is expected to weigh 
on prices for some time.  

Neutral

Global bonds Expect bond yields to move modestly higher over the 
next twelve months as the US continues to gradually 
lift rates. Bond purchases by Japan and Euro zone 
central banks should limit the rise in yields globally.

Expect low returns given low government bond 
yields. NZD carry providing some offset to low market 
yields. 

Underweight

New Zealand 
bonds

Expect long-end and returns to take lead from US but 
relatively lower non-US yields could raise demand for 
NZ bonds. 

As with global bonds, low yields foreshadow low 
returns over the medium term. Underweight

Cash Expect not much change in cash rate over next 12 
months but risk to downside. 

Expect similar returns from cash and bonds over the 
medium term but cash has lower risk of capital loss 
than bonds. 

Overweight

Foreign 
currency

The NZ dollar has had a material adjustment but US 
rate hikes, China concerns and low domestic inflation 
prints means NZD risks are still skewed to downside.

The NZD is close to fair value on a MSCI weighted 
basis. Overweight
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ECONOMIC OUTLOOK
Expect another year of modest growth in 
2016.  While our global growth forecast of 
3.4% is higher than the estimated 3.1% in 
2015, it still falls just short of the long-run 
average of 3.5%. 

WE EXPECT MOST MAJOR 
ADVANCED ECONOMIES TO 
BE GROWING EITHER AT OR 
SLIGHTLY ABOVE POTENTIAL 
IN 2016.  EVEN THEN THOSE 
ECONOMIES ARE STILL ONLY 
LIKELY TO AVERAGE 2.0% 
GROWTH.  WELCOME TO THE 
NEW NORMAL.

Growth among the key emerging 
economies became highly divergent during 
2015 and will remain much the same in 
this year, although we expect average 
growth across these economies to improve 
from 4.0% in 2015 to around 4.5% in 2016.  
In China the challenge for the Government 
is to manage the pace of the slowdown 
while at the same time implementing 
challenging but necessary reforms.  We 
expect the pace of economic contraction to 
moderate in Brazil this year and Russia may 
move out of recession.  The countries that 
are likely to do well in 2016 are those that 
will benefit from a combination of cyclical 
and structural tailwinds including India and 
Mexico. 

Global inflationary pressures will remain 
subdued in 2016, although it was prudent 
for the US Federal Reserve (the Fed) to begin 
the normalisation of interest rates late last 
year.  Other key central banks including the 
Bank of Japan (BoJ), the European Central 
Bank (ECB) and the People’s Bank of China 
(PBoC), are all expected to continue easing 
this year. The fact the Fed is going it alone 
will be the key constraint on how far and 
how quickly they can continue to raise 
interest rates.

There is the usual plethora of risks.  The 
biggest downside risk remains China.  
China has the resources to avoid a full-
blown economic crisis but the key risk is a 
policy mistake as the Chinese authorities 
are on a steep learning curve with respect 
to financial deregulation.  More generally, 
the emerging economies facing dual 
cyclical and structural headwinds could still 
surprise on the downside.

There are also numerous political and geo-political risks that may unsettle and possibly 
disrupt as 2016 unfolds.  These  include the increasing frequency of serious terrorism 
attacks, ‘Brexit’ (Britain departing from the European Union), and the US Presidential 
election. 

There are upside risks too.  Lower oil prices are a net benefit to the global economy as lower 
petrol prices free up income to spend on other things.  We haven’t yet seen the full windfall 
gains of lower oil prices reflected in consumer spending, which could surprise on the upside 
especially in the developed economies.  

Emerging economies that are net importers of commodities, and are enjoying the tailwinds 
of beneficial structural reform, could surprise on the upside.  More generally the benefits of 
structural reform take time to flow, but positive moves on the policy front, in both emerging 
and those developed economies where serious work is required, could help sentiment in the 
near term. 

Global GDP growth
Annual average % change
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Global GDP growth 
Calendar year annual average % change

2015 2016 2017 2018

United States 2.5 2.6 2.5 2.3

Euro area 1.5 1.8 1.5 1.5

Japan 0.5 0.8 0.5 0.8

UK 2.4 2.5 2.4 2.3

Canada 1.2 1.6 2.0 2.0

Australia 2.4 2.7 3.0 2.8

New Zealand 2.4 2.5 2.9 2.6

Developed* 1.9 2.1 2.0 1.9

China 6.9 6.5 6.2 6.2

India 7.6 7.8 8.2 8.0

Brazil -3.0 -1.5 1.5 2.5

Mexico 2.6 3.0 3.8 4.0

Russia -3.5 1.0 2.2 2.5

Indonesia 4.8 4.6 5.0 5.2

South Africa 1.2 1.2 2.0 2.5

Emerging* 4.0 4.4 4.7 4.8

World* 3.1 3.4 3.6 3.7

(*) Averages are PPP weighted

Source: IMF and AMP Capital
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THE FED: HOW HIGH AND HOW FAST?

In 2015 much energy was devoted to if and when the Fed would 
start to raise interest rates.  The story for 2016 is how high and how 
quickly they will rise from here.

In the end, markets took the first increase in interest rates in nearly 
a decade in their stride.  Calming words from the Fed about the 
likely gradual pace of future interest rate increases was a critical 
factor in this.  The recent strength of the US dollar combined with 
still benign generalised inflationary pressures in the US economy, 
supports the case for only gradual rate increases from here.

As in 2015 economic growth in 2016 is likely to be led by the 
consumer rather than the productive sector.  Recent manufacturing 
survey data confirms the manufacturing sector continues to grapple 
with energy-related weakness, the higher US dollar and only modest 
global growth.  We expect those factors will continue to be a drag 
on US industrial production and capital spending for some time. 

Despite softer than expected spending at the end of 2015 the US 
consumer along with the services sector remain key to our view of 
continued above trend GDP growth of around 2.0-2.5% in 2016.  A 
combination of continued jobs growth, increases in the average 
working week, along with modest wage growth, is expected to lead 
to solid gains in aggregate labour income and consumer spending.  
We also believe we haven’t yet seen the full benefit of the real 
income gains that have come from weaker oil prices.  

Core inflation has risen in the US recently, but for reasons that 
fall short of being able to be described as generalised inflation 
pressures.  Factors such as shelter (owner-occupied rents) and 
government charges (healthcare costs) are behind much of the 
recent move higher.

US wages and inflation
Annual % change
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Wage growth remains critical to the outlook for generalised 
inflation pressures.  Increases in average hourly earnings were 
running at an annualised rate of 2.3% in the second half of 2015, up 
from 1.9% in the first half of the year.  With the economy running 
at above trend growth and with relatively low productivity (by 
US standards), along with an economy either at or close to full 
employment, our assumption is that wage growth will continue to 
trend higher over time.

But don’t expect a blow-out in wages.  We think there is ample 
scope for the supply of labour to increase in the US as the economy 
continues to improve.  We continue to believe the trend lower in the 
participation rate since the Great Recession is not entirely structural.  

Indeed the participation rate appears to have stopped falling 
recently and may head higher over time.  Increased labour supply 
will help dampen wage inflation.

US labour participation rate 
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Given the improvement and the generally positive outlook for 
growth and the labour market, we believe it was prudent for the 
Fed to start raising interest rates in December.  The Committee 
had to balance the risks of going too early and derailing the 
economy, or going too late and risking being behind the problem, 
necessitating a more aggressive tightening in policy further down 
the track.  We think they have got that about as right as can 
reasonably be expected.

Having now started the interest rate normalisation process, we 
expect the Fed to continue raising interest rates this year. There 
are two important considerations for how fast they will go.  Firstly, 
the Fed has been at pains to point out that interest rates are not 
on a pre-determined path higher.  To emphasise the point the Fed 
may elect to leave interest rates unchanged at one of its policy 
meetings this year. 

Secondly, we know that each move will be dependent on the data 
leading up to the meeting.  Recent soft data, especially retail sales, 
and financial market volatility could see a pause as early as the 
March meeting.  We will know more about how the Fed is thinking 
following their meeting at the end of January.

WE EXPECT THE FED FUNDS RATE TO BE 1.0-1.25% 
BY THE END OF 2016, IMPLYING THREE 0.25% 

INCREASES THIS YEAR.  

The risks are biased towards less tightening this year rather than 
more.  An upward surprise on inflation seems low, although there 
is a greater chance of growth proving higher than expected.  One 
such upside surprise could come from consumers finally beginning 
to spend the windfall gains of lower gasoline prices. Higher-than-
expected GDP growth might see interest rate markets assume 
higher inflation will follow.

The best guide for now of the likely total quantum of tightening 
over the cycle is the Fed’s estimate of the neutral rate.  This has 
been revised steadily downwards over time and currently stands 
at 3.5%.  Our own estimate of the neutral rate is 3.0%.  So while we 
expect the Fed to push on with raising interest rates this year we 
believe there is scope for that to coincide with a downward revision 
in the terminal rate.
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ECB ON DIVERGENT PATH…

Another factor that will limit the pace with which the Fed can 
raise interest rates is that other key central banks, including the 
BoJ, the ECB and the PBoC, are still easing monetary policy.  In 
that environment, too aggressive a stance from the Fed will put 
further upward pressure on the US dollar (USD) which would be 
undesirable.

The ECB stepped up its easing efforts in late 2015, cutting its 
already negative deposit rate further and extending the time-frame 
of its existing asset purchase programme into 2017.  Previously the 
programme had been scheduled to end in late 2016.

THE PROBLEM FOR THE ECB IS THAT WHILE 
GROWTH IN THE EUROZONE HAS BEEN 
GRADUALLY IMPROVING, IT REMAINS 
INSUFFICIENTLY ROBUST TO MAKE ANY 
SIGNIFICANT DENT IN THE STILL HIGH LEVEL 
OF SPARE CAPACITY IN THE ECONOMY, THE 
MOST OBVIOUS SIGN OF WHICH IS THE 10.5% 
UNEMPLOYMENT RATE.  WHILE THAT DEGREE OF 
SPARE CAPACITY EXISTS, WE ARE UNLIKELY TO SEE 
ANY SUSTAINED UPWARD PRESSURE ON CORE 
INFLATION.

We expect growth to move higher in 2016 to 1.6%, or just ahead of 
its potential.  Key factors include stimulatory monetary conditions, 
less drag from fiscal policy, low commodity prices boosting real 
incomes and consumer spending, and the continuing recovery in 
credit conditions.  Credit growth has been a key signal for us in 
terms of the recovery in the Eurozone.

Eurozone credit growth
Annual % change
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The outlook for inflation is for headline inflation to remain volatile 
and largely dependent on the outlook for oil prices.  Core inflation 
has recovered to around 1%, and we think it may remain stuck 
there in the near term as the output gap remains persistently 
large.  That said, we believe the ECB has done as much as they can 
do to support the economy and that absent some deterioration 
in the growth and inflation outlook, are now more than likely on 
hold.  Towards the end of the year attention will turn to the likely 
tapering of the ECB’s asset purchase programme. 

Eurozone inflation
Annual % change
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The Eurozone’s growth woes are more structural than cyclical.  
While the periphery has made some progress in that regard, albeit 
under considerable duress, the serial non-reformers of Italy and 
France appear likely to remain a drag on overall growth in output 
across the region over time.

A complicating factor, both economically and politically, is the 
significant influx of refugees from Syria.  The near term costs are 
high as refugees get settled, especially in Germany and Sweden 
where the numbers crossing the border is greatest.  The longer 
term challenge is to assimilate, educate and upskill the refugee 
population to turn a tragic and difficult situation into a positive for 
both the people involved and the economy generally. 

…AS IS THE BANK OF JAPAN

Economic activity in Japan continues to be patchy at best.  A 
second technical recession in less than two years was only avoided 
after the initial negative estimate of September quarter GDP was 
revised up to a positive number.  The outlook remains for continued 
subdued growth of 0.5% to 1.0% per annum over the medium term.

The subdued growth outlook reflects both structural and cyclical 
factors continuing to weigh on the economy.  Exports remain weak 
despite the depreciation in the yen reflecting lower trading partner 
growth.  Business investment remains subdued, most likely due 
to weak external demand and business scepticism that significant 
growth-enhancing reform will eventuate.  

GROWTH IN CONSUMER SPENDING REMAINS 
SOFT DESPITE THE BETTER LABOUR MARKET 

OUTCOMES. THIS IS LIKELY A REFLECTION 
OF JAPAN’S AGEING DEMOGRAPHICS AND 

INCREASING SHARE OF PENSIONERS IN 
HOUSEHOLDS.  ALSO, THE NEXT INCREASE IN 
THE CONSUMPTION TAX IS SCHEDULED FOR            

APRIL 2017.
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Japan activity
Annual % change
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We continue to see little chance of the BoJ achieving its 2% 
inflation target anytime soon.  In fact, there is a chance core 
inflation heads lower in the first part of 2015 as the impact of the 
earlier depreciation in the yen begins to drop out of the annual 
calculation.

In that environment further easing is possible but not a done deal.  
Recent comments from the BoJ suggest they are concerned that 
further aggressive easing that leads to a weakening in the yen 
could have a further detrimental effect on the purchasing power 
of households, particularly pensioners, and end up being more 
harmful than helpful to the economic outlook. 

JAPAN’S ECONOMIC WOES ARE LARGELY 
STRUCTURAL IN NATURE.  A CHALLENGING MIX OF 
AGEING DEMOGRAPHICS, WEAK PRODUCTIVITY 
GROWTH, COMBINED WITH POOR LABOUR 
MARKET FLEXIBILITY, INDICATES THE OUTLOOK 
FOR THE ECONOMY REMAINS CHALLENGING.  IN 
THAT ENVIRONMENT THERE IS A LIMIT TO WHAT 
MONETARY POLICY CAN ACHIEVE.

CHINA: SOFT OR HARD LANDING?

China is in a challenging transition from an economy reliant on 
manufacturing and investment to one more reliant on services and 
consumption.  It is not surprising therefore that it is generally data 
on manufacturing and investment that remains weak, while retail 
spending and services sector indicators are more positive.

This rebalancing in growth will lead to a continued slowdown in 
the pace of overall growth over time as the service sector, along 
with consumption, will be left to entirely fill the gap from lower 
investment which still represents around 45% of the economy.  
The challenge for the government is to manage the pace of the 
slowdown to avoid a hard landing.  They have already deployed a 
broad range of monetary, fiscal and liquidity measures to support 
the economy and we expect they will do more in the early months 
of 2016.

China GDP by sector 
Annual %  change
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The recent weakening of the exchange rate is being seen as a 
sign of concern about the state of the economy and a stepping 
up of currency wars.  We take a more pragmatic view that it is 
in response to an economy that is slowing, in which case it is 
appropriate for an easing of financial conditions. 

Recent data has been mixed but we believe the economy was 
showing signs of stabilisation as 2015 ended.  Manufacturing 
surveys were mixed but the more critical of these, the official 
survey, has improved.  Services surveys remain more upbeat, and 
business and consumer confidence were improving as 2015 came 
to a close.  

We continue to expect the recent move lower in the domestic 
sharemarket to have a muted impact on activity given the low 
household ownership of shares.  The recent stability in house 
prices is more important for consumer confidence and spending, 
though housing investment is expected to remain weak given the 
oversupply especially in Tier 2 and 3 cities.

China residential property prices 
70-City Index, percent change
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The lagged effects of past policy stimulus will continue to support 
growth in the early part of 2016.  We expect further efforts in the 
form of more interest rate cuts, a reduction in reserve requirements 
and fiscal stimulus.  Fiscal stimulus will most likely be in the form 
of infrastructure investment and support for consumer activity.  
This will not stop the slowdown but it will moderate the pace.  We 
expect 6.5% GDP growth in 2016, down from 6.9% in 2015.
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The quality, pace and implementation of structural reforms are 
critical to the medium term outlook.  The thing that worries us 
most is poor implementation.  This concern is validated by recent 
clumsy efforts to support markets through recent volatility.  
Reform needs to continue to focus on financial liberalisation, 
financial stability, urbanisation, provision of public services, SoEs, 
intellectual property rights and agricultural (land) reforms.

In the near term stability in the exchange rate will be important 
for confidence.  The depreciation of the Renminbi is the key issue 
at present as its decline is helping fuel upwards pressure on the US 
dollar, adding to weakness in oil and other commodity prices, and 
keeping alive fears of some sort of emerging market crisis.

EMERGING ECONOMIES TO REMAIN MIXED; WORRIES 
OVERDONE

At the risk of sounding like a worn record, we think sentiment 
towards the broader emerging economy complex is overly 
negative.   While there are undeniable risks to the outlook, fears of 
a full-blown economic crisis are overdone.

There are some strong performers and some that are struggling.  
Much of the economic divergence is commodity-related.  In 
general, it is the countries that are reliant on commodity income 
that are weakest while countries that are net importers of 
commodities are performing more strongly.   But the recent 
weakness has also exposed structural challenges in a number of 
the key emerging economies.

The divergence is most visible when comparing the recent 
performance of India and Brazil.  In the year to September 2015, 
GDP data showed a contraction in the Brazilian economy of 
-4.5% while India posted growth of 7.4% over the same period.  
Commodity prices and structural challenges are both headwinds 
for Brazil, while India is a net importer of commodities.  While 
there is still work to be done, structural reform is heading in the 
right direction.

India: Growth vs inflation 
Annual % change
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Emerging market currencies have weakened as the USD has 
appreciated, and in response to renminbi weakening.  We don’t 
buy the story of competitive devaluations.  The exchange rates that 
have fallen most are those whose terms of trade have suffered 
most.  That’s not currency wars, it’s just Economics 101!

While currency weakness has been in response to economic 
weakness, the competitive gains from a weaker currency will 
sow the seeds of recovery in the tradeables sector over time.  

Given still only modest global growth and the weak global trade 
environment, the benefit may initially be more evident in import-
competing sectors rather than exports.

Recent currency weakness has also raised concerns of an emerging 
market debt sustainability crisis which, again, we think are 
overdone. In general, emerging market debt levels are lower and 
more manageable than they have been during past crises.  Also 
the debt profile of many emerging economies is now longer-dated 
and a greater proportion of that debt is denominated in local 
currencies, making them less vulnerable to currency weakness.  
That said, concerns are more valid in countries such as China, 
Turkey and Brazil where the build-up in debt has been most rapid.

LONGER TERM WE REMAIN OPTIMISTIC ON THE 
CAPACITY FOR THE EMERGING ECONOMIES 
TO OUTPACE THE GROWTH OF DEVELOPED 

ECONOMIES ON AVERAGE AND OVER TIME.  
KEY REASONS FOR THAT INCLUDE POSITIVE 

DEMOGRAPHICS, TECHNOLOGY ENHANCING 
PRODUCTIVITY GROWTH AND GROWING MIDDLE 
CLASSES.  BUT TRANSFORMATIONAL STRUCTURAL 

CHANGE IS NECESSARY IF THE OPPORTUNITY 
PRESENTED BY THESE FACTORS IS TO BE FULLY 

REALISED.  

Most recent data supports some degree of economic stabilisation 
at the end of 2015, though the outlook remains mixed. The 
stronger performers will be those where cyclical and structural 
factors are positive such as India and Mexico, while conditions will 
remain more challenging in Brazil, South Africa and Russia.

EM manufacturing PMIs

40

42

44

46

48

50

52

54

56

58

2012 2013 2014 2015

China Russia India Brazil Mexico Indonesia

Source: Bloomberg

LOWER FOR LONGER IN THE ANTIPODES

The Australian economy is still experiencing a challenging 
transition following the end of the mining investment boom.  
Economic growth remains subdued by historical standards.  

The Reserve Bank of Australia (RBA) has eased monetary conditions 
in response to a weak economy and subdued inflation.  On a 
positive note, the key surprise over the quarter was the strength 
of the labour market, with employment recording strong gains 
leading to a decline in the unemployment rate.  While the 
employment data remains strong the RBA appears likely to keep 
interest rates on hold, though they have retained a bias to ease.
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The New Zealand economy appeared to be bouncing back in the 
second half of the year following six months of weak activity 
growth in the first half of the year.  The rebound in September 
quarter growth was welcome with the strength in part recovery 
from the weak first half of the year.  It was also partly due to higher 
meat processing reflecting low dairy/high meat prices along with 
stock culling as the weather forecasters warned of impending 
drought.

New Zealand GDP 
% change
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We think the economy is running at a solid underlying rate of 
around 2.5% to 2.8% per annum.  At the same time, we expect 
inflation to remain benign as the unemployment rate moves 
higher over the early part of 2016.  This reflects still high growth 
in the labour supply via net migration, combined with somewhat 
lower employment growth.  That will continue to keep wage 
inflation in check.

The Reserve Bank of New Zealand (RBNZ) cut interest rates for a 
fourth time in December, taking the Official Cash Rate (OCR) back 
to its historical low of 2.5%.  In its Monetary Policy Statement the 
Bank signalled it is now more than likely on hold.  The key risk to 
that view is a period of prolonged drought that has a significant 
negative impact on production.  That would warrant further 
interest rate reductions.  The level of the New Zealand dollar (NZD) 
will also be a critical factor.

POLITICS AND GEOPOLITICS IN 2016

Politics and geopolitics always have the capacity to unsettle.  We 
have already seen new geopolitical risks emerge in early 2016 with 
increased tensions between Saudi Arabia and Iran, along with 
North Korea’s claim of testing a hydrogen bomb.   Those are adding 
to existing concerns over the deepening humanitarian crisis in 
Syria, the increasing number and intensity of terrorism events, and 
the Russia-Ukraine impasse.

2015 saw a significant increase in terrorism, with ISIS mostly 
responsible.  The number of countries affected, as well as the 
number of events and the seriousness of those events, are all on 
the rise, with attacks in Istanbul and Jakarta already in 2016.  This 
trend, should it continue, has the potential to unsettle markets and 
impact on confidence and economic growth.

The Eurozone sovereign debt crisis might be out of the headlines 
but the political fallout of years of austerity, declining living 
standards and high unemployment continues.  In Spain the 

party of incumbent Prime Minister Mariano Rajoy, while still the 
largest party in the parliament, had insufficient support to form 
a government.  The entry of two new parties, the left-leaning 
Podemos and the liberal Ciudadanos, into the parliament has 
complicated coalition negotiations which could lead to fresh 
elections in early 2016.  A period of political uncertainty could 
damage Spain’s nascent economic recovery.  

Portugal’s pro-austerity centre-bloc government lost power with 
the Socialist leader Antonio Costa the new Prime Minister.  He has 
promised to achieve the challenging mix of delivering a “socialist 
programme” while at the same time delivering a “sustainable 
reduction in deficits and debts”.  Brussels will be watching closely.

There are no major national elections in Europe in 2016.  Next 
elections on the agenda are Germany (parliamentary) and France 
(Presidential), both in 2017.  Germany faces regional elections this 
year which will be of interest for the impact of the refugee crisis on 
the result and the message that sends to Berlin.  

The UK referendum on European Union (EU) membership is likely 
this year although it doesn’t have to be held until 2017.  As with 
2015’s referendum on Scottish independence, the result appears 
likely to be close.   Much of the end result seems likely to depend 
on the success or otherwise of the Government’s ability to secure 
concessions from the EU prior to the vote.  The uncertainty 
around the referendum, especially if polling remains close, has the 
potential to be disruptive to firms hiring and investment decisions.

There were a couple of surprises in the emerging world in late 
2015.  The Justice and Development Party (AKP) was returned to 
power in general elections in Turkey in November.  This followed 
a hung parliament in the earlier June election.  In Argentina, the 
election of Mauricio Macri as President ended a decade of Peronist 
populist rule and bodes well for much needed structural reform.  
This year sees elections in South Korea and Taiwan, with the latter 
critical for relations with China.  Dilma Rouseff still faces the risk of 
impeachment in Brazil.

THE BIG POLITICAL EVENT OF 2016 IS THE US 
PRESIDENTIAL ELECTION.  THE EARLY STAGES OF 

THE PROCESS HAVE ATTRACTED MORE THAN 
THE USUAL LEVEL OF MEDIA INTEREST GIVEN 

THE EARLY POLLING SUCCESS OF THE ANTI-
ESTABLISHMENT REPUBLICAN CANDIDATE 

DONALD TRUMP.   

The self-proclaimed socialist Bernie Sanders is also polling 
surprisingly well for the Democrat nomination.  

At this stage it remains unclear whether either candidate is a 
credible candidate for President.  Time will tell as the primaries 
gather momentum in the first half of the year in the lead-up to the 
Republican and Democrat conventions mid-year.  The election is on 
November 8th.

BEVAN GRAHAM
AMP NZ Chief Economist 
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ASSET STRATEGY
After a tough September quarter for global shares prices bounced 
back in the December quarter, assisted by some stability in 
China’s financial markets, moderation of expected US rate hikes, 
plus further easing from the European Central Bank. In contrast, 
elevated global supplies, soft industrial demand and a stronger 
US dollar contributed to another leg lower in commodity prices, 
particularly energy and metals, over the December quarter.

The first Fed rate hike in almost a decade saw global and domestic 
bond yields move higher over the quarter, reducing returns from 
fixed interest. The rise in yields was tempered by the decline in 
commodity prices which is expected to keep inflation in check in 
the near term.

The New Zealand share market had a strong quarter, thanks to 
its low exposure to hard commodity sectors and some positive 
corporate announcements for the likes of a2 Milk and Chorus.

The NZD dollar rose over the quarter despite a rate hike from the 
Fed and a rate cut from the Reserve Bank of New Zealand. Better 
performing global risk assets, some dairy price stabilisation, 
a move to a flat rate track projection from the RBNZ and a 
higher Australian dollar (AUD) on the back of strong Australian 
employment data all combined to strengthen the Kiwi dollar over 
the quarter.

ASSET CLASS QUARTER YEAR

CASH AND FIXED INTEREST

NZ cash 0.7% 3.4%

NZ bonds -0.4% 5.4%

Global treasuries 0.8% 4.6%

Global aggregate 0.8% 4.5%

DOMESTIC AND GLOBAL SHARES

NZ shares 13.1% 13.6%

Australian shares (AUD) 6.5% 2.6%

Global shares (local) 6.2% 2.1%

Emerging markets (local) 1.5% -5.8%

REAL ASSETS

NZ listed property 9.2% 17.4%

Global property 6.0% 7.9%

Global infrastructure 0.7% 1.8%

Commodities -9.9% -23.1%

CURRENCY

NZD (MSCI weights) 7.8% -9.7%

NZD / AUD 3.2% -1.6%

CHINA NEW YEAR VOLATILITY

Volatility in China’s capital markets returned with a jolt in early 
2016, contributing to a decline in global shares below September 
levels.  As it did in middle of last year, instability in China’s markets 
has intensified economic hard landing fears.  A further weakening 
of the Chinese renminbi (RMB) exchange rate against the USD has 
been of particular concern because it is being interpreted by some 
as confirmation the export sector is struggling. 

Chinese renminbi per 1USD
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In addition, the lower RMB is having global ramifications because it 
is making a strong USD even stronger, raising US growth concerns. 
It is also making weak emerging market currencies even weaker, 
raising adverse event risk concerns. Finally, the lower RMB and 
stronger USD are adding another negative impulse to commodity 
prices that are already depressed under the weight of excess supply. 

Global and New Zealand shares
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MARKETS DISLIKE CONTRADICTIONS

Even before recent events, markets were nervous coming into the 
New Year because they were struggling to digest some unusual 
contradictions: 

>> The central banks of the two largest economic regions are going 
in different directions. The US Fed is tightening policy while the 
ECB is easing policy.

>> Closely watched global economic indicators (PMIs) are indicating 
divergent paths in the manufacturing (weaker) and non-
manufacturing (stronger) sectors.

>> Commodity prices had fallen to levels typically associated with 
global recessions but the consensus expects global growth to rise 
this year.

Add in hostilities in the Middle East, terrorist attacks and mass 
exodus from trouble spots into Europe, and there should be no 
surprise that markets were already finding it hard to fathom what it 
all meant.
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WHAT DOES IT ALL MEAN?

We think the current pessimism on China is overplayed and expect 
growth will come in around 6.5% this year. A ‘hard landing’ will 
be avoided because the consumer and services sectors remain in 
good health, the full effects of recent policy easing have not been 
seen, and the authorities have the capacity and the will to prevent 
a downward spiral.  Following a 3% depreciation of the RMB over 
the last six weeks, the PBoC appear to be stepping up its effort to 
stabilise the currency.  Also, the authorities have removed share 
market circuit breakers and moderated selling restrictions in an 
attempt to limit equity market volatility. 

We also believe the other contradictions will be resolved by global 
growth holding up reasonably well on the back of trend US and 
Eurozone growth, and still decent growth in China.

This should see manufacturing indicators improve, but they 
will likely remain below services sector indicators. Indeed, the 
divergence between manufacturing and services could be enduring 
as people are coming to prefer ‘experiences’ to ‘things’. 

Central bank monetary policy will ultimately align one way or the 
other, but take it as a given that global policy will remain easy 
relative to previous cycles. Our economic outlook suggests the ECB 
will at some stage follow the Fed with tighter monetary policy, but 
not this year.

This demand backdrop also argues for a stabilisation in commodity 
prices, but given much of the recent weakness has been about 
excess supply, we expect prices to remain lower for longer with 
volatility to persist. However, lower energy and commodity prices 
are providing a huge boost to consumers and most businesses, 
something that markets are overlooking at present.

COMMODITIES – LOWER FOR LONGER

The near and medium term outlook for commodities has 
become less clear. On the demand side, China’s industrial and 
manufacturing sector remains relatively weak and stimulus will 
likely be directed at the consumer sector as this is in line with their 
long term goals. We expect global growth to recover this year but 
current market volatility, if sustained, could hinder that recovery. 
On the supply side, inventory levels across commodities are not 
declining; this is especially the case in the energy sector.

AFTER A YEAR OF LOW OIL PRICES WE ARE NOT 
SEEING SIZEABLE CUTS IN US OIL PRODUCTION 
– WHICH HAS BEEN THE KEY SUPPLY GROWTH 
REGION OVER THE LAST FEW YEARS. OPEC IN 
DECEMBER REAFFIRMED IT IS NOT WILLING 
TO ACT AS THE SWING PRODUCER TO LOWER 
PRODUCTION AND LIFT PRICES. THE OTHER 
MATERIAL CHANGES THAT HAVE OCCURRED ARE 
AN EASING OF SANCTIONS ON IRAN AND AN END 
TO THE US EXPORT BAN, WHICH ARE ADDING TO 
THE GLOBAL CRUDE OVERSUPPLY ISSUE. 

US crude oil production (million barrels per day)
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Developments are fluid but absent a meaningful improvement on 
the supply and demand fronts, and commodity prices are likely to 
remain lower for longer with a volatile price profile.  We believe 
there are more attractive investment opportunities elsewhere. 

EQUITIES ON SALE

Even though global equities earned a positive return last year, they 
underperformed sovereign bonds (4.2% for global equities hedged 
versus 4.6% for sovereign bonds hedged), so global equity investors 
were not rewarded for additional risk. 

It has been a tough start to the year for share markets so will 
investors get paid for holding equities in 2016? Put another way, 
will they earn the required equity risk premium. One way to answer 
the question is to look at the expected global equity risk premium. 

The equity risk premium averaged 4% prior to the global financial 
crisis, but is staying around 6% post crisis. Investors may not 
earn the full 6% outperformance this year, but a higher expected 
premium does increase the likelihood of equities beating bonds in 
any one year. 

Developed market equity risk premium

0%

2%

4%

6%

8%

10%

12%

14%

04 05 06 07 08 09 10 11 12 13 14 15

earnings yield minus 10 year real bond yield

Source: Bloomberg, AMP Capital

CATALYSTS FOR SHARE MARKET RECOVERY 

What will be the likely catalyst for a share market recovery? Near 
term catalysts include stability in China financial markets along 
with no deterioration in the economic data, better than expected 
US earnings data, and acknowledgement from the Fed that they 
are monitoring global developments and will respond accordingly if 
required.



Don’t expect the Fed to be too panicked.  This current equity market 
correction doesn’t have the hallmarks of the financial crisis or even 
euro crisis. Those were existential threats as markets put rising 
probabilities on the collapse of the global financial system and 
Eurozone, respectively. 

US PROFIT DOWNTURN NOT EXPECTED TO LAST

Reported company earnings in the US fell around 10% in 2015. With 
approximately 40% of S&P 500 revenues earned offshore, the rise in 
the USD can explain much of this decline. Weak commodity prices 
have compounded the decline in energy and commodity sector 
profits.

WITH THE LARGEST SHARE OF THE GAINS IN 
THE USD AND DECLINE IN COMMODITY PRICES 
BEHIND US, THESE NEGATIVE IMPULSES SHOULD 
WANE OVER THE COMING YEAR. COMPANY 
REVENUES WILL ALSO BE SUPPORTED BY US AND 
GLOBAL ECONOMIC GROWTH CLOSER TO TREND. 

Profit margins have moved lower recently but are still well above 
average. The biggest risk to an extended profit (and hence share 
price) downturn is strong gains in labour costs. US labour share of 
profits is rising, but only off record lows. Ongoing labour market 
slack and competition from technological substitution and the 
global workforce will likely prevent a surge in labour costs. 

US profit margins and labour costs
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NZ SHARES – CURB YOUR ENTHUSIASM

With the help of a 13.6% return in the quarter, New Zealand 
equities chalked up its fourth year in a row of double digit returns 
in 2015, with an average of 18% pa over the four years excluding 
imputation credits. 

An 8.5% rise in prices boosted returns, with net dividends adding 
5.1% versus 5.0% last year.

S&P/NZX 50 annual returns

YEAR PRICE GAINS NET DIVIDENDS TOTAL RETURN

2015 8.5% 5.1% 13.6%

2014 12.6% 5.0% 17.6%

2013 11.5% 5.0% 16.5%

2012 18.0% 6.1% 24.2%

Because domestic companies traditionally pay out most of their 
earnings as dividends, and consequently invest less for growth, 
capital prices have increased only 2% pa over the last twenty years, 
with extended periods of relatively flat prices.

New Zealand capital prices
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The last four years have seen strong gains in New Zealand share 
prices, which put the twenty year price trend back into positive 
territory.  Following recent price appreciation, New Zealand shares 
now trade on a forward Price Earnings (PE) ratio of 19 times, versus 
15 times for global shares. 

With a dividend pay-out ratio of 90% of earnings, we shouldn’t 
expect strong gains in prices over the next few years. Investors 
should be prepared for a return closer to dividend yield plus a little 
bit more than inflation.

LOW OIL PRICES AND INFLATION SUPRESSING BOND YIELDS

US 10 year bond yields rose over the December quarter, but they 
remain near 2.0% despite the end of Fed bond purchases in late 
2014 and the commencement of rate hikes in late 2015.  US 10 
year nominal bond yields have fallen from 3.0% over the last two 
years, principally because breakeven inflation has fallen (ie real 10 
year yields are relatively unchanged).

The decline in 10 year breakeven inflation (the difference between 
10 year nominal and real yields) is largely due to the fall in oil 
prices and coincident rise in the USD.

US inflation expectations following oil prices
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Notwithstanding the recent move lower in oil prices, much of the 
decline in crude occurred a year ago so the disinflationary effects 
should dissipate over coming years, especially the next 10 years. The 
same is true for the rise in the USD. 
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In short, there is a risk that the market is focusing too much on the 
rear view mirror and not looking ahead.  With core US CPI tracking 
at 2.0%, oil prices don’t have to rise (nor the USD fall) for breakeven 
inflation and nominal bond yields to move up, though higher oil 
prices and a lower USD would accelerate the move.

NZD CLOSE TO FAIR VALUE BUT DOWNSIDE RISKS

The NZD fell in early January as volatility returned to global 
markets, unwinding most of its gains over the December quarter. 
The currency is still holding up fairly well given the latest plunge in 
international commodity prices. We don’t expect this to last if dairy 
prices follow broader commodities lower over the next few months 
or if market volatility steps up another gear. Inflation tracking below 
the Reserve Bank’s target also means there is a chance of another 
rate cut, even though the Reserve Bank’s projection is flat over the 
next three years.  

The NZD could rally as China fears subside, but this would also 
support further Fed rate hikes given there would be less global 
concerns. On balance, we think the risk is to the downside for the 
NZD at present. 
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