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At dawn on 2nd February 2016, Phil emerged from his temporary home on 
Gobbler’s Knob, about two miles east of the town of Punxsutawney, Pennsylvania. 
Having failed to play close attention to his surroundings that particular morning, 
Phil forecast an early spring for the U.S. East Coast. In 120 predictions made to 
date, Phil has forecast an early spring on 18 occasions or 15% of the time, and 
has proven correct in 39% of cases1. While Phil is clearly not a totally reliable 
meteorologist, his fellow forecasters at the International Monetary Fund must 
wish they could at least match his record, having recently lowered their outlook 
for global economic growth in 2016 for the fourth successive time in the past 
year. Phil does have one significant advantage over the economists working at the 
IMF though; as a groundhog, he is happy to be paid peanuts for less-than-stellar 
forecasting performance.

1 http://www.stormfax.com/ghogday.htm
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2016 Mid-Year Update

Global Economic Outlook

Global economic growth is currently running at just over 3% 
per annum, roughly the same pace as last year2. The key 
factors contributing to the slowdown in the global economy 
in 2016 relative to expectations are easy to identify. First, 
financial market volatility at the start of the year raised 
concerns among investors about the soundness of the 
global capital markets. Second, low commodity prices, 
especially for oil, have increased economic stress in a 
number of large emerging markets such as Russia and 
Brazil. Finally, investors increasingly worry that Chinese 
policy makers may not be capable of managing a smooth 
transition away from an investment- and export-driven 

economy towards a more sustainable consumption-
led growth model. In combination, these factors have 
contributed to heightened investor uncertainty and a 
slowdown in global investment spending (see Figure 1), 
which was already weak to start with.

Global financial stability has deteriorated in 2016. Credit 
quality has deteriorated, with rising defaults and increased 
financial stress particularly affecting those borrowers 
operating in the energy sector. Borrowing spreads have 
widened for most corporates. Balance sheet repair has 
slowed owing to disruption in global capital markets. The 
very rapid increase in Chinese borrowing (see Figure 2) 
raises concerns for Chinese financial stability.

2 https://www.weforum.org/agenda/2016/04/5-charts-explain-imf-global-growth-forecast/
All statements in this paper are Pantheon’s opinion unless stated otherwise
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Figure 1. Global Investment Spending – Advanced Economies
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3 IMF World Economic Outlook (WEO), April 2016: Too Slow for Too Long. April 12, 2016

Despite these headwinds, the IMF continues to expect 
accelerating global economic activity in 2017 and 
beyond, with most of the recovery being driven by 
emerging markets3. The IMF’s medium-term forecasts 
assume conditions in several large emerging markets will 
stabilize by 2017; that Chinese economic rebalancing will 
occur smoothly; and the outlook for global commodity 
exporters will improve, most especially for oil exporters. 
Unfortunately, the outlook for developed markets remains 
subdued. Unfavorable demographic trends in major 

advanced economies combined with low productivity 
growth and continuing debt overhang, especially in Europe, 
all make for fairly tepid medium-term growth prospects in 
advanced economies, as demonstrated in Figure 3.

While continuing global economic recovery is still the 
most likely medium-term scenario, the chances of it 
actually occurring have declined over the past twelve 
months. Downside risks are both more numerous as well 
as more likely to occur. 
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Figure 2. Private Non-Financial Sector Credit
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Figure 3. Medium-Term Growth Forecast
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Despite exceptionally loose monetary policy, the continuing 
risk of deflation remains highest in the Eurozone (20% 
probability according to the IMF) and Japan (5%). This is 
particularly troubling given the high debt burden of some 
large Eurozone economies, most notably Italy, that would 
be further exacerbated by a general decline in prices.

Given widespread investor concerns that the overall 
level of asset prices has been artificially inflated by loose 
monetary policy in the U.S., Europe and Japan, another 
flare-up in global capital markets could prove particularly 
damaging in the near term. As we anticipated in August 
20144, the corporate profit cycle appears to have peaked 
in the U.S. over the past year, with flat profit margins 
combined with a general decline in top-line revenue 

growth causing U.S. public listed companies’ profit 
growth to decline. Another shock to global capital markets 
as occurred in the first quarter of 2016 could further 
destabilize expectations for corporate earnings growth 
and consequently for global equity prices. This would 
likely be particularly damaging for valuations given they 
are at such inflated levels to start with. As seen in Figure 4 
below, the predominant NE-SW orientation of the contour 
map shows the relationship between Shiller PE ratios 
and subsequent ten-year performance for the S&P 500 
index. This, combined with our starting point in the most 
southerly portion of this “valuation island”, suggests that if 
history is any guide, we should expect muted real returns 
over the coming decade at best with a significant chance 
of negative returns.

4 U.S. Corporate Profit Margins, Pantheon Infocus, August 2014

Source: Robert Shiller data website
www.econ.yale.edu/~shiller/data.htm, Pantheon calculations
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Figure 4. S&P 500 Performance vs. Shiller PE ratio Low productivity growth and continuing 
employment growth are starting to raise 
inflation expectations in the U.S. While 
Janet Yellen signalled the U.S. Federal 
Reserve’s intention to slow the pace of 
U.S. interest rate rises early in 2016 in the 
face of global capital market volatility, it 
appears that financial market participants 
might be underestimating the speed with 
which the Fed intends to tighten monetary 
policy over the remainder of 2016. If the 
U.S. unexpectedly tightens monetary 
policy while the European Central Bank 
and the Bank of Japan continue to 
pursue aggressive monetary stimulus, 
we believe that a further bout of global 
currency instability is likely. This could 
nip any recovery in emerging markets in 
the bud, and in extreme cases could see 
some major emerging economies suffer 
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an outflow of foreign capital with corresponding negative 
knock-on effects for domestic demand. A higher dollar 
might also dampen the recent rally in oil prices. While 
the cost of a barrel of oil has recovered to close to $50 
a barrel recently5, oil prices are still not high enough to 
justify the level of government expenditures planned for 
many oil-dependent economies, especially in the Middle 
East, Latin America and Russia.

Concerns over the transition in the Chinese economic 
model extend far beyond the borders of China. China is 
currently a top 10 trading partner for over 100 countries 
representing about 80% of global GDP and 40% of global 
metals demand6. China’s position as a lynchpin for Asian 
regional and global supply chains makes it a potential 
flashpoint for the transmission of global trade shocks.

Finally, the potential for non-economic shocks to have 
adverse spill-over effects on the global economy is 
heightened at present given the lack of strong government 
fiscal buffers. Whether these shocks involve potential 
self-induced policy mistakes like Brexit; European 
policy makers failing to appropriately resolve the 
Greek and Italian debt bailouts; global terrorism; or the 
Syrian migration crisis, black swans appear to currently 
outnumber their white brethren.

Whereas downside risks to the medium term outlook for 
the global economy are unfortunately obvious, upside 
potential is much more limited. Low oil prices could 
eventually boost consumer spending in developed 
markets more than has so far been observed. Stronger 
investment sentiment could allow global asset prices to 
continue rising, at least in the short term. Most helpful 
would be a more aggressive and coordinated global 
policy response in the face of the current fragile outlook 
for global economic recovery.

What should policy makers do? For a start, loose 
monetary policy needs to continue. With weak global 
investment demand and strong desired savings driven 
by investor uncertainty about the prospects for economic 
recovery, now is not the time for significant monetary 
policy tightening. While economic conditions in the U.S. 
are more conducive for normalizing monetary policy, 
raising interest rates in the U.S. while other advanced 
economies are still weak will likely lead to significant 
upward pressure on the U.S. currency. Dollar strength 
would dampen U.S. exports, especially manufacturing 
exports, and slow the pace of overall U.S. growth. 
Unfortunately, an extended period of low spending on 
new capital goods in advanced economies like the U.S. 
has introduced a bias towards low productivity growth 
and makes the prospect of a combination of weak growth 
and rising inflation expectations more likely. This raises 
the spectre of mild stagflation in the U.S.

Weak monetary policy might be necessary for global 
economic recovery, but it does not appear to be sufficient. 
What else should policy makers do? There is actually 
a fairly broad consensus among economic advisors on 
how to solve the medium-term growth problem afflicting 
advanced economies. Policies that reduce economic 
and financial market uncertainty and at the same time 
encourage investment are required. Such policies would 
not only increase current spending and therefore help 
income growth in the short term, they would also increase 
productive capacity over the long run thus allowing more 
rapid economic growth before inflationary pressures are 
encountered. 

5 U.S. Energy Information Administration, June 2016
6 IMF World Economic Outlook (WEO), April 2016

Black swans appear to currently outnumber 
their white brethren.



7

Specific policy recommendations include the following:

While the economic prescription for tackling the low 
growth epidemic afflicting advanced economies might 
be readily apparent, the politics of implementing this 
medicine are seemingly intractable. Eight years after the 
onset of the financial crisis, a growing wave of populist and 
in some cases, stridently nationalistic political movements 
have emerged that place greater emphasis on the costs 
of globalisation, while discounting or simply ignoring its 
broader benefits, precipitating a populist backlash against 
free trade. This is exactly the opposite of what is required 
to support long-term growth. Populist solutions to the lack 
of economic inclusion play to an eager audience that has 
experienced the adverse side of income inequality first-
hand while at the same time they observe the seeming 
indifference of established political groups to their lack of 
economic progress. ‘Own goals’ like the Panama Papers 
revelations and the European Union’s continuing hair-shirt 
approach to austerity add to this ground swell of political 
frustration. It is hard to be sanguine about the prospects 
for medium term prospects in advanced economies in 

such a caustic political environment. We can only hope 
that policy makers in emerging economies are successful 
in stabilising the global economic recovery long enough 
for more sensible economic policies to eventually be 
adopted in major developed markets.

Pantheon’s Investment Response

The global economic backdrop against which Pantheon 
is currently working on client investment programs is 
testing. While it is generally true that economic activity 
and investment returns are not correlated across the 
entire economic cycle, financial market participants must 
still revise their expectations for corporate profitability and 
therefore asset prices when it looks like the economic 
environment has changed significantly; turning points in 
the economic cycle do matter. We will not know until it’s 
too late whether the financial market volatility experienced 
in the first quarter of 2016 was a one-off wobble or rather 
an early indicator of a more significant downturn yet to 
come. We can only make sure that we are well-prepared 
for an eventual turn in what has been a long bull-run in 
advanced economy equity values driven by extraordinary 
levels of global liquidity due to unconventional monetary 
policy.

In what ways can an investor in long-term illiquid asset 
classes such as private equity, infrastructure and real 
assets prepare for a possibly significant correction in 
asset prices? In our view, a pragmatic approach strikes a 
balance between acknowledging what we know and can 
control with reasonable certainty vs. the vagaries of the 
future that are unknowable. For example, just because 
valuations are currently high does not mean that they 
can’t go higher. John Maynard Keynes expressed this 
idea best when he stated, “the market can stay irrational 
longer than you can stay solvent”.

i. Encouraging infrastructure spending. In a 
world of low interest rates and aging public 
infrastructure this is an obvious policy change 
that is needed urgently;

ii. Encouraging research and development and 
therefore long-term productivity growth;

iii. Structural reforms promoting increased 
competition and flexibility in both product and 
labour markets;

iv. Tax reform; and

v. Finally cleaning up bank balance sheets 
and shutting down zombie companies with 
unsustainable debts, particularly in Europe.
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Sitting on the side-lines and not investing just because 
valuations seem high is not a sensible long-run 
investment strategy. We believe that it is more sensible to 
progressively slow the target pace of capital deployment 
as asset price increases cause cyclically-adjusted 
earnings multiples to rise above long-run averages. This 
has a dual benefit of reducing the exposure of the overall 
portfolio to high prices and preserving capital for possibly 
more attractive, lower price deals in the future, while at the 
same time maintaining a steady and deliberate pace of 
investment in light of an uncertain outlook for future asset 
price movements. Heightened uncertainty increases 
the value of the option for an investor to wait and see. 
Premature exercise of that option leads to investors piling 
into an incipient asset price bubble. This thinking governs 
our approach to investments across all our programs. 

For transaction-focused strategies such as secondaries 
and co-investments, toggling to a slower pace of closing 
deals and staying disciplined in the face of rising valuations 
is exactly the right approach to mitigate the effect of high 
asset prices on returns for our investors. It won’t avoid the 
impact of high prices totally, but it is likely to significantly 
dampen the worst symptoms of irrational exuberance.

It also helps to remember that even though private equity, 
infrastructure and real assets are long term and illiquid 
both by nature and design, the inherent activist approach 
adopted by fund managers in these asset classes provides 
additional levers for value creation aside from just floating 
on the tide of market valuations. The corollary to the 
observation that valuations are currently high is that investor 

expectations for future investment returns from passive 
investments must be low. Alpha represents a greater 
proportion of total investor returns when the latter are low. 
In a world of high valuations, alpha-generating investments 
are king. But alpha is not typically generated at a constant 
rate over the entire life of an investment. If value creation 
follows activist investment behavior, then observing that 
most fund managers are more active during and shortly 
after the completion of a fund’s investment program as 
opposed to when the portfolio is in harvest mode means 
that it is reasonable to presume that new investments 
rather than old ones generate the largest share of alpha. 
Indeed, this is what our own research shows7. 

In our arena, general market price movements largely 
dictate incremental returns from investments that have 
been held a long time. Therefore, where we have concerns 
about high asset prices, it makes sense to prune back the 
old wood. Not only does this allow the recycling of capital 
into new deals with greater value creation potential; it also 
allows us to realise these more mature investments at the 
higher prices that typically prevail in the latter stages of a 
general bull market.

This thinking has driven our fund sales initiative over the 
past couple of years. By cleaning up older investment 
programs and selectively selling younger but still 
mature investments, we have reduced client exposure 
to purely passive market returns and at the same time 
taken advantage of high prices currently available in the 
secondary market. Our experience shows that the climate 
for exiting such investments in the secondary market is 

7 Residual Value in Mature Private Equity Funds, Pantheon Infocus, November 2014

Where we have concerns about high asset 
prices, it makes sense to prune back the 
old wood.

Sitting on the side-lines and not investing 
just because valuations seem high is not a 
sensible long-run investment strategy. 
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unlikely to prove so attractive during, and immediately 
after, a significant correction in general asset prices.

The results speak for themselves; From 2013 to 2016 
(YTD) we have substantially boosted the level of 
liquidity in our investor portfolios generating a total of 
$757m through our active fund sales program on top of 
the organic liquidity generated by our underlying fund 
managers. Including proceeds expected from sale of 
investments due to close in the remainder of 2016, total 
realized proceeds will rise to over $900m8. Without the 
fund sales, it is likely that 2015 distributions would have 
declined relative to the previous year.

As the current round of cleaning up older programs 
nears completion and the goal of reinvigorating client 
investment programs with younger, more value-creating 
deals is achieved, we would not be surprised to see 
the overall pace of total distributions across Pantheon 
clients’ programs slow in 2016-2017. Nonetheless, 
having reinvigorated client portfolios through the fund-
sales initiative, the pace of value creation should remain 
constant. In any case, as and when an inevitable market 
correction occurs, we will not be carrying significant dead 
wood in our client programs.

Close to

$14 BILLION
OF CAPITAL 

distributed

2015 $ 3,578m

2014 $ 3,529m

2013 $ 2,561m

2012 $ 2,204m

2011 $ 1,881m
Past performance is not indicative of future results.
Future returns and potential distributions are not guaranteed and a loss of principal may occur
Source: Pantheon. Note: Actual distributions received by various Pantheon funds.

Figure 5. Pantheon’s Distributions in the Last Five Years

8 Pantheon data, as of June 1, 2016. Based on purchase price adjusted for calls and distributions post-reference date 
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Conclusion

At Pantheon, we are cautious on the medium-term global economic outlook. Risks of the world economy hitting an 
air pocket in economic recovery have materially increased in the past six to twelve months. Without a significant and 
coordinated global policy response to address the shortcomings of economic growth in advanced economies, we 
feel that valuations are too high and returns from passive equity investments are at best only expected to be slightly 
positive in real terms over the coming decade. We do not believe there are any genuine methods for picking future 
turning points in market valuations. Reliable crystal balls do not exist. Instead, we feel that our best response to our 
uneasiness over current equity valuations is to continue cautiously investing in the most attractive, value-creating 
deals. The backdrop of higher economic risks and high valuations also places a greater emphasis on us freeing 
up capital from older deals that have finished their value creation phase. We do not get to choose the economic 
environment we face. All we can do is adapt.

For more information, please contact:
Chris Meads
Partner, Head of Investment

Phone: +852 2810 8063
Email: chris.meads@pantheon.com
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IMPORTANT DISCLOSURE

This document and the information contained herein is the proprietary information of Pantheon; it may not be reproduced, provided or disclosed 
to others, without the prior written permission of Pantheon. This document is distributed by Pantheon which is comprised of operating entities 
principally based in San Francisco, New York, London and Hong Kong. Pantheon Ventures Inc. and Pantheon Ventures (US) LP are registered 
as investment advisers with the U.S. Securities and Exchange Commission. Pantheon Ventures (UK) LLP is authorised and regulated by the 
Financial Conduct Authority (FCA) in the United Kingdom. Pantheon Ventures (HK) LLP is regulated by the Securities and Futures Commission 
in Hong Kong. In Hong Kong, this document is distributed by a licensed representative of Affiliated Managers Group (Hong Kong) Limited, a 
corporation licensed by the Securities and Futures Commission to conduct Type 1 (dealing in securities) regulated activity, on the basis that you 
are a Professional Investor as defined in the Securities and Futures Ordinance. By accepting this document you acknowledge and agree that this 
material is provided for your use only and that you will not distribute or otherwise make this material available to a person who is not a Professional 
Investor as defined in the Ordinance.

This document is a marketing communication, and has not been prepared in accordance with legal requirements designed to promote the 
independence of investment research, and is not subject to any prohibition on dealing ahead of the dissemination of investment research. Nothing 
in this document constitutes an offer or solicitation to invest in a fund managed or advised by Pantheon or recommendation to purchase any 
security or service. The information contained in this document has been provided as a general market commentary only and does not constitute 
any form of legal, tax, securities or investment advice. It does not take into account the financial objectives, situation or needs of any persons, 
which are necessary considerations before making any investment decision. Unless stated otherwise all views expressed herein represent 
Pantheon’s opinion. The general opinions and information contained in this publication should not be acted or relied upon by any person without 
obtaining specific and relevant legal, tax, securities or investment advice. The research data included in this publication is based upon information 
derived from public sources that are believed by Pantheon to be reliable, but Pantheon does not guarantee their accuracy or completeness.  
Pantheon does not undertake to update this document, and the information and views discussed may change without notice. Legal, accounting 
and tax restrictions, transaction costs and changes to any assumptions may significantly affect the economics and results of any transaction or 
investment. In general, alternative investments such as private equity or infrastructure involve a high degree of risk, including potential loss of 
principal invested. These investments can be highly illiquid, charge higher fees than other investments, and typically do not grow at an even rate 
of return and may decline in value. These investments are not subject to the same regulatory requirements as registered investment products. In 
addition, past performance is not necessarily indicative of future results. Future performance is not guaranteed and a loss of principal 
may occur. Market and exchange rate movements may cause the capital value of investments, and the income from them, to go 
down as well as up and the investor may not get back the amount originally invested This presentation may include “forward-looking 
statements”. All projections, forecasts or related statements or expressions of opinion are forward-looking statements. Although 
Pantheon believes that the expectations reflected in such forward-looking statements are reasonable, it can give no assurance that 
such expectations will prove to be correct, and such forward-looking statements should not be regarded as a guarantee, prediction or 
definitive statement of fact or probability. 

Pantheon has taken reasonable care to ensure that the information contained in this document is accurate at the date of publication. However, no 
warranty or guarantee (express or implied) is given by Pantheon as to the accuracy of the information in this document, and to the extent permitted 
by applicable law, Pantheon specifically disclaims any liability for errors, inaccuracies or omissions in this document and for any loss or damage 
resulting from its use.

In Australia, this document and the information contained herein is intended only for wholesale clients under section 761G of the Corporations 
Act 2001 (Cth) (“Wholesale Clients “). By receiving this document you represent and warrant that you are a Wholesale Client. Pantheon Ventures 
(UK) LLP is exempt from the requirement to hold an Australian financial services licence under the Corporations Act 2001 (Cth) in relation to the 
provision of any financial product advice regarding the financial products which are referred to in this document under ASIC Class Order 03/1099 
and is regulated by the FCA under UK laws, which differ from Australian laws.

This document and the information contained herein is directed only at: (i) persons outside the United Kingdom and (ii) persons in 
the United Kingdom and who are “investment professionals” as defined in Article 19(5) of the Financial Services and Markets Act 
2000 (Financial Promotion) Order 2005, persons falling within any of the categories of persons described in Article 49(2)(a) to (d) of 
that Order or other persons to whom it may lawfully be communicated in accordance with that Order. No other person in the United 
Kingdom should access this document and the information it contains, or act or rely upon by it. In all jurisdictions other than the United 
Kingdom, this document is intended only for institutional investors to whom this document can be lawfully distributed without any prior 
regulatory approval or action.

Any reference to the title of “Partner” in these materials refers to such person’s capacity as a partner of Pantheon Ventures (UK) LLP. In addition, 
any reference to the title of “Partner” for persons located in the United States refers to such person’s capacity as a limited partner of Pantheon 
Ventures (US) LP. 
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