
Despite what has been an incredibly tumultuous, 
unpredictable and at times unimaginable period 
for global politics and an initially spluttering 
return to global growth, central banks appear to 
have successfully steered markets through the 
worst, ironing out the kinks and at times acting 
together to present a semblance of global 
harmony. Sometimes, markets have appeared to 
simply ignore events that in less interesting 
times would have caused a rout. Somehow 
though, it still doesn’t feel that the aftermath of 
the financial crisis is fully behind us, nearly 10 
years on, and we believe it is vital to consider 
both cyclical and structural forces in building our 
economic and market outlook.

Cyclical factors can often dominate investor 
thinking, but typically exert a short-term 
influence on the markets. We take a two- to 
three-year view of the world when building our 
central economic thesis, which guides and 
anchors — but does not strictly dictate — our 
investment decisions. For this reason, we also 
need to incorporate, or at least acknowledge, 
some of the structural influences that can very 
quickly become a core focus for investors.

What is our central economic thesis?
Heading into 2018, our current outlook for the 
next two to three years is as follows:

Global growth prospects remain subdued
•	Economic growth is being boosted by cyclical 

factors (e.g., consumption, trade).
•	Structural issues, such as high debt, continue 

to hamper future growth potential.
•	Global liquidity is grinding lower, capping the 

upside for credit growth in this cycle.

Low inflation is likely to persist
•	Lack of pricing power and debt overhang will 

keep inflationary pressures contained.
•	There is some upside potential from wages as 

politics influence wage negotiations.
•	But, the global price of labour will likely 

remain low.

Core bond yields are capped; there is long-
term structural support for the US dollar
•	Core bond yields are ultimately driven by 

structurally lower nominal economic growth.
•	Despite near term uncertainty, the US dollar 

has support from its global funding role.

•	Broader policy conflicts are influencing central 
bank decision making.

Cyclical earnings improvement provides some 
support for risk assets
•	US earnings per share is supported by 

financial engineering, fuelled by loose 
monetary conditions.

•	Expensive credit is vulnerable to policy 
change; equity returns are dominated by 
dividend income.

•	Diversified alpha is an additional source of 
value.

Volatility is stubbornly low but likely to rise 
from here
•	Lingering macro uncertainties suggest equity 

market volatility is unsustainably low.
•	Fixed income and currency volatility are 

sensitive to central bank action.
•	Market volatility is impacted by investor 

behaviour (e.g., the search for yield)

How has our thesis evolved over time?
When we launched our strategy in 2013, our 
central view was characterised as “cautious 
optimism,” which served us well at the time. 
However, with the benefit of hindsight, we can 
see that we have been too cautious more 
recently, underestimating the ability of risk 
markets to continue performing in the prevailing 
low rate, liquidity-induced environment. We were 
caught off guard by ever-declining market 
volatility – however, we still believe that volatility 
will return.

For three years, our cautiously optimistic view of 
the world led to some of our investment ideas 
being implemented through simply buying 
equities or buying bonds because financial 
markets were still underpinned by extraordinarily 
loose monetary policy. We became more 
cautious as we saw a more complicated policy 
backdrop in the face of persistent structural 
challenges, which drove us to look for alternative 
sources of returns.

Speculation around the future direction of 
interest rates or the likely unwinding of asset 
buying programmes remains a potential trigger 
for financial markets and, while volatility remains 
at historic lows, we believe it continues to 
present opportunities as an asset class in our 
two- to three-year investment horizon as macro 
uncertainties linger. Another side effect of this  
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low volatility world is that some of the more 
traditional investment ideas now look less 
obvious and more fully valued.

A side effect of this low volatility  
world is that some of the more 
traditional investment ideas now look 
less obvious and more fully valued.

Balancing cyclical and structural factors
When you look at some of our investment ideas, 
it is possible to see this push and pull of cyclical 
and structural factors playing out. For example, 
we expect real interest rates in Europe 
(government bond yields minus inflation 
expectations) to rise but, at the same time, we 
expect eurozone inflation expectations to fall.

The cyclical influence on this idea comes in the 
form of the limitations of European Central Bank 
(ECB) monetary policy. During and post the 
financial crisis, policymakers sought to respond 
to the collapse in economic growth by pushing 
down real interest rates. Negative real interest 
rates were needed to stave off the crisis and, as 
time has moved on, the result of central banks 
keeping interest rates low and keeping 
extraordinarily loose monetary policy in place 
has been a gradual increase in inflation 
expectations.

However, it appears that global central banks 
are now starting to retreat from this policy for a 
number of possible reasons. Firstly, 
policymakers need to determine how useful such 
extraordinary policy is in driving economic 
growth from here. Looking at Europe, there has 
been an economic recovery despite nominal 
growth remaining weak versus history, which 
means that there is less support for maintaining 
such emergency levels of policy support.

The other important driver for the potential 
change of behaviour by policymakers is how 
effective this approach to policy is in stimulating 
the next phase of the economic cycle. In 
particular, negative real interest rates undermine 
bank profitability, which could impact economic 
growth over the longer term. This is one of the 
reasons why we believe the current level of 
negative real interest rates in Europe is 
unsustainable longer term.

The structural influences on the idea are 
reflected in our view that if real interest rates 
rise, inflation expectations will start to fall. This 
captures the ongoing structural difficulties that 
the eurozone continues to face. Core inflation is 
relatively dormant, demographics continue to 
play their part and wage inflation has been the 
missing link in the improvement in labour market 
data for the region. All of this suggests that, if 
real interest rates do head higher (which appears 
to be the only path for the ECB), then inflation 
expectations could decline in response as 
ultra-loose monetary policy appears to have 
been one of the major factors underpinning the 
rise in longer-term inflation expectations that we 
have seen to date.

Maintaining our two- to three-year view
Volatility has continued to fall in recent years, 
which is perhaps surprising given all of the 
macro uncertainty which has prevailed. We 
continue to monitor risk and the level of 
volatility very carefully because our portfolios 
explicitly target less than half of global equity 
volatility over time. We police our portfolio 
volatility (and so the diversification of the 
investment ideas within our portfolios) through 
extensive scenario testing. We seek to ensure 
that we can participate in the upside of financial 
markets while avoiding any major drawdowns.

We are sometimes asked why we don’t increase 
risk in order to improve returns. However, there 
is a constraint to how much independent risk we 
can take from our individual ideas, so a lower-
than-target risk level represents the effects of 
diversification rather than too-conservative 
ideas.

We will always look forward over the next two to 
three years — it would be imprudent to overrule 
this view in order to try and boost short-term 
returns, especially given current market 
uncertainty. We firmly believe that it is 
important to not succumb to this type of 
pressure. While it is very difficult to accurately 
predict a change in regime, it is important to 
consider that one could come at any time.

We will always look forward over the 
next two to three years — it would  
be imprudent to overrule this view  
in order to try and boost short-term 
returns.



Important information

All data as of October 31, 2017 unless stated otherwise.

All investing involves risk. Past performance is not a guarantee of future returns. An investment cannot be made in an index. Diversification does not guarantee a 
profit or eliminate the risk of loss. Invesco does not provide tax advice.

The risks of investing in securities of foreign issuers, including emerging market issuers, can include fluctuations in foreign currencies, political and economic 
instability, and foreign taxation issues. The dollar value of foreign investments will be affected by changes in the exchange rates between the dollar and the 
currencies in which those investments are traded.

In general, stock values fluctuate, sometimes widely, in response to activities specific to the company as well as general market, economic and political conditions. 
Invesco Advisers, Inc. is an investment adviser that provides investment advisory services and does not sell securities.

This document has been prepared only for those persons to whom Invesco has provided it for informational purposes only. This document is not an offering of a 
financial product and is not intended for and should not be distributed to retail clients who are resident in jurisdiction where its distribution is not authorized or is 
unlawful. Circulation, disclosure, or dissemination of all or any part of this document to any person without the consent of Invesco is prohibited.

This document may contain statements that are not purely historical in nature but are "forward-looking statements," which are based on certain assumptions of 
future events. Forward-looking statements are based on information available on the date hereof, and Invesco does not assume any duty to update any forward-
looking statement. Actual events may differ from those assumed. There can be no assurance that forward-looking statements, including any projected returns, will 
materialize or that actual market conditions and/or performance results will not be materially different or worse than those presented. 

The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or particular needs. 
Before acting on the information the investor should consider its appropriateness having regard to their investment objectives, financial situation and needs.

You should note that this information:

• may contain references to amounts which are not in local currencies;
• may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;
• may not address risks associated with investment in foreign currency denominated investments; and
• does not address local tax issues.

All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves risk. Please review all 
financial material carefully before investing. The opinions expressed are based on current market conditions and are subject to change without notice. These 
opinions may differ from those of other Invesco investment professionals. 

The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons into whose possession this marketing material may come 
are required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer or solicitation by anyone in any jurisdiction 
in which such an offer is not authorised or to any person to whom it is unlawful to make such an offer or solicitation. 




