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Strategies for mitigating the new risks
of the new year

In the new year, we see new risks on the 
horizon for both equity and fixed income 
investors. Equity markets are anticipating a loss 
of momentum for corporate profit growth. And, 
for the first time in 12 years, fixed income 
investors are forced to wrestle with the 
challenge of navigating a multi-year upward 
trend in interest rates at both the short and 
long end of the bond universe. There are 
various exchange-traded fund strategies that 
we believe can help with both challenges.

Equities: Loss of profit momentum could 
support Low Volatility and Quality
Factors are measurable characteristics of a 
security that help explain its performance. 
Academic research has shown that different 
equity factors have the potential to outperform 
the broad market, but they have historically 
done so during different types of market 
conditions. So what trends do we believe could 
impact factor performance in 2019? 

In 2019, corporate profit growth will face the 
headwind of difficult year-over-year 
comparisons to 2018, as we expect the impact 
of the Trump tax cut to dissipate, monetary 
tightening to continue, the inventory cycle to 
turn less constructive for output, and the 
lagged effect of dollar strength to eat into 
profitability.  Additionally, the deterioration of 
housing affordability during 2018 is a harbin-
ger of cyclical weakness, in our view, and 
rising labor costs and buoyant diesel prices 
due to fuel regulations have worked to squeeze 
profit margins. A wildcard for profitability will 
be Chinese-US trade tensions and tariffs. 

We expect that a loss of profit momentum in 
2019 could lead to increased volatility and 
correlations. In addition, we expect that the 
Federal Reserve’s rate increases over the past 
few years could also exacerbate volatility 
(historically, changes to the federal funds rate 
have preceded equity volatility by about two 
years). Given this view, we believe that the 
Low Volatility and Quality factors may perform 
relatively well in such an environment. 
Additionally, as we move later into the cycle, 
we would expect the spread between growth 
and value to narrow, and we believe a factor 
combination of Value/Momentum may shine 
under those conditions.  

In terms of emerging markets (EM), we 
believe that fundamentally weighted
strategies have the potential to fare better 
than the overall market. 2018 saw a vicious 
EM sell-off, which priced in a bleak outlook for 
the asset class as a whole, but there are 
potential positives on the horizon: New 
political leadership in Brazil brightens the 
forecast for favorable economic reforms and 
privatization, China is working to stimulate its 
economy through fiscal measures such as tax 
cuts, any investors who fear the impact of 
sanctions have likely left the Russian equity 
market already, and Russia’s fiscal house 
looks healthy (although geopolitical tensions 
remain). 

Fixed income: Interest rate risk could spark 
interest in bond ladders
In some ways, the fixed income outlook for 
2019 is more clouded than it was at the start 
of 2018, when well-established global growth 
trends were driving visibility in both equity 
and fixed income markets. 

The rise of trade tensions between the US 
and China — and the ensuing tariffs — have 
softened global growth expectations, and 
thereby potentially eased, to a degree, the 
expected upward pressure on interest rates in 
both the US and Asia.  On the other hand, 
solid US economic growth combined with 
improved wage growth and low unemploy-
ment in the US support the expectation that 
the Federal Reserve will maintain the gradual 
pace of short-term interest rate increases 
through 2019. 

At the long end of the yield curve, we expect 
a continuation of 2018 — that long-term US 
interest rates may continue to move higher 
on the back of heavy issuance from the US 
Treasury, and that rates in Europe may 
gradually rise as the European Central Bank 
begins to slowly bring interest rate levels 
back above zero.  
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The main risk to this scenario, we believe, 
would be a meaningful further strengthening 
of the US dollar in 2019.  While the dollar had 
begun to resume its longer-term downtrend in 
2016 and 2017, the rise of trade tensions and 
the shift in US trade policy in the second 
quarter of 2018 triggered a sell-off in global 
equity markets that drove the dollar up 
significantly in the ensuing months.  And since 
the global financial crisis, the fast-growing 
emerging market economies have become 
highly dependent on US dollar lending. 
A stronger dollar, therefore, would restrict 
growth in the emerging market economies by 
stressing the balance sheets of foreign 
borrowers as their debt burden and interest 
expense rise in local currency terms.  Recent 
data has also clearly demonstrated that the 
availability of dollar-denominated credit growth 
weakens when the dollar is rising, presenting a 
double-whammy headwind to many emerging 
market economies that are dependent on US 
dollar-based credit growth. 

Finally, a stronger dollar presents a headwind 
to both US corporate profits generated 
overseas and domestic inflation.  With political 
risk in Europe as well as US-China trade 
tensions building into 2019, the risk of a 
countertrend rise in the dollar next year 
presents, in our view, the most visible risk to 
our forecast of higher short- and long-term 
interest rates in 2019.

With the overall climate still tilting in the 
direction of higher rates in 2019, one way 
to potentially manage that risk is to build 
bond ladders using defined-maturity bond 
funds, whether domestic or international. 
A bond ladder is a portfolio of bonds that 
mature at staggered intervals across a 
range of maturities. If rates continue to rise, 
proceeds from each maturing rung of bonds 
can be reinvested in longer-dated bonds at 
higher rates. Defined maturity ETFs can help 
investors build bond ladders quickly and 
easily, with a range of bonds that can help 
provide diversification to a portfolio.
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Another way to help mitigate the impact of 
currency volatility on fixed income portfolios 
is to stick with US-dollar-denominated 
international bond portfolios. 
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Important information

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.


