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Five trends to watch for during the remainder of 2018.

We are coming to the mid-year point for 2018, and the past six months have felt like six years. Markets
have experienced a significant uptick in volatility, yet equity investors may not have much to show for
all their troubles. Year-to-date performance as of June 22 shows many major indices in the red: the
MSCI All Country World ex USA Index lost 3.53%, the MSCI EAFE Index is down 3.43%, and the
MSCI Emerging Markets Index lost 6.08%. One of the few exceptions is the S&P 500 Index, which is
up a modest 3.04% for the same period.! What happened? And what are markets telling us about the
global economy?

Four key forces have been pressuring stocks

1. Lower growth. While first-quarter earnings were generally strong, markets are viewing those
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results in the rearview mirror. The bigger focus is what’s ahead — what economic conditions
could mean for earnings in the second quarter and beyond. Unfortunately, many major
economies — including the US, the eurozone and Japan — experienced a deceleration in growth
in the first quarter. While this was largely seasonal, and for some economies could be attributed
to poor weather conditions, the first-quarter slowdown appears to have bled into at least the start
of the second quarter for most of these economies — except the US — based on recent
economic data.

2. Higher costs. Not only do we need to worry about lower growth, we also need to worry about
input costs, which cause a narrowing of profit margins. In the April release of the US Federal
Reserve’s Beige Book, business owners and managers indicated significant concern about
aluminum and steel tariffs driving up input costs. And then there’s the rise in oil prices which,
although it has eased recently, could also impact input costs. For example, oil prices helped to
push up input cost inflation in the eurozone, which is at its second-highest level in seven years.?
And | fully expect upcoming US employment situation reports to show that wage growth is rising.
Rising costs cause a narrowing of profit margins, all else being equal, which in turn reduces
earnings.

3. Monetary policy concerns. And then there’'s concern that very accommodative monetary policy
might soon end. | believe it's no coincidence that the February market sell-off began the same
week that former Federal Reserve (Fed) Chair Janet Yellen handed over the reins to Jerome
Powell, which brought uncertainty over whether the Fed would remain so accommodative. In
recent weeks, those concerns seem to be coming to fruition: The Fed’s policy-making arm (the
Federal Open Market Committee) increased its median policy prescription for the federal funds
rate, and the European Central Bank (ECB) announced it would end tapering by December. We
also saw jitters earlier this year when markets began to fear that the Bank of Japan (BOJ) would
begin normalization sooner than expected — although the BOJ quickly refuted that concern.

4. Geopolitical uncertainty. We have seen a lot of geopolitical uncertainty in recent months. The
difficulty Germany had in forming a coalition government, the strained relationship between the
different political parties in that coalition, the difficulty the UK has had in orchestrating its Brexit
from the European Union, and the fluctuation of tensions between the US and North Korea are
just a few of the geopolitical risks adding to the volatility we have experienced this year. The most
recent example is the potential for Italy’s coalition government to disrupt not only Italy, but the
European Union.

Outlook for the second half of the year
Below are five trends that | expect to see during the remainder of 2018:

1. The global economy should accelerate modestly from here. The US is already showing
signs of re-acceleration, and | expect other major economies to follow suit, albeit more modestly.
Although this is not a synchronized global growth environment, most economies should improve
in the back half of this year. In other words, the lower growth we are currently experiencing is
likely only temporary, in my view.

Take the eurozone — | believe there are still positive drivers of this region’s economic growth in 2018.
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e The European Commission’s Economic Sentiment Indicator fell slightly for the first quarter, but
remains consistent with strong gross domestic product growth.3

e Unemployment continues to fall in the eurozone, although there are significant differences by
country.

Globally, growth seems solid. In fact, the International Monetary Fund (IMF) expects the global
economy to grow at 3.9% for both 2018 and 2019.# And, while | believe input costs are on the rise, |
don’t expect them to significantly impact profit margins in the near term — unless tariffs proliferate
quickly.

2. Globally, the upward bias for stocks remains — but it is diminishing. Given that global
growth is likely to accelerate and monetary policy is still generally accommodative, there should
still be an upward bias for stocks globally, in my view. | believe that growth and supportive
monetary policy are powerful forces that are likely to help stocks end in positive territory for the
year. However, that bias is diminishing as monetary policy tightens — and the threat of
protectionism grows.

3. l expect to see more disruption and greater volatility. As monetary policy normalizes, |
believe capital markets will normalize as well due to an erosion of the support that the Fed’s
policy has given to stocks. In this environment, | expect a continued reduction in correlations
among stocks as fundamentals matter more. In addition, | expect a continued increase in volatility
as monetary policy accommodation is reduced, and geopolitical disruption would further
exacerbate that volatility.

While this is not my base case, | think it's worth noting that the Fed may add to monetary policy
disruption as balance sheet normalization progresses, given how powerful a tool it is. The pre-set
course calls for an increasingly larger amount of assets to be rolled off the Fed’s balance sheet
each quarter. | suspect this could have the opposite effect that quantitative easing had on stocks,
putting downward pressure on them and creating more volatility. Complicating this scenario further
is that the Fed seems to be preoccupied with the yield curve and concerned about what could
happen if it inverted. There is the possibility that, in order to avoid an inverted yield curve, the Fed
may accelerate balance sheet normalization. That could be very disruptive for capital markets,
particularly equities.

4. Debt pressures are expected to grow. The world is becoming increasingly indebted. As
borrowing costs rise, debt is becoming a bigger issue for consumers, businesses and the
government. In its most recent Global Financial Stability Report, the IMF warned about the
growing debt overhang occurring in different economies.® This problem is widespread and may
have negative effects in any economy that is raising rates. For example, Canadian homeowners
are showing signs of coming under pressure given that many have adjustable-rate mortgages.
And the headwinds that many emerging markets economies have faced can be at least partly
attributed to higher borrowing costs. As monetary policy normalization continues and accelerates
in coming years, this pressure is likely to increase. In addition to the short-term effects of debt
pressure, there is a long-term effect as well: More money spent on servicing debt means less
money available for investment purposes, and that will impact longer-term economic growth.

5. Protectionism continues to cast a shadow. | can’t say it enough: Tariffs are like bacteria in a
petri dish — they multiply quickly. | expect current protectionist threats and actions will not
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dissipate, but will in fact escalate. At times, protectionist threats and actions have sent stocks
downward, but investors have been all too willing to believe the threat has passed at the first sign
of an abatement in trade drama. For example, Chinese President Xi Jinping’s conciliatory speech
at the Boao Forum in March was all investors needed to hear to send stocks upward. But we all
know how that ended — with a flare up in trade tensions and clear signs that Xi has no interest in
making serious concessions.

Investors should not ignore this very real threat. Protectionism can raise input costs significantly, which
can create demand destruction. For example, in 1984, US consumers paid an estimated $53 billion in
higher prices because of import restrictions levied that year.® The day before US President Donald
Trump’s tariff announcement, the US Chamber of Commerce issued a statement that US steel prices
are already nearly 50% higher than steel prices in Europe and China.’

In addition, the current tariff rhetoric and actions are increasing economic policy uncertainty, which has
historically coincided with a slowdown in business investment. In a recent ECB meeting, ECB
President Mario Draghi explained that protectionism as well as threats of protectionist actions can
“have a profound and rapid effect on business, on exporters’ confidence ... and confidence can in turn
affect growth.” | strongly believe that business sentiment and, more importantly, business spending are
already showing signs of being hurt by the recent wave of protectionism, and it could get worse from
here. We can’t forget that in trade wars, retaliation is not limited to tariffs — it can take different forms,
such as devaluing a currency or reducing US Treasury purchases or selling existing holdings of US
Treasuries.

| can’t stress enough that a significant rise in trade wars could eliminate the upward bias for stocks that
currently exists, so we will need to follow the situation closely.

What does this mean for investors?

In this environment, | believe exposure to risk assets is important for meeting long-term goals —
especially given my view that an upward bias for stocks continues to exist (albeit in a weaker form).
However, mitigating downside risk will be critical, in my view, and that includes being well-diversified
within equities and fixed income. And, perhaps most important during this period of uncertainty, |
believe that exposure to alternative investments can help with diversification and risk mitigation. That
may include strategies such as market neutral portfolios and other lower-correlating asset classes,
including those with income-producing potential. One alternative investment to consider is real estate
investment trusts (REITs), including non-traditional REITs.

Subscribe to the Invesco US Blog and get Kristina Hooper's Weekly Market Compass posts in your
inbox. Simply choose “Market & Economic” when you sign up.

1 Source: Bloomberg, L.P., as of June 22, 2018
2 Source: IHS Markit Eurozone Manufacturing PMI, June 2018

3 Source: European Commission
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4 Source: IMF, as of April 2018
5 Source: IMF Global Financial Stability Report, October 2017

6 Source: Gary Hufbauer and Howard Rosen, “Trade Policy for Troubled Industries,” Washington DC
Institute for International Economics, 1986

7 Source: US Chamber of Commerce, May 30, 2018

Kristina Hooper

Chief Global Market Strategist

Kristina Hooper is the Global Market Strategist at Invesco. She has 21 years of investment industry
experience.

Prior to joining Invesco, Ms. Hooper was the US investment strategist at Allianz Global Investors. Prior
to Allianz, she held positions at PIMCO Funds, UBS (formerly PaineWebber) and MetLife. She has
regularly been quoted in The Wall Street Journal, The New York Times, Reuters and other financial
news publications. She was featured on the cover of the January 2015 issue of Kiplinger's magazine,
and has appeared regularly on CNBC and Reuters TV.

Ms. Hooper earned a BA degree, cum laude, from Wellesley College; a J.D. from Pace University
School of Law, where she was a Trustees’ Merit Scholar; an MBA in finance from New York
University, Leonard N. Stern School of Business, where she was a teaching fellow in macroeconomics
and organizational behavior; and a master’s degree from the Cornell University School of Industrial and
Labor Relations, where she focused on labor economics.

Ms. Hooper holds the Certified Financial Planner, Chartered Alternative Investment Analyst, Certified
Investment Management Analyst and Chartered Financial Consultant designations. She serves on the
board of trustees of the Foundation for Financial Planning, which is the pro bono arm of the financial
planning industry, and Hour Children.

Important information
Blog header image: Phongphan/Shutterstock.com
All investing involves risk, including risk of loss.

Alternative products typically hold more non-traditional investments and employ more complex trading
strategies, including hedging and leveraging through derivatives, short selling and opportunistic
strategies that change with market conditions. Investors considering alternatives should be aware of
their unique characteristics and additional risks from the strategies they use. Like all investments,
performance will fluctuate. You can lose money.

Investments in real estate related instruments may be affected by economic, legal, or environmental
factors that affect property values, rents or occupancies of real estate. Real estate companies,
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including REITs or similar structures, tend to be small and mid-cap companies and their shares may be
more volatile and less liquid.

The Summary of Commentary on Current Economic Conditions by Federal Reserve District (the Beige
Book) is published eight times per year. Each Federal Reserve Bank gathers anecdotal information on
current economic conditions in its district, and the Beige Book summarizes this information by district
and sector.

Correlation is the degree to which two investments have historically moved in relation to each other.

Quantitative easing (QE) is a monetary policy used by central banks to stimulate the economy when
standard monetary policy has become ineffective.

An inverted yield curve is one in which shorter-term bonds have a higher yield than longer-term bonds
of the same credit quality. In a normal yield curve, longer-term bonds have a higher yield.

The MSCI All Country World ex-US Index is an unmanaged index considered representative of large-
and mid-cap stocks across developed and emerging markets, excluding the US.

The MSCI EAFE Index is an unmanaged index considered representative of stocks of Europe,
Australasia and the Far East.

The MSCI Emerging Markets Index is an unmanaged index considered representative of stocks of
developing countries.

The S&P 500® Index is an unmanaged index considered representative of the US stock market.

The opinions referenced above are those of Kristina Hooper as of June 25, 2018. These comments
should not be construed as recommendations, but as an illustration of broader themes. Forward-
looking statements are not guarantees of future results. They involve risks, uncertainties and
assumptions; there can be no assurance that actual results will not differ materially from expectations.

Diversification does not guarantee a profit or eliminate the risk of loss.

This does not constitute a recommendation of any investment strategy or product for a particular
investor. Investors should consult a financial advisor/financial consultant before making any investment
decisions. Invesco does not provide tax advice. The tax information contained herein is general and is
not exhaustive by nature. Federal and state tax laws are complex and constantly changing. Investors
should always consult their own legal or tax professional for information concerning their individual
situation. The opinions expressed are those of the authors, are based on current market conditions and
are subject to change without notice. These opinions may differ from those of other Invesco investment
professionals.
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All data provided by Invesco unless otherwise noted.

Invesco Distributors, Inc. is the US distributor for Invesco Ltd.’s retail products and collective trust
funds. Invesco Advisers, Inc. and other affiliated investment advisers mentioned provide investment
advisory services and do not sell securities. Invesco Unit Investment Trusts are distributed by the
sponsor, Invesco Capital Markets, Inc., and broker-dealers including Invesco Distributors, Inc. Each
entity is an indirect, wholly owned subsidiary of Invesco Ltd. PowerShares® is a registered trademark
of Invesco PowerShares Capital Management LLC, investment adviser. Invesco PowerShares Capital
Management LLC (PowerShares) and Invesco Distributors, Inc., ETF distributor, are indirect, wholly
owned subsidiaries of Invesco Ltd.
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