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Global Asset Allocation Quarterly Update and Overview

The more complex the financial markets, the more complicated a forecast. Even institutions  
such as the U.S. Congressional Budget Office (CBO) have made heavy forecasting mistakes. 
But there is no way to manage a portfolio without any projections. Therefore, it is important  
to know their limits and to navigate around the most dangerous types of forecasting errors. 

Perils of prediction
During the recent debt ceiling debacle in the U.S., one of the key actors operated in a distinctly behind-the-
scenes manner: the Congressional Budget Office (CBO). The CBO has the responsibility of determining the 
probable budgetary impact of various proposals and it has a well-deserved reputation for objectivity and 
thoroughness. Its staff of approximately 250 includes economists and public policy analysts, three-quarters 
of whom hold advanced degrees. Several proposals foundered when the CBO’s analysis showed much lower 
expected benefits than their advocates promised. 

Given the level and quality of staffing along with the responsibility of the CBO, one would expect fairly 
accurate forecasts. Unfortunately, the CBO’s record — on at least one limited measure — is representative  
of the extreme difficulty in forecasting highly uncertain variables such as economic growth and tax receipts. 
As shown in Exhibit 1, the cumulative forecast error in the CBO’s 2001 10-year budget expectations was 
almost a staggering $12 trillion, or roughly 100% of one year’s nominal GDP.1

Exhibit 1 — CBO Forecast Error
Cumulative Budget Expectations: 2002 to 2011 Fiscal Years
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Sources: Congressional Budget Office, BCA Research, Invesco analysis.

Data as of September 30, 2011, unless otherwise stated. 
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No single source can claim responsibility for the error. As Exhibit 2 shows, the contribution from multiple 
sources indicates that the global economy simply took a radically different path than expected. To be fair, the 
decade following the CBO’s 2001 forecast has been a volatile one: a major terrorist attack on U.S. soil, two 
wars, and a financial crisis have made forecasting particularly challenging. But this is precisely the challenge 
with medium- to long-term forecasts: unexpected events have a nasty habit of interfering with the smooth 
operation of the stylized world that we envision.

Exhibit 2 — Sources of CBO Forecast Error
Cumulative Budget Surplus, Fiscal 2002 to 2011
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Legislative Changes in Taxes, 23.7%

Legislative Changes in Defense Spending, 15.9%

Legislative Changes in Non-Defense Spending, 20.7%

Change in Net Interest Payments, 11.6%

Other*, 28.2%

Sources: Congressional Budget Office, BCA Research, Invesco analysis. 
*Shifts in revenues and non-interest spending not related to legislation.

Indeed, forecasters have an undeniably poor record at forecasting complex, long-term events. Philip Tetlock, 
Professor of Organization Behavior at University of California at Berkeley and a leading authority on expert 
judgment, finds that experts barely beat random forecast generators (which Tetlock refers to as the statistical 
equivalent of a dart-throwing chimp).2

Investors have an abiding interest in finding and making good judgments, leading to the obvious questions of why 
humans fare so poorly in certain types of forecasts and how should we alter our actions as a result? This paper 
addresses each of these questions with a focus on general portfolio structures.
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Dart throwing chimps
Humans’ judgment is not universally poor. Certain types of situations lend themselves to sound judgments 
– especially by experts. The left column of Exhibit 3 describes such circumstances. However, when an area 
requiring judgment is better defined by the right column, humans begin to make a variety of errors.

Exhibit 3 — Dimensions of Difficulty

Simple Complex

Static Dynamic

Discrete Continuous

Separable, Independent Processes Interactive, Interdependent Processes

Homogeneous Heterogeneous

Easily Represented by a Single Framework Multiple Representations Required to Convey Meaning

Mechanical, Simple Causation Organic, Systemwide Functions

Linear Non-Linear

Universal Principles Hold Conditional Application of Principles

Regular, Repeatable Patterns Irregularity, Asymmetry

Surface-Level Knowledge Sufficient for Understanding Deep Knowledge Required for Appropriate Action

Sources: “Keeping It Too Simple: How the Reductive Tendency Affects Cognitive Engineering.”3 Think Twice4.

The modern financial system fits well within the descriptions on the right. The economy and markets are 
increasingly viewed as complex adaptive systems. Andy Haldane, the Bank of England’s Executive Director 
for Financial Stability, points out in a 20085 paper how much more interconnected the financial system has 
become. Exhibit 4 depicts the deepened relationships and increased concentration within financial firms. The 
size of the bubbles reflects the size of various countries’ financial systems while the number and width of the 
lines represents inter-relationships. The change from 1985 to 2005 is striking.

Exhibit 4 — Increased Complexity of the Global Financial Network

Global Financial Network: 1985

Key  • 0.003-0.03      • 0.03-0.2      • >0.2

Global Financial Network: 2005

Key  • 0.003-0.03      • 0.03-0.2      • >0.2

Source: “Rethinking the Financial Network”, Haldane.
Nodes are scaled by (Total External Assets + Total External Liabilities) for each node, and links between nodes i and j by (Total External 
Assetsij + Total External Liabilitiesij)/(GDPi + GDPj).

This type of change has profound implications. As Haldane reports in a subsequent paper6, when modeling 
the financial system as a complex system one can easily see the characteristics we have witnessed over the 
past several years such as the existence of tipping points within the structure. Major shifts can build almost 
imperceptibly and then accelerate suddenly. 
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The inherent challenges of forecasting within this type of scenario are obvious. However, our innate reactions 
to such types of complexity make it an even more daunting task. In particular, when faced with a complex 
situation we often try to apply a simple framework and — worse — fail to update our beliefs when confronted 
with information that conflicts with our mental model.2 

Some paths forward
None of this means that forecasting has to simply be a fool’s errand. As investors, we have little choice but 
to use some sort of forecast — implicitly or explicitly — when making any investment or even when setting 
investment policy. Prudence does require us to understand the types of snares described above and to avoid 
them through good design. We see three main properties of well-designed systems: 1) structural resilience; 
2) frequent, controlled allocation shifts; 3) continuous review. We discuss each in detail below.

Structural resilience
Structural resilience refers to portfolios that have some protection against the negative effects of “fat tail” 
events — extreme events that occur with higher frequency than standard models would predict. If the rarity 
of these events makes them easy to overlook, the magnitude of the outcome demands attention. As Peter 
Bernstein notes, “Consequences are more important than probabilities.” 

Creating structural resilience requires thinking beyond traditional asset class definitions and into risk exposures. 
For example, adding high yield bonds to an equity portfolio does little to improve diversification because both 
assets will struggle during recessions. However, long-duration treasury bonds have historically done well in 
such periods, making them a more interesting complement to equities. The presence of diversifying assets is a 
necessary but not sufficient condition for structural resilience. The assets must have a high enough weight in 
the portfolio to have a meaningful impact when their presence is most needed. This can be estimated by simple 
scenario analysis or through more stringent quantitative methods.

Frequent, controlled allocation shifts
With structural resilience in place, investors can then turn their attention to the supplementary task of 
determining which type of asset class — the hedging assets described above or more equity-like assets — should 
receive additional emphasis. The process used to support this activity should conform to types of judgments 
most likely succeed. Returning to Tetlock’s research, the most successful forecasts came from people with 
expertise in their topic area, making judgments on near-term outcomes, with a broad, flexible perspective 
(“foxes” in Tetlock’s work as opposed to the inflexible ideologues that he terms “hedgehogs”).7 

Investors can incorporate these principles in a variety of ways. We endorse a disciplined approach that makes 
short-term forecasts based on a framework that incorporates a wide variety of inputs that have a high 
sensitivity to market-based signals. We also impose constraints on our ability to shift too far away from the 
structurally resilient core portfolio. In other words, we are never so dogmatic in our views to fully eliminate the 
hedges in the portfolio.

Continuous review
Perhaps the most important element in all of this is the need for an ongoing search for process vulnerabilities 
and opportunities. We find that a formal, regular review of the process creates the best platform for this. As in 
most endeavors, a degree of competition increases the effectiveness of the review. Accordingly, we assign a 
sub-set of our investment team to consider “challenger” approaches to the incumbent one. The broader team 
can then effectively weigh the potential benefits and risks of enhancements with reduced exposure to a variety 
of known behavioral biases.

Summary
Forecasting is a necessary but challenging exercise in investing. Even those who deny the presence of 
forecasts within their process have, by definition, some implicit expectations for how the world does and will 
work — in short, a forecast. Typical human responses to complex situations exacerbate the natural difficulty 
of forecasting. Investors must therefore face the task of developing a process that avoids the worst of the 
obvious errors, has hedges in place, and is constantly reviewed for sufficient robustness. 
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Economic outlook
The third quarter certainly offered a compelling example of the need for structurally resilient portfolios.  
As shown in Exhibit 8 (page 8), the majority of risky assets - equities, commodities, and fixed income spread 
product - faced heavy selling pressure. Government bonds were virtually alone in their ability to provide 
attractive returns in this environment.

The rout in risky assets can be traced to several underlying causes: a slowdown in the U.S. and other  
Western economies, the escalation of the European debt crisis, and concerns about a potential hard landing 
for Chinese economic growth. These issues have been present since the beginning of the year or longer, but 
each accelerated in the last three months.

Exhibit 5 demonstrates the acceleration of U.S. economic weakness. Over the course of the quarter, 2011 
growth expectations fell from over 2.5% to just over 1%. In Europe, the decline in expectations was just 
as dramatic, even within the previously strong core countries such as Germany and France. For example, 
the IFO expectations index fell from 111 to 98, a level historically consistent with recession. A technical 
recession may still be avoided in some countries, but growth is slow enough to make for a volatile investing 
environment. 

Exhibit 5 — U.S. GDP Growth Expectations

•  Forecasts for 2010      •  Forecasts for 2011      •  Forecasts for 2012

Real GDP Growth
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Source: Consensus Economics.

The Eurozone crisis has given little indication of receding. The crisis has clearly spread and now infects 
several core countries. Although the process is far from linear, it involves exposure of core country banks to 
the troubled peripheral markets, the banks’ inability to raise funds on economic terms, and ultimately the 
negative impact on core market credit ratings from back-stopping bank losses.

Credit Default Swap spreads (CDS) provide one indication of country risk. Exhibit 6 shows the general rise in 
CDS spreads for European markets as well as the U.S. for added context. The rise in German spreads may 
come as some surprise, but it reflects the likelihood that Germany will assume greater responsibility for the 
debts of other European countries. 
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Exhibit 6 — CDS Spreads for Selected Countries

•  12/31/2010      •  09/30/2011
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Sources: CMA, Bloomberg.

At time of writing, the resolution approach for French-Belgian bank Dexia had not yet been announced. 
Dexia’s situation provides a useful example of what can go wrong on a broader scale. As pointed out by 
Southwest Securities, Dexia has a leverage ratio of about 74 times, so small losses can wipe out equity 
capital. It holds Greek sovereign debt along with other distressed assets that “can’t be sold under current 
market conditions.” Dexia’s total assets of nearly $700 billion represent about 150% of Belgium’s GDP. 
Belgium will certainly not have to absorb all of those assets, but the risk to the country’s finances is clear. 
Europe has a wide range of choices, but none offer an easy way out of the crisis (see illustration on next 
page, Exhibit 7). 

China’s challenges arise from the opposite direction: overly strong growth in the wake of the 2008 crisis has 
led to a higher-than-desirable inflation rate. China has tightened monetary conditions a number of times, 
yet monetary growth has continued at a brisk pace due to the presence of a “shadow banking system.” The 
authorities’ efforts can readily be seen in the performance of banks and housing-related stocks.

Tightening measures have had an impact on the broader economy as well, with leading indicators offering 
signs of a down-turn. Observers of periods of over-investment know that they seldom end well so the 
inevitable predictions of a hard landing abound. It seems premature to call for such an outcome but the 
situation bears watching, particularly with the weakness in the rest of the world.
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Exhibit 7 — European Debt Crisis

1.    Holdings of GIPSI debt
2.    Implicit guarantee
3.    Paper losses
4.    Paper losses

14.  Interest rates/ratings changes

11.  Austerity
12.  Funds conditional on austerity
13.  Priority in default

17.  Interest rates/ratings changes

5.    Holdings of GIPSI debt
6.    Implicit guarantee
7.    Paper losses

15.  Interest rates/ratings changes
       due to banks and funding of
       official sector

8.    Funding
9.    Increased debt
10.  Unanimous approval required

16.  Interest rates/ratings changes
       for EFSF due to ratings of 
       underlying countries and leverage

GIPSI Countries1 Investors/Rating
Agencies

Core Countries
• Politicians
• Electorate

Multi-National 
Institutions
• EU      • IMF
• ECB    • ESFS

GIPSI1 Banks

Core Banks
1

2
3

4

14

11

12

13

17

10
9

8

16

5
6

7

15

1.	 �GIPSI1 debt held by both GIPSI banks and core banks.

2.	 �GIPSI banks implicitly guarantee the banking system in their 
home countries.

3.	 �GIPSI banks have paper losses on government  
debt (not completely reflected in recent stress tests).

4.	 �Core banks have paper losses on government  
debt (not completely reflected in recent stress tests).

5.	 �Core banks hold debt of core countries.

6.	 �In certain countries, banks have paper losses in core  
country debt.

7.	 �Core countries often implicitly guarantee core country banks.

8.	 �Core countries and GIPSI countries fund several parts of multi-
national Organizations (especially EFSF, EU, and ECB).

9.	 �Countries not in crisis gain additional debt burden from higher 
contributions to multi-national institutions (given that crisis 
countries may not make contributions).

10.	 �Increases in funding for various institutions (e.g., EFSF) 
require approval by all members/contributors which can take 
an extended period and high political costs. Several countries 
may resist.

11.	 �Multi-national institutions demand austerity from GIPSI 
countries driving initial declines and social unrest in certain 
countries.

12.	 �Funding for GIPSI countries conditional on completion of 
austerity measures.

13.	 �Considerations of which institutions get repaid  
in the case of country default.

14.	 �Investors and rating agencies continually reevaluate the 
credit-worthiness of GIPSI countries.

15.	 �Banks face downgrades or increased funding costs.

16.	 �Core countries could face downgrades or increased funding 
costs when conditional guarantees are considered.

17.	 �Certain institutions, such as the EFSF, require ratings and 
potentially private funding if leverage is used.

1 Greece, Ireland, Portugal, Spain, Italy.
Sources: Southwest Securities, BCA Research, Invesco analysis.

Market review and outlook
Equities
The third quarter proved to be a wretched one for equities, with declines reminiscent of 2008. We discussed 
the key drivers above and, given the challenges posed to global growth and the European financial system, 
it is no surprise the worst performing markets were either European or sensitive to global growth (e.g., 
Emerging Markets). Financial stocks fared particularly poorly in most markets as investors, concerned about 
contagion, demanded higher compensation for their continued funding.

Our strategies took an underweight stance toward equities at the end of the second quarter and remain 
cautious. However, the attractiveness of valuations has led us to decrease underweights in general and even 
to move to neutral positions in a couple of markets (Exhibit 9). Price trends, our Excess Volatility factor, and, 
to a lesser degree, our Recession Risk indicator argue against overweight positions for now.

Bonds
Government bond yields plunged to depths that few investors dared to imagine just a few months ago. The 
direction of bond yields should come as no surprise given bonds’ historic performance during periods of rising 
risk aversion; it was the magnitude that was so shocking. 
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We had an overweight position to bonds throughout the quarter but have started to reduce exposures more 
recently given valuations that fall well below our range of fair value. In addition, yield curves in many markets 
have begun to flatten, reducing the carry return (i.e., the income from the bonds relative to Treasury Bills). 
Our Risk Aversion and Price Trend indicators still favor bonds.

Commodities
Although the quarterly returns to commodities look similar to equities, their path was quite different. 
Precious metals and agriculture posted reasonable returns until September when most assets fell 15-20%. 
Along with the tumultuous financial market conditions, investors also had to contend with several increases in 
margin requirements, which often stimulate the liquidation of levered positions.

Our position in commodities was mixed during the month, spanning an overweight of gold to an underweight 
of oil. We are now positioned more cautiously primarily due to the impact of Price Trend, though we maintain 
our overweight to gold given loose monetary conditions – conditions that the Federal Reserve has indicated 
will remain in place until at least 2013.

Exhibit 8 — Third Quarter and Year-to-Date Returns

Exhibit 1: Equities (%)

• YTD • Quarterly
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Exhibit 2: Fixed Income (%)1

• YTD • Quarterly
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Exhibit 3: Commodities (%)2

• YTD • Quarterly
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Sources: Standard & Poor’s, FTSE International Limited (“FTSE”). ©FTSE 2011., Dow Jones, Tokyo Stock Exchange, Hang Seng, MSCI, 
Barclays Capital Inc., Bank of America Merrill Lynch, JP Morgan, S&P/GSCI, BBA Invesco. Performance data as of Sept. 30, 2011.
Past performance cannot guarantee future results. An investment cannot be made in an index.
1 �Bond categories are represented by the following indices: Barclays Capital Long U.S. Treasury Index, Barclays Capital Aggregate Bond 

Index, Barclays Capital U.S. Treasury Inflation Protected Securities (TIPS) Index, Merrill Lynch U.S. High Yield Master II Index, JP 
Morgan Emerging Market Bond Index.

2 Energy, precious metals, base metals and agriculture are all sub-components of the S&P GSCI Index.



Exhibit 9 — Representative Positions1 as of September 30, 2011

s Overweight N Neutral t Underweight

Equities Commodities

Market Position Market Position
U.S. Large Cap 	 N Energy 	 t

U.S. Small Cap 	 N Precious Metals 	 s

UK 	 t Industrial Metals 	 t

Europe ex-UK 	 t Agriculture 	 t

Japan 	 t

Hong Kong 	 N

Fixed Income

Market Position
U.S. Treasury 	 s

UK Gilts s

German Bunds 	 s

Canadian Bonds 	 s

Australian Bonds 	 s

Japanese Govt Bonds 	 s

1	� The Global Asset Allocation team has a view on a wider range of assets than shown here but these are the assets most frequently 
asked about by clients. Positions are revised on a monthly basis. 

The representative positions are based on our experiences in managing the Invesco Premia Plus strategy.

For U.S. Institutional Investor Use Only.
The opinions expressed are those of the author, are based on current market conditions and are subject to change without notice. These opinions may differ from 
those of other Invesco investment professionals. Past performance cannot guarantee comparable future results.
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