
Global macro strategy

Are negative rates headed for the US?

The 2008 global financial crisis was the catalyst for global central banks to cut short term 
interest rates to zero and resort to unconventional policy measures, eventually including 
negative interest rate policy (NIRP). More than a decade later, short term interest rates have 
remained low in many countries and some major central banks still operate under negative 
interest rates. 

Negative rates were viewed as the last resort to boost economic growth after all other options 
failed. They were implemented in Sweden in 2009 and Demark in 2010, followed by the Bank 
of Japan (BoJ) in 2016 and the European Central Bank (ECB) in 2014. The ECB reduced its 
negative policy rate even further in September. One way NIRP was intended to stimulate the 
economy was by requiring banks to pay interest for holding excess reserves with the central 
bank. This interest “penalty” was supposed to disincentivize banks from holding excess 
reserves and instead incentivize them to lend more, in theory boosting economic activity. 

In 2014, 10-year German bunds yielded around 1.4%. The yield curve was hence very 
steep, indicating that the market perceived that such low rates would be a temporary 
phenomenon - the perception was that zero was the effective lower bound for interest rates. 
Negative rates were still an untested policy tool and much academic debate raged about the 
risks associated with such a move.
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Fast forward to today, and interest rates are still negative in the eurozone, Switzerland, 
Sweden, Denmark and Japan. However, negative interest rates have had limited success in 
sparking inflation. Fortunately, many of the concerns raised at their inception have not been 
realized to a significant degree and the financial systems in these countries have adjusted 
to the new reality in an orderly way. Markets no longer perceive low rates as temporary 
and yield curves indicate that we will likely not return to pre-crisis levels of interest rates 
for generations. Zero is no longer seen as the lower bound and negative policy rates are 
accepted as mainstream among central banks as part of their toolkit. 

In addition to using negative rates as a policy lever, global central banks have embarked on 
significant balance sheet expansion and asset purchases, including the purchase of negative 
yielding debt. Countries that at points in the last decade were viewed as credit risks (such as 
Portugal and Italy) now find themselves being paid to borrow money. High quality corporate 
issuers have also found themselves able to issue at negative interest rates in Europe.

These shifts have had a meaningful impact on global fixed income markets. The US dollar 
value of negative yielding securities within the Bloomberg Barclays Global Aggregate Index 
currently stands at around USD14 trillion (albeit off its recent peak of USD17 trillion). 

Figure 1: Volume of negative yielding debt has risen sharply since 2014
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Source: Bloomberg L.P., data from Dec. 31, 2009 to Sept. 17, 2019.

What are the prospects for negative rates in the US?
In the US, the Trump administration has urged the US Federal Reserve (Fed) to aggressively 
reduce interest rates to zero, or less, leading to speculation about whether negative rates 
could be implemented in the US. Furthermore, the flatness of the US Treasury curve has 
raised questions about the Fed’s ability to effectively conduct quantitative easing (QE) or 
otherwise manage the shape of the yield curve (e.g. Operation Twist), sparking discussion 
and speculation over whether negative rates could provide the Fed with more room to 
maneuver. 

There are a few reasons why we do not believe the US is likely to see negative interest rates. 
First and foremost, the US economy has not slowed enough to justify zero interest rate 
policy (ZIRP) or NIRP, in our view. Second, the runway to negative rates in the US is long. 
In other words, the Fed has enough tools designed to ease credit conditions and ensure 
market functioning in the next downturn before resorting to NIRP. For example, open market 
operations (buying and selling government securities) has, historically, been the Fed’s most 
flexible and commonly used tool to control monetary policy. These operations allow the 
Fed to control the supply of banks’ reserve balances, indirectly controlling the movement of 
short-term interest rates. Only the sale and purchase of government securities are allowed 
under the law that governs the Federal Reserve System. While we believe a change in the law 
is unlikely, Congress could allow the purchase of non-government securities to expand QE,1 
which could potentially be contemplated before implementing negative rates. 

Global macro strategy (continued)
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Global macro strategy (continued)

Just to reach to ZIRP, the Fed would need to cut interest rates by 175 basis points from the 
current target range for the federal funds rate of 1.75%-2.00%. Once ZIRP is in effect, the 
pathway to NIRP would entail negative rate bidding in Treasury bill auctions, which would 
likely cause a suspension of the Fed Reverse Repurchase Program due to the inability to 
conduct negative auctions. Interest on excess reserves would likely halt and banks would 
likely be penalized for holding excess reserves. Other disruptive and undesirable ramifications 
of ZIRP and NIRP are low bank profitability and the adverse impact on the normal mechanics 
and functioning of financial markets. 

With US growth holding steady at around 2% per year and inflation relatively contained 
it would seem the current low interest rate environment has not led to the robust credit 
expansion intended to cause inflation to accelerate. Likewise, a negative interest rate 
environment would not be guaranteed to successfully stimulate the economy. We believe 
being cognizant that the Fed could employ NIRP as a policy option is prudent, but we do not 
view it as a likely scenario, given the current benign state of the US economy, the uncertainty 
over its effectiveness and the range of other tools available to the Fed on the path to negative 
rates. 

Thomas Sartain, Senior Portfolio Manager, Marques Mercier, Head of Government and 
Municipals, Global Liquidity

1 Open market operations are governed by the Federal Reserve Act of 1913 which defines the purpose, structure, 
and function of the Federal Reserve System. The law states that any purchased security must be either a direct 
obligation of the US government or a US agency, which disqualifies non-government bonds. Only Congress has 
the power to amend the Federal Reserve Act.
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Global macro strategy (continued)

Interest rate outlook

US: Neutral. We do not foresee a significant slowdown in US growth, but downside risks 
continue to loom. US manufacturing data have slowed, and consumption data likely peaked 
in Q2. While this backdrop is positive for US Treasuries, valuations appear rich and currently 
indicate one more rate cut in 2019. We therefore remain neutral.

Europe: Underweight. Recent eurozone growth data confirm an ongoing slowdown. Global 
duration rallied in August but could undergo a reappraisal given stretched valuations and the 
resurgence of corporate and government new issue supply in September. The risk events 
that drove August’s market moves also appear to be receding, which could erode some of 
the flight to quality premium in bond valuations. We have re-entered a tactical short bund 
position.

China: Neutral. Chinese onshore rates bonds may be subject to consolidation and volatility 
in the near term, as the market has been focusing on the central bank’s (PBoC) guidance 
on interbank liquidity and medium-term lending facility (MLF) rate. In the medium term, 
recent index inclusions are expected to drive international investment in Chinese onshore 
government bonds, especially considering the yield pickup they offer versus global peers.

Japan: Neutral: Japanese government bond (JGB) yields continue to track global markets, 
including the sharp rally in August and retreat in September. Recent Bank of Japan (BoJ) 
rhetoric does not suggest an imminent change in its stance, with recent comments and the 
reduction in QE operations indicating discomfort with very low long-term yields.

UK: Neutral: The market is currently pricing 25 basis points of interest rate cuts over the 
next 18 months.1 This appears reasonable, in our view, given that cuts remain far more 
likely than hikes due to the weak domestic growth outlook, residual potential for a no deal 
Brexit, and the probability that the Bank of England would likely rapidly reduce rates close to 
zero if it did embark on a rate cutting cycle. Although near term supply and demand factors 
are favorable, and a steepening of the yield curve would probably require higher yields in 
the US and Europe, we believe long-term gilts offer poor value in the context of potentially 
looser fiscal policy. 

Canada: Neutral. Canada's annual growth rate has settled in at the mid-1% level but 
remains subject to global trade concerns. 10-year Canadian sovereign bond yields have 
risen above their August lows to near 1.40%2 and remain one of the few positive 10-year 
sovereign yields around the globe. If global yields stay anchored below zero, Canadian yields 
should find it difficult to sell off significantly.

Australia: Neutral: Valuations appear unattractive, with 50 basis points of cuts priced in 
over nine months, which would take rates close to Australia's lower bound according to 
some policymakers.3 However, domestic and global growth dynamics do not justify a sharp 
rise in yields, in our view, with risks still tilted to the downside. If the improving housing 
market fuels a broader recovery in demand, it could justify a change of stance, and the risks 
of the Reserve Bank of Australia (RBA) undershooting market pricing would likely increase. 

India: Overweight. Recent economic data paint a softer inflation and growth picture. We 
expect the Reserve Bank of India (RBI) to cut rates by 25 basis points at its October meeting 
in addition to the 110 basis points already delivered in this easing cycle. We also expect the 
RBI to engage in bond buying to support liquidity, further supporting rates markets. On 
the fiscal policy front, even though we expect some slippage in the deficit target due to the 
recent corporate tax cut announcement, its overall impact on rates market should be limited. 
We expect yields to trend lower in the coming months due to the benign inflation picture and 
believe the steep yield curve provides opportunities to take advantage of rolldown returns.

Rob Waldner, Chief Strategist and Head of Macro Research, James Ong, Director Derivative 
Portfolio Management, Noelle Corum, Associate Portfolio Manager, Michael Siviter, Senior 
Portfolio Manager, Yi Hu, Senior Analyst, Brian Schneider, Head of North American Rates 
Portfolio Management, Scott Case, Portfolio Manager, Amritpal Sidhu, Quantitative Analyst

1 Source: Bloomberg L.P., Sept. 10, 2019.
2 Source: Bloomberg L.P., Sept. 19, 2019.
3 Source: Bloomberg L.P., Sept. 11, 2019.
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Global macro strategy (continued)

Currency outlook

USD: Neutral. Global central bankers, including the Fed, are easing, which will likely limit 
moves in the US dollar. With yields moving lower globally, we do not expect significant flows 
into or out of the US dollar driven by investors seeking investment opportunities. In addition 
many looming risks could inject currency volatility, such as trade concerns and Brexit 
uncertainty. 

EUR: Neutral. The euro is likely to remain range bound. Economic growth in Europe is 
likely to disappoint, driven by weaker declining global trade. We do not expect ECB easing 
measures to be sufficient to increase growth significantly. The euro is likely to remain caught 
between these weak domestic conditions and an easing Fed. 

RMB: Neutral. The renminbi traded from around 7.20 at the start of September to 
below 7.10 after encouraging progress in the US-China trade talks.1 Concrete positive 
developments could send the renminbi below 7.0 if the PBoC fixing remains biased toward 
the strong side. The yield pickup of China onshore bonds versus developed market bonds 
is expected to boost the renminbi’s performance but further trade tensions could push the 
renminbi to 7.25 or higher.

JPY: Overweight: The yen outperformed in August due to global risk aversion, particularly 
against non-US dollar currencies. Persistent outflows have reduced the yen-US dollar 
exchange rate's sensitivity to global risk sentiment and the US-Japan interest rate 
differential, but over the long run, it is hard to see Japanese investors increasing unhedged 
US dollar exposure in an environment of rising volatility and falling US rates. In the short 
term, seasonality around the start of the second half of the financial year could pressure the 
yen weaker into November, as capital outflows could accelerate again. 
 
GBP: Overweight: The passing of legislation forcing the government to 1) request an 
extension to the October 31 Article 50 deadline (if it fails, as seems likely), 2) pass a 
Withdrawal Agreement or 3) gain explicit authorization to pursue a no deal exit, has 
significantly reduced downside risk to sterling, in our view. The only scenario in which no 
deal Brexit is now likely is if the European Union (EU) refuses to grant an extension, which 
seems unlikely, especially ahead of a possible election. The most likely scenario is that the 
UK will hold an election in late November or early December. Although the election result is 
very hard to call, the most probable scenarios likely offer some upside for GBP or are unlikely 
to present substantial downside. 
 
CAD: Neutral. The Canadian dollar has been somewhat soft, even though the Bank of 
Canada has been the only developed market central bank that is not in easing mode. 
Employment data remain strong and inflation is near target, allowing the BoC to wait 
patiently on the sidelines in terms of policy. We are watching for signs that growth or 
inflation are beginning to soften for an opportunity to short the Canadian dollar. 

AUD: Overweight: High commodity prices and strong foreign direct investment inflows are 
moving Australia to an almost unprecedented balance of payments surplus. This should 
support the Australian dollar despite the country’s historically low level of interest rates. 
The RBA's hesitance toward easing should limit the extent that interest rate differentials 
move against the Australian dollar. If domestic data pick up in line with the recent bounce in 
housing, this should provide a further tail wind for the currency. 
 
INR: Neutral. The Indian rupee has undergone significant volatility in the past couple of 
months, driven largely by movements in the renminbi. On the domestic front, slow growth 
and low inflation are expected to prompt further policy easing by the RBI, which is likely 
to weigh on the rupee. Therefore, we do not expect meaningful appreciation from current 
levels and maintain our neutral stance.

Rob Waldner, Chief Strategist and Head of Macro Research, James Ong, Director Derivative 
Portfolio Management, Noelle Corum, Associate Portfolio Manager, Michael Siviter, Senior 
Portfolio Manager, Yi Hu, Senior Analyst, Brian Schneider, Head of North American Rates 
Portfolio Management, Amritpal Sidhu, Quantitative Analyst

1 Source: Bloomberg L.P., Sept. 19, 2019.
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Asset class themes

Investment grade (IG): Easier financial conditions are supportive, but trade and 
earnings remain uncertain while supply backdrop looks robust 
Rationale
We believe US corporate credit fundamentals should improve across most sectors in the 
coming months. First-half operating results were pressured by the government shutdown, 
trade policy uncertainty and a stronger US dollar, but earnings growth is still positive and 
we expect companies to increasingly focus on deleveraging. Despite a potential delay in our 
thesis due to trade-related earnings pressure, operating margins remain among historical 
highs despite tariff and labor-related cost pressures which supports improved free cash 
flow metrics. In addition, we are seeing pressure from shareholders to decrease leverage 
and limited investor appetite for below investment grade credit ratings, both of which are 
positive considerations for bondholders. 

Macro headline risk remains elevated as hawkish rhetoric from both sides of the US-China 
trade negotiations has injected volatility into credit markets. Though the market appears 
optimistic that an agreement will ultimately be reached, the timeline remains highly 
uncertain and concrete progress to-date has been slow. Policymakers from both sides have 
adopted more accommodative measures aimed at supporting economic activity that have 
dampened the negative effects on fundamentals to a degree.

Technical conditions for US dollar credit markets remain somewhat mixed in the near-
term, as both new issue volumes and foreign demand remain quite robust. Low yields in 
US Treasuries have enticed corporate issuers to opportunistically tender and refinance 
higher coupon debt. While we expect this to continue, low corporate credit yields and 
elevated equity market volatility could also spur additional merger and acquisition (M&A) 
related issuance, adding to the increased supply in the second half of 2019. From a demand 
perspective, foreign investor demand for US IG credit had slowed in recent months following 
the decline in currency-hedged yields, although there has been some demand improvement 
in the last month. While we continue to expect additional new investment grade bond 
supply, partially driven by opportunistic issuance in response to low corporate bond yields, 
foreign demand strength may help credit markets absorb this supply which could prove 
supportive from a technical standpoint. 

In Europe, late cycle concerns, weakening manufacturing data, and political uncertainty 
continue to plague the fundamental outlook.  However, European issuers generally carry 
less debt on their balance sheets and are benefitting from negative sovereign yields and 
strong technical demand from yield starved investors. Likewise, we have seen several 
larger multi-national corporate issuers access the European debt markets to fund M&A or 
refinance maturing or tendered bonds, taking advantage of accommodative policies and 
tight spreads to lower their consolidated borrowing costs. 

IFI strategy
We have recently moved to a more neutral credit market stance on the heels of escalating 
trade concerns, uncertain earnings outlooks and the mixed backdrop for market 
technicals. Following the Fed’s September rate cut, policymakers seems keen to maintain 
as much policy flexibility as possible while monitoring the impact of global trade policy on 
fundamentals. That being said, execution risk exists in the timing and magnitude of any 
future Fed actions. We favor Europe and the US over the UK and Asia. Key market drivers 
we are monitoring include 1) the pace at which major central banks respond to slower 
global growth and the impact on the US dollar and global credit flows 2) potential US fiscal 
and regulatory policy changes 3) the continued strength and resiliency of the US consumer 
and 4) the impact of trade policy uncertainty with China and Europe on demand, margins, 
and capital investment and the risk of a more destabilizing or prolonged global trade war.

This section highlights the key 
themes driving Invesco Fixed 
Income’s global credit research 
process and views. Themes 
are updated based on evolving 
trends and expectations.

Global investment themes

Global credit themes
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High yield (HY): Technical backdrop remains strong as valuations hover toward the 
tighter end of historical ranges
Rationale
We remain constructive on high yield as the search for income remains a dominant theme. 
The technical picture remains supportive, although it has weakened recently. Early indicators 
suggest that the US consumer remains in good shape, but companies are hesitant to deploy 
and increase capital expenditure due to trade uncertainty. A potential benefit of slower 
economic growth is that management teams tend to become more balance sheet focused, 
which is positive for creditors. We expect 2019 default rates to remain below the historic 
average. While performance so far this year is unlikely to repeat itself in the second half, we 
think high yield’s strong coupon income bodes well for a respectable full-year total return.

IFI strategy
Both technicals and fundamentals remain supportive of high yield. Excluding an exogenous 
event or a turn for the worse on the trade front, we expect high yield to provide strong 
income for the balance of the year.

Emerging markets (EM): EM follows global central banks
Rationale
Prospects for a second half growth re-acceleration have dissipated. Activity and survey 
data decisively point to a global synchronized slowdown. US-China trade and tax policies 
have dampened investment and consumption prospects. Risks of further US antagonism 
with European trading partners, Brexit, and Middle East tensions have increased downside 
risks to growth. Countering these effects has been global monetary easing led by China, 
the US and major G10 countries. EM central banks have followed suit as inflation pressures 
are low and currencies are reasonably well behaved. Given this backdrop, EM fundamentals 
should remain stable, with different economies reflecting varying degrees of resiliency. 

IFI strategy
While we await further clarity on global trade concerns, we continue to favor adding risk 
selectively, focusing on countries that are less externally vulnerable or that have solid 
policy anchors. We believe certain EM high yield credits offer more compelling value than 
investment grade.

US commercial mortgage backed securities (US CMBS): Positioning is key as 
commercial real estate cycle progresses
Rationale
We expect commercial real estate rent growth and property price appreciation to continue. 
However, we believe the pace of appreciation will slow as new supply hinders space 
absorption. Further, we expect growth in e-commerce to remain a headwind for the retail 
property sector. On a positive note, the lower interest rate environment and favorable 
lending conditions should support investor demand. Lending conditions remain broadly 
accommodative across property markets despite moderately tighter credit standards. We 
expect modest new issuance volumes to be absorbed by investors.

IFI strategy
We believe senior non-agency US CMBS offer attractive carry and, in the near-term, 
potential for incremental spread tightening. In subordinate CMBS, we believe security 
selection will become increasingly important as the real-estate cycle continues to extend. 
We currently prefer seasoned subordinate credits that benefit from embedded property 
price appreciation and declining spread duration.

Global investment themes (continued)
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US residential mortgage backed securities (US RMBS): Credit profiles sound while 
technical pressures create relative value opportunities
Rationale
A robust labor market, positive demographic trends and lower mortgage rates support 
housing demand and mortgage borrower performance. RMBS credit profiles are strong 
due to conservative capital structures and low collateral losses. Technicals are key 
and vary by subsector, with Fannie Mae and Freddie Mac credit risk transfer securities 
demonstrating greater supply consistency than non-qualified mortgage and prime jumbo 
markets. While technical pressures pose risks, they also create potential opportunities.

IFI strategy
We continue to favor AAA rated classes collateralized by non-qualified mortgages to take 
advantage of spread widening related to elevated primary market supply. We see less value 
in lower rated classes where demand has remained robust and spread widening has been 
limited. In Fannie and Freddie credit risk transfer securities, non-investment grade classes 
appear compelling, in our view, after lagging the recent tightening in high yield corporate 
credit spreads.

US asset backed securities (US ABS): Benchmark ABS technical trends supported by 
sound fundamentals, esoteric ABS spreads biased wider
Rationale
Recent performance has been mixed and, despite broader market volatility, both 
benchmark and non-benchmark ABS have held up quite well. Primary market supply 
continues to be met with strong investor demand. Positive technical trends are supported by 
favorable consumer fundamentals, near-term collateral performance expectations, rational 
late-cycle underwriting and robust structural features. Given the shape of the yield curve, 
we expect short-duration, benchmark and non-benchmark ABS to remain in high demand.

IFI strategy
We see value at the top of the capital structure in liquid, amortizing benchmark and certain 
non-benchmark sectors, which continue to benefit from an inverted short-end of the yield 
curve and relatively attractive all-in yields. We also see value in adding certain subordinate 
exposures where structures quickly de-lever. While the relative value proposition for several 
benchmark and non-benchmark ABS remains, opportunities to add select esoteric ABS 
have diminished given broader market volatility, reduced secondary market liquidity and, 
for some, a higher correlation to weakening global fundamentals. Esoteric asset classes 
appear cheap versus corporates, but some could underperform over the near-term.

Sector themes

Commodities: Growth deceleration has softened sentiment and demand
Rationale
Demand for commodities has softened on global growth deceleration, declining 
manufacturing indices, and inventory build-ups. Steel markets have been negatively affected 
by over-heating production in most regions, leading to sharp price declines over the last few 
quarters. Overall sentiment in commodities is especially negative given late cycle concerns 
and increased tariff-related uncertainties, especially the ongoing US-China trade war.

Shareholder-friendly capital allocation policies, including large dividend pay-outs and share 
repurchase programs have been predominantly neutral for corporate credit profiles, with 
funding often supported by asset sales and/or free cash flow generation. However, these 
shareholder-oriented policies have had limited incremental deleveraging capacity over the past 
year as shareholder returns have generally been prioritized over additional debt reduction.

Finally, geopolitical risk remains at the forefront of investors’ minds, notably as it relates to 
oil following the recent attack on Saudi Arabia’s operating facilities. Assuming persistent 
geopolitical tensions, our team anticipates near-term price volatility, particularly given other 
fundamental risks and concerns noted above.

Global investment themes (continued)
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IFI strategy
We favor copper producers and certain Russian steelmakers, which tend to benefit from 
better supply/demand dynamics and more attractive bond valuations. We favor selected 
exploration and production oil companies located in Latin America and Russian oil and gas 
producers. We also remain constructive on certain US exploration and production companies 
with low-cost shale assets and US midstream companies focused on cost of capital 
optimization and active deleveraging to stabilize or maintain investment grade ratings.

Consumer story nuanced globally, monitoring impact of US fiscal policy
Rationale
The solid US labor market and consumer confidence support the consumer sector, but 
US consumers are more value and delivery conscious while international retail demand 
remains uneven, especially as trade tensions build. We are watching the European 
consumer for post-Brexit behavior shifts.

IFI strategy
While we favor internet-resistant and value-based US consumer sectors, such as dollar 
stores and aftermarket auto part retailers, we have become constructive on department 
stores based on valuation and balance sheet discipline. We expect US automotive original 
equipment manufacturers (OEM) sector fundamentals to remain pressured. Longer-term, 
however, we favor the sector on the margin, given our confidence that OEMs will be able 
to maintain an IG profile based on their balance sheet and financial metrics. In EM, we 
have turned slightly more defensive due to a relatively muted growth outlook. We prefer 
investment grade credits with a global footprint and multi-product offering. European auto 
demand has also come under volume pressure, but we hope the worst of the regulatory 
impact is now behind the sector. Large European consumer goods companies are fighting 
low growth with debt funded M&A and capital allocation policies that favor shareholders, 
leading to the slow deterioration of the overall credit quality of the sector. Given tight 
spreads and an uncertain outlook, we remain cautious on this sector.

Technology, media and telecommunications (TMT): Mergers and deleveraging in focus
Rationale
Following the approval of both the US Federal Communications Commission and 
Department of Justice for a major telecom merger, we now await the outcome of the 
appeals process slated to start in December. Several states have joined forces to claim 
that the merger creates a less competitive environment which ultimately harms the 
consumer, however, we expect the merger to ultimately be approved with potentially more 
concessions rolled in.

IFI strategy
We prefer exposure to spectrum owners, equipment manufacturers, and tower owners, 
which, we believe, remain well-positioned to benefit from the rollout of 5G.

Michael Hyman, CIO Global Investment Grade and Emerging Markets, Joe Portera, CIO High 
Yield and Multi-Sector Credit, Mario Clemente, Head of Structured Investments

Global investment themes (continued)
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Emerging markets (EM) have always been at the mercy of global macro trends. However, 
idiosyncratic economic and political factors also drive individual market performance and 
differentiation among countries, especially when faced with external shocks. This year, a 
negative shock dominating EM economies has been the onset of trade wars, with its resulting hit 
to investor sentiment and dramatic fall in global trade volumes. Another key factor has been the 
return of monetary easing by major global central banks.

As noted in the August edition of this report, aggregate improvement in EM fundamentals 
since 2013 has given EM policy makers space to combat the negative impact of trade 
uncertainty with monetary and fiscal policy. Many EM countries have begun to cut monetary 
policy rates, but some countries face constraints like rising debt and poor fiscal positions. 
Others suffer from high inflation or are sensitive to the risk of currency devaluation. Along 
with political considerations, a key differentiating factor among EM economies is the extent 
to which policy makers can provide sustained monetary and/or fiscal stimulus without 
endangering macro stability. 

Easier financial conditions can, however, create pitfalls - while they can support asset prices 
and reduce financing pressures, they can also mask highly differentiated EM fundamentals 
and lead to unwise policy choices if countries rush to follow global stimulus when their focus 
should be on making tough policy choices. So far, we have seen some EM countries move 
too cautiously given fundamentals, such as Russia, while others are justifiably cautious, 
such as South Africa. Some are still trying to get the balance right, such as Mexico, while 
others have moved too fast given fundamentals, such as Turkey. 

It remains to be seen if policy easing can offset global trade shocks - July and August 
global trade and survey data point to the risk of a further slowdown. We are monitoring 
several factors as potential harbingers of economic recovery in EM, including signs of an 
organic recovery in developed market manufacturing and capital expenditure, a durable 
improvement in US/China trade talks and more aggressive Chinese economic stimulus.

The role of idiosyncratic factors 
Amid this uncertainty, getting key idiosyncratic markets right this year will likely remain a 
critical driver of EM investment performance. Turkey is an example of a major EM economy 
in which domestic policy choices have made its asset prices more vulnerable to global 
market sentiment. Argentina is highly idiosyncratic due to its difficult-to-call macro story in 
the aftermath of unexpected political events. And in Ukraine, economic crisis and political 
developments have led to the formation of strong policy anchors, improving the macro picture 
and helping to insulate Ukrainian assets from global developments. Frontier economies such 
as Ukraine, with strong macro momentum and newfound political consensus around reform, 
remained resilient during the August EM selloff. All three types of markets will likely remain 
important for EM returns in the near term. Below we drill deeper into these three key markets.

Figure 1: EMBIGD High Yield Index, spread change, year-to-date, basis points
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Source: JP Morgan, EMBIGD is Emerging Markets Bond Index Global Diversified, data as of Sept. 18, 2019.

Global credit strategy

When EM tides recede, idiosyncratic factors surface
This section highlights the views 
of Invesco Fixed Income’s credit 
analysts across a broad range of 
fixed income assets managed by 
Invesco.
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Global credit strategy (continued)

Figure 2: Ukraine liberalized its currency and adopted inflation targeting
(Nominal index, January 2019 = 100*)
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Source: Bloomberg L.P., data from Jan. 1, 2019 to Sept. 18, 2019.

Waiting for election day in Argentina
The surprising defeat of President Mauricio Macri by leftist politician Alberto Fernandez 
in the August presidential primary created a crisis of confidence leading to a material 
depreciation of the currency and repricing of Argentina’s debt. Uncertainty over a Fernandez 
presidency will likely continue to drive volatility until there is greater clarity on his potential 
economic team and policy framework. Campaign speeches ahead of the first round of 
presidential voting on October 27 may not be a credible basis for judging potential policy, 
and rhetoric could harden if there is a second-round of voting on November 24. Although 
he is considered a moderate Peronist, and we expect him to be pragmatic, Fernandez 
would likely need to convince markets of his pragmatism early on in his administration. The 
primaries bode well for governability, given the strong representation of Fernandez’s party 
in both chambers of the legislature. 

Fernandez will likely have two important decisions to make early on: the country’s fiscal 
path and the way forward with the external debt in the context of an overall economic and 
International Monetary Fund (IMF) program. We believe Argentina is currently facing a 
liquidity crisis, not a solvency one and its capacity to pay debt service is a key vulnerability. 
The likelihood of a debt reprofiling, including IMF debt, has risen, in our view. As markets 
reprice, they may remain skeptical given policy uncertainty, especially if more moderate 
policies fail to deliver positive and timely economic results. 

Cautious on Turkey
Despite high nominal interest rates relative to peers, Turkey’s high inflation, dollarization and 
low real interest rates expose its bonds and currency to sharp sell-offs. Headline inflation 
has declined in recent months, but high and persistent core inflation and rising inflation 
expectations suggest that underlying inflation is entrenched in the double digits. Despite 
price pressures, the central bank has begun an aggressive rate cutting cycle. On the fiscal 
front, budget deficits are rising as growth has slowed. The Treasury has avoided issuing 
longer-term bonds to avoid paying higher interest rates, but bond supply is likely to increase 
at some point, putting pressure on interest rates. The combination of high and entrenched 
inflation, eroding real interest rates, fragile confidence in the currency, as implied by 
dollarization, and emerging funding pressures lead us to be cautious on Turkish local rates 
and the currency.
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Global credit strategy (continued)

1 Source: National Bank of Ukraine, Sept. 23, 2019.
2 Source: IMF Fiscal Monitor, April 2019, 

Strong reform momentum and attractive valuations in Ukraine 
On a wave of strong anti-establishment sentiment, political novice, Volodymyr Zelensky, 
became Ukraine’s new president in the spring of this year. In the summer, Zelensky's 
freshly formed party, People’s Voice, gained a majority in parliament. This is the first time in 
Ukraine’s post-Soviet history that its parliament is dominated by a single party aligned with 
the president, which could mean a positive sea-change for reform prospects if used wisely.

While a neophyte president and relatively inexperienced parliament may be cause for 
concern, the fundamental shift in the county’s orientation toward the EU and away from 
Russia is unlikely to change in the near term. The trade deal with the EU, the visa-free 
regime and support of the international financial institutions toward the funding and 
rebuilding of Ukraine’s institutions all help form a powerful anchor for long-term reform 
prospects. Economic momentum is strongly positive with growth surprising to the upside. 
Inflation has slowed to high single digits and the currency has appreciated sharply, bucking 
global and domestic seasonal trends. The fully reformed National Bank of Ukraine has 
repeatedly proved its independence in setting its inflation targeting regime and stabilizing 
the banking sector. Inflation should gradually fall toward the bank’s 5% target, allowing it to 
continue with its cautious rate cutting cycle from a current policy rate of 16.5%.1 A credible 
Ministry of Finance is expected maintain conservative fiscal policy.

Ukraine’s external credit profile is also improving. The debt to gross domestic product 
ratio has fallen below 60% from around 90% in 2015 and should decline toward 50% 
next year.2 The government is currently in talks with the IMF over a long-term structural 
adjustment program to succeed the expiring stand-by agreement. Structural reforms such 
as land reform and long-delayed privatization should help support investment growth going 
forward. We believe valuations are attractive compared to the direction of travel of the 
country’s fundamentals, which are largely driven by domestic factors, and policies appear to 
be well anchored. 

Stanislav Gelfer, Emerging Markets Sovereign Analyst, Claudia Ribeiro de Castro, Director 
Fixed Income Research, Turgut Kisinbay, Director Fixed Income Research
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Once considered experimental, negative interest rate policy has become mainstream. We 
speak with three IFI investors and analysts about the thinking behind negative interest rate 
policy and its economic impact. 

Q: Why have central banks introduced negative rates? 
Turgut: In the last two decades, underlying structural trends, such as demographics, have 
led to a long-term decline in global interest rates. Growth since the global financial crisis has 
also been subdued and inflation has been low. Thus, both structural and cyclical factors have 
kept interest rates low globally. Central bank policy rates were no exception and eventually 
reached the zero-bound. But this was insufficient to achieve policy goals and policy makers 
ultimately resorted to unconventional tools such as quantitative easing, forward guidance, 
and in the case of several European countries and Japan, negative interest rates. 

Tom: With rates at very low levels and asset purchase programs significantly expanded, 
central banks clearly had fewer policy options in their toolkits. With the introduction of 
negative rates, central banks are not only looking to stimulate economies through the 
conventional method of lowering rates but are also sending an important message that 
they are not tapped out in terms of rate flexibility and are seeking to reassure investors and 
citizens that they still have firepower to reach their inflation targets.

James: Central banks have also chosen to introduce negative rates in order to lower real 
interest rates. Real interest rates are nominal rates adjusted for inflation and lower real 
interest rates are thought to be more simulative to the economy. The problem is that, over 
the past several decades, and more problematically since the end of the global financial 
crisis, inflation has fallen. This decline in inflation has reduced central banks’ ability to lower 
real interest rates under the assumption that a zero nominal rate is the floor. Negative 
interest rates, along with other non-traditional measures, such as quantitative easing, are 
efforts to lower real interest rates in excess of what is possible with a zero-lower bound. 

Q: How are negative rates supposed to support an economy? 
Tom: Negative rates are intended to work much in the way that the conventional lowering 
of interest rates is intended to reduce the attractiveness of saving and increase the 
attractiveness of borrowing. Negative rates are also intended to reassure economic agents 
and markets that policy is not exhausted at the zero bound to reinforce the credibility of 
inflation targeting.

Turgut: Negative interest rates can also alter the quantity and mix of assets held by asset 
managers and households by changing the risk-return characteristics of assets. Lower rates 
incentivize investors away from safe assets toward risk taking - for example, lending in the 
case of banks or equity and credit investing in the case of asset managers. For households, 
the benefits include very low borrowing rates for consumer credit and mortgages. 

James: Because lower interest rates lower the cost of borrowing, they increase incentives to 
spend money now. Central bankers who are employing negative interest rates are hoping to 
increase current rates of spending by making it less attractive to hold cash or other assets. 

Q: Is there evidence that negative rates are working as intended?
Tom: Inflation remains subdued across all the economies with negative rates and the 
inflation outlook remains low for the foreseeable future. From that perspective, negative 
rates have not been successful in returning inflation to target. However, the counterfactual 
is difficult to ascertain; without reinforcing the commitment to inflation mandates, the 
situation may have been far worse than without negative rates. 

While not an explicit intention of negative rates, the debt sustainability of highly indebted 
countries has become less of a concern for financial markets. The interest burden for 
governments has been reduced significantly and these savings can be used to stimulate the 
economy which should contribute to the return of inflation pressures. Negative rates should 
also not be judged in isolation but are one element of the overall stance of monetary policy. 

The bottom line

Behind negative interest rate policy

Turgut Kisinbay
Director Fixed Income 
Research

Thomas Sartain
Senior Portfolio Manager

James Ong
Director Derivative  
Portfolio Management
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Turgut: I agree - because negative rates are being used along with other policy tools, such 
as QE and forward guidance, there is another layer of difficulty in identification. The glass 
half-full argument would be that, in countries that implemented negative rates, lending rates 
for consumers and borrowers are at historically low levels and credit volumes are increasing. 
While there is pessimism about global growth, all developed market economies, including 
where rates are negative, have enjoyed unemployment rates near historical lows and above-
trend growth rates until recently. A major risk faced by the global economy after the global 
financial crisis was deflation, and this was successfully averted. 

Granted, growth is slowing around the world. But arguably, that is due to trade tensions 
disrupting the world economy, and once again, monetary policies are coming to the rescue 
as the first line of defense to ease the adjustment to the global trade shock.  

Q: Are there any downsides to negative rates?
Tom: One of the biggest concerns about negative rates revolves around banks - banks can’t 
lower deposit rates below zero since depositors would simply withdraw cash. Therefore, 
banks’ profitability is impaired at negative rates and they are hence unable to increase 
lending and investment as the lowering of borrowing costs is designed to do. In other words, 
negative rates act as a tax on banks and encourage physical cash hoarding.

This concern has so far not manifested itself in a disorderly way. While household deposits 
can be replaced with physical cash, this is not possible for companies and other holders 
of large cash balances. The effects may also be muted because rates are at levels only 
moderately below zero.

The fact that the ECB has introduced tiering (exempting part of banks’ excess liquidity 
positions from negative rates) also speaks to the concern that these risks may increase the 
further rates go into negative territory. The fact that the ECB introduced this policy when it 
cut rates further suggests it might be concerned that negative side effects may worsen as 
rates become more negative.

James: In the end, negative interest rates may not be an effective way to ease monetary 
policy. The combination of painful dynamics for banks and consumers’ ability to avoid 
negative rates by holding cash “under a mattress” may make them less effective than other 
monetary policy tools. In addition, economies with very low levels of inflation may require 
deeper levels of negative interest rates, which may only amplify these problems. 

Please read the Investment risk section at the end of this publication. 

The bottom line (continued)
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Investment risks
The value of investments and any income will fluctuate (this may partly be the result of exchange rate fluctuations) 
and investors may not get back the full amount invested. Past performance is not a guide to future returns. 

Fixed-income investments are subject to credit risk of the issuer and the effects of changing interest rates. 
Interest rate risk refers to the risk that bond prices generally fall as interest rates rise and vice versa. An issuer may 
be unable to meet interest and/or principal payments, thereby causing its instruments to decrease in value and 
lowering the issuer’s credit rating. The values of junk bonds fluctuate more than those of high quality bonds and 
can decline significantly over short time periods. 

Junk bonds involve a greater risk of default or price changes due to changes in the issuer’s credit quality. The 
values of junk bonds fluctuate more than those of high quality bonds and can decline significantly over short time 
periods. 

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 performance of an investment concentrated in issuers of a certain region or country is expected to be 
closely tied to conditions within that region and to be more volatile than more geographically diversified 
investments. 

Mortgage- and asset-backed securities, which are subject to call (prepayment) risk, reinvestment risk and 
extension risk. These securities are also susceptible to an unexpectedly high rate of defaults on the mortgages held 
by a mortgage pool, which may adversely affect their value. The risk of such defaults depends on the quality of the 
mortgages underlying such security, the credit quality of its issuer or guarantor, and the nature and structure of its 
credit support. 

Asset-backed securities are subject to prepayment or call risk, which is the risk that the borrower’s payments 
may be received earlier or later than expected. 

Commodities may subject an investor to greater volatility than traditional securities such as stocks and bonds 
and can fluctuate significantly based on weather, political, tax, and other regulatory and market developments. 

Municipal securities are subject to the risk that legislative or economic conditions could affect an issuer’s ability 
to make payments of principal and/ or interest. 

Factor investing is an investment strategy in which securities are chosen based on certain characteristics and 
attributes that may explain differences in returns. Factor investing represents an alternative and selection index 
based methodology that seeks to outperform a benchmark or reduce portfolio risk, both in active or passive 
vehicles. Factor investing may underperform cap-weighted benchmarks and increase portfolio risk.

Important information

All information is sourced from Invesco, unless otherwise stated. All data as of August 31, 2019 unless 
otherwise stated. All data is USD, unless otherwise stated.

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. 




