
Global macro strategy

Brexit: A volatile path to a deal

With the March 29, 2019 Brexit deadline fast approaching, the UK still faces several hurdles 
on the path to finalizing and ratifying a Brexit deal with the European Union (EU). Rumored 
compromises indicate that the stalemate over the Irish border backstop is close to being 
resolved, clearing the way for a deal between the UK government and the EU, most likely 
in December. Nevertheless, the outcome of the subsequent parliamentary vote remains 
highly uncertain and will likely be a major source of volatility going forward. Failure to win 
Parliament’s approval could lead to significant instability, including a general election, a new 
referendum or both. Ultimately, we believe a “no deal” scenario will likely be avoided, and 
the removal of this tail risk will likely result in a bounce in UK asset prices. The Irish backstop, 
shifting demographics toward younger voters and a potential change in government may 
lead to a relatively “soft” Brexit. However, economically this would, in our view, be inferior to 
EU membership, capping the upside for UK assets.
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Time is running out
The timeline for completing a Brexit deal is extremely tight. To allow sufficient time for the 
UK Parliament and EU legislatures to ratify an agreement before the March 29, 2019 exit 
date, negotiations must conclude by January 2019. At the recent October European Council 
meeting, progress was viewed as insufficient to justify an emergency November summit. 
Although this could change in the coming weeks, the December 13-14 European Council 
meeting is currently the focus of last ditch efforts to secure a deal.

Figure 1: The path to Brexit
UK government-EU 
negotiations

Parliamentary 
ratification

Exit Post-exit transition

Present – Jan. 2019 Dec. 2018  
— Mar. 2019

March 29, 2019 March 30, 2019 – 
End of 2020  
(possibly later)

The UK government 
and EU need to 
conclude a legally 
binding withdrawal 
agreement, covering 
the financial 
settlement, transition 
arrangements, 
citizens’ rights and 
the Irish border 
backstop plus a 
non-binding political 
declaration on future 
relations, post-Brexit.

The UK Parliament 
must ratify the 
withdrawal 
agreement. This is a 
far bigger hurdle to a 
final Brexit deal than 
reaching an 
agreement with the 
EU. Cross party 
support will likely be 
required to win 
approval.

Uncertainty will not 
end with a Brexit 
deal. The political 
declaration will likely 
be vague on the end 
state of future 
relations, leaving 
much of the detail to 
be negotiated in the 
transition period.

During the transition, 
the UK can begin 
negotiations on a 
trade agreement with 
the EU. International 
experience suggests 
negotiations will 
require an extension 
to the 21-month 
transition.

Risks: Should the 
deadlock continue 
beyond the December 
European Council 
meeting, it becomes 
increasingly likely that 
there will need to be 
an application made 
to delay EU exit. This 
will require the 
unanimous agreement 
of all 27 EU members 
and the UK.

Risks: Failure to win 
parliamentary 
approval opens up a 
myriad of scenarios 
including a general 
election, second 
referendum or both. 

Risks: If no 
withdrawal 
agreement is 
reached, or fails to be 
ratified by the March 
29 deadline, the UK 
will leave the EU 
without a transition 
and fall back on 
World Trade 
Organization (WTO) 
rules.

Risks: If a free trade 
agreement between 
the UK and EU is not 
agreed during the 
transition, the Irish 
backstop will come 
into force, effectively 
keeping the UK in the 
customs union.

Current state of UK-EU negotiations – the Irish border backstop trilemma 
Most issues covered in the withdrawal agreement have been agreed. The major outstanding 
issue is the “Irish border backstop”. This is the commitment made by the UK in December 
2017 to avoid a hard border on the island of Ireland, including physical infrastructure or 
related checks, while respecting the integrity of the EU single market, regardless of the 
end-state of UK-EU relations. Significantly, the commitment to maintain an open Irish land 
border creates a trade-off between maintaining the integrity of the UK’s internal customs 
and regulatory union and the desire of Brexiteers to exit the EU customs union and single 
market and strike free trade agreements with non-EU states. The UK can have an open Irish 
land border and exit the EU’s customs union and single market, but this will then require 
customs and regulatory checks between the UK mainland and Northern Ireland. Conversely, 
if the UK wants to avoid customs and regulatory checks across the Irish sea, while keeping 
the Irish land border open, it must accept being in at least the customs union, and probably 
remaining closely aligned to the single market, with the implication that it cannot pursue 
free trade deals with third countries.
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Figure 2: Sticking points on the Irish border have led to a stalemate in negotiations

Backstop proposals
• EU proposal: The EU’s approach to the above trilemma was to suggest that if the UK 

wanted to leave the customs union and single market as a whole – the position of the so-
called Chequers proposal - Northern Ireland would remain in the EU customs union and 
single market, necessitating checks on trade between the province and the UK mainland. 

• UK proposal: The UK government has rejected any customs checks between Northern 
Ireland and the mainland. Instead at the October European Council meeting, it proposed 
that the whole of the UK would remain in the EU customs union, while Northern Ireland 
alone would remain in the single market. This would result in regulatory checks, but not 
customs checks, on cross-Irish sea trade with the UK mainland and would limit the UK’s 
ability to strike free trade deals while the backstop is in operation. 

Significantly, the EU has said it is willing to consider the UK proposal. However, differences 
remain. The EU is insisting the backstop must be indefinite by definition, while the UK wants 
some finality for the backstop to prevent the EU from effectively having a veto on the UK’s 
ability to pursue an independent trade policy. A potential compromise could be extended to 
the transition period beyond December 2020, thereby allowing more time for a free trade 
agreement to be reached, which avoids the likelihood the Irish border backstop will come 
into force. This will probably be the fix that allows an agreement to emerge at the upcoming 
December European Council meeting. However, such an agreement will likely face major 
hurdles to ratification in the UK Parliament.

Parliamentary vote is too close to call
At the 2017 general election, the Conservative government lost its majority in Parliament, 
and now relies on 10 Members of Parliament (MP) from Northern Ireland’s Democratic 
Unionist Party (DUP) to give it a working majority of 13. The government depends on the 
support of its own MPs plus the DUP, or offsetting cross party support, if it is to pass a deal 
through Parliament.

However, reaching an agreement with the EU on the Irish backstop is likely to alienate 
Conservative Eurosceptic MPs, who object to indefinite membership of the customs union, 
and the DUP, which will likely object to regulatory checks on cross-Irish sea trade. The DUP 
are hard line unionist and, consequently, the integrity of the UK political and economic union 
is a critical issue for the party. Although the DUP’s position is not yet certain, around 20 to 30 
hardcore Eurosceptic Conservative MPs appear very likely to vote against a deal, as they see 
a “no deal” Brexit as a preferable outcome.

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

Despite the daunting parliamentary arithmetic, the government has some leverage. 
The threat of a general election, potentially leading to a Labour administration led by Jeremy 
Corbyn, and/or a potential second EU referendum, which could overturn Brexit, might push 
the DUP and moderate Eurosceptics into supporting a proposed deal. In addition, although 
the Labour whip is likely to oppose a deal, there is some potential for Labour MPs in seats that 
voted heavily for Brexit to vote for a proposed deal. However, cross party support is unlikely 
to offset a potential Conservative Eurosceptic rebellion, and will probably only come about in 
a situation of national crisis, when MPs can argue they need to put the national interest ahead 
of party loyalty. The vote in Parliament will hang on the votes of a small number of MPs and is 
therefore very difficult to predict, with the consequent uncertainty potentially increasing the 
volatility of UK assets.

What happens if Parliament rejects the proposed agreement?
If the UK government cannot win parliamentary approval, the path forward becomes 
extremely unclear. The Labour Party has stated it will try to trigger a general election, and 
failing that, push for a second referendum. Conservative MPs could vote down a deal with the 
EU and later block attempts to force an election or referendum, triggering a constitutional 
impasse and a potential increase in “no deal” risk premia across all UK assets.

Yet, even if the UK moves toward a constitutional crisis, a “no deal” scenario is not 
inevitable, in our view. Although there is no consensus position on the type of Brexit 
MPs want, there is a majority to avoid a “no deal” scenario. This might take the form of 
Parliament forming a coalition around a form of Brexit that has cross party support, such 
as European Economic Area (EEA) membership, or a national unity government and/or 
an eventual referendum. What is likely in almost all these scenarios is that any delay in 
ratification will lead to an application to the EU to extend the exit deadline beyond March 29. 
We believe the EU is likely to accommodate this request, particularly if the UK is planning to 
hold an election or referendum. 

The Irish backstop anchors the end-state of Brexit
Although the end-state of trade relations outlined in the political declaration will likely be 
vague – due to political expediency on both sides and a lack of time – the legally binding Irish 
backstop arrangements will be clearer. Unless the UK can find a way during the transition 
period to overcome the Irish border trilemma - keeping an open Irish land border, avoiding 
intra-UK checks and pursuing an independent trade policy outside the EU customs union 
and single market, the Irish backstop will be enforced. Under the current UK proposal, this 
will effectively keep the UK tied to the EU customs union indefinitely. Technological solutions 
might solve the Irish border trilemma, as many Eurosceptics have highlighted, but they will 
not be implemented for some time, most likely well after the transition period ends in 2020. 
Consequently, the Irish backstop could dictate the status quo for UK-EU relations, with the 
customs union surviving well into the future. 

Long-term customs union membership would likely limit the disruption to goods trade, but 
it does not address trade in services, which could still face a cliff edge at the end of the 2020 
transition period without a free trade deal. The Irish backstop might result in a softer Brexit 
than a free trade agreement alone, but it is still economically inferior to EU membership, in 
our view.

Demographics and a potential future change of government might yield a softer Brexit 
over time
Voting in the 2016 EU referendum was split largely by age: 71% of voters under 25 voted 
“Remain” compared to 64% of voters over 65 who voted “Leave”.1 If these biases hold, the 
UK will probably shift toward supporting a closer relationship with the EU as more young 
Europhile voters are enfranchised.

It is also noteworthy that Labour favors a softer version of Brexit than the Conservatives, with 
long-term customs union membership its stated policy, so a change of government following 
a future election could lead to a softer Brexit. However, this positive could potentially be 
offset by Labour’s hard left anti-business policies elsewhere. 
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Global macro strategy (continued)

Market implications
GBP: Our base case is that a “no deal” scenario will be avoided. The removal of this tail risk 
combined with the covering of short positions and a relatively hawkish Bank of England 
(BoE), could spark a sterling rally. The Irish backstop should ultimately prevent a hard 
Brexit, but future arrangements will likely be inferior to EU membership from an economic 
perspective, capping sterling’s long-term upside potential, in our view.

Gilts: Better than expected economic data, a hawkish BoE and generally rising global yields 
have pushed gilt yields higher recently. This trend will likely continue if a “no deal” scenario 
is avoided. However, we believe a rise in yields is capped, since markets have already priced 
in a relatively rapid hiking cycle. Additionally, continued uncertainty combined with the 
overleveraged state of the UK consumer will likely weigh on economic activity and keep  
long-term rates in an historically low range. 

UK credit: We are currently ‘neutral’ on sterling credit. Sterling credit yields do not currently 
build in much of a ‘Brexit’ risk premium versus European credit (after hedging costs). We 
are specifically cautious on consumer discretionary names given continued weakness in UK 
consumer confidence figures and the impact of higher inflation (from the fall in sterling) on 
real wages. However, we continue to see pockets of opportunities, especially for non-UK 
exposed global companies who have issued in the sterling market. 
 
Michael Siviter, Senior Portfolio Manager

1 Source: YouGov UK, “How Britain Voted”, June 27, 2016.
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Global macro strategy (continued)

Interest rate outlook

US: Neutral. We expect US interest rates to remain range-bound due to moderating gross 
domestic product (GDP) growth and looming US Treasury supply. Growth over the next 
few quarters will likely be driven by consumption and capital expenditures supported by 
US tax reform. We believe the market will begin to price in a less positive growth picture 
in 2019, as the effects of tax stimulus wear off and the effects of tighter Federal Reserve 
(Fed) policy begin to take hold. We could see below-trend growth in the second half of 2019. 
Additionally, core US inflation has begun to soften, and in the coming months, we expect 
softer rental and service inflation to drive core consumer price inflation below 2%, excluding 
tariff-related price increases. Regarding supply conditions, US Treasury supply has 
continued to increase in 2018 while Fed purchases have declined. This combination has led 
to increased volatility in the Treasury market.

Europe: Neutral. The recent weakening of eurozone economic momentum has not altered 
the European Central Bank’s (ECB) central view that risks to growth are broadly balanced.  
ECB President Draghi pointed to a number of factors, including the German auto sector, 
trade uncertainties and Brexit, arguing that growth is moving back toward trend from 
what was an especially strong performance last year.  Draghi also expressed confidence in 
a gradual rise in inflation and maintained a firm tone on Italy, which confirmed the ECB’s 
strong bias to end net asset purchases in December.  Meanwhile, 10-year German bund 
yields fell from their early October peak of 0.57%1 to around 0.37%2 last week, driven 
by fears of escalating tensions between the European Commission (EC) and the Italian 
government over Italy’s proposed budget.  We are neutral European duration for now as we 
believe the situation in Italy may worsen before it gets better.

China: Underweight. We are slightly underweight Chinese interest rates, and we expect a 
relatively cautious mood in the China onshore rates market in the coming month. Bullish 
sentiment in the onshore market following weaker than expected credit data reversed 
after major financial regulators stated their strong will to stabilize the economy and equity 
market. A personal tax cut was also announced in late October, and the People’s Bank of 
China (PBoC) announced its re-lending measures to support bond financing for small and 
medium sized enterprises. In the medium term, we think liquidity will remain reasonably 
loose, but investors may cut duration and add risk via the credit market due to the recently 
announced series of supportive measures.

Japan: Neutral. 10-year Japanese government bond yields have broken out of the range 
first established after the Bank of Japan (BoJ) pushed interest rates into negative territory 
in January 2016. The catalyst for October’s move higher has been a combination of 
reductions in the BoJ’s quantitative easing (QE) purchase program and a general move 
higher in global yields. However, yields lost upward momentum later in the month, due to 
flight to quality demand following the selloff in global equity markets. It is likely the BoJ will 
continue to cap 10-year yields at 0.20% until it sees a sustained rise in underlying inflation 
dynamics. Because we also see no catalyst for yields to move lower, we are maintaining our 
neutral position.

UK: Neutral. Brexit negotiations pose a significant possible downside risk to UK assets, 
and we believe they will likely overshadow any positive near-term macro developments. 
However, higher than expected GDP and wage growth in July have raised the prospect of 
earlier and faster Bank of England (BoE) rate hikes if Brexit uncertainty subsides. If interest 
rates rise on a Brexit agreement, we believe the adjustment is likely to be relatively modest, 
since markets are already pricing in a gradual hiking cycle. Additionally, the UK consumer 
remains highly leveraged and, therefore, sensitive to increasing rates. 

Canada: Neutral. The Canadian economy appears to be holding up with GDP growth slightly 
above 2.0%3 and inflation near the midpoint of the Bank of Canada’s (BoC) 1.0%-3.0% 
target.4 The new trade agreement between the US, Canada and Mexico appears to have 
lifted business sentiment, but oil transportation bottlenecks have depressed the price of 
Western Canadian Select crude oil. All signs point to the BoC continuing its gradual path 
of tightening the overnight rate. Canadian 10-year rates touched 2.60% in October, the 
highest level of the year, but have since trended back down below 2.50%.5 
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Global macro strategy (continued)

Australia: Neutral. The Reserve Bank of Australia (RBA) kept its policy rate stable in October. 
The statement was nearly identical to the previous month’s. In the minutes, the RBA stated 
that it remains upbeat on the economy and expects solid growth, though more moderate 
than in the first half of the year. The RBA also repeated that its next policy move will likely 
be an increase in interest rates, but there is no strong case for a hike in the near term. The 
September employment report remained strong, with the unemployment rate dropping to 
5.0%.6 However, much of this drop was likely due to a decrease in the participation rate and, 
therefore, is not likely to cause the RBA to change its stance. Because the RBA will likely not 
raise its policy rate soon, we see no drivers to move interest rates for now.

India: Neutral. We find current yields attractive from a valuation perspective. Consumer 
price inflation has softened in recent months with the September headline figure at 3.77%.7 
We expect inflation to hover around 4.0% in the coming months, meaning it is unlikely to 
be a driving factor of yields in the near future. However, the RBI has changed its stance 
to “calibrated tightening,” meaning it may raise interest rates at its December meeting 
to contain rupee volatility and potential inflation caused by the rupee’s recent decline. 
Therefore, we believe that risks are balanced for Indian government bonds, and we are 
staying on the sidelines until we see a clear shift in risk sentiment. 

Figure 1: Global 10-year yields
• US   • UK   • Japan   • Germany
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Source: Bloomberg L.P., Jan. 2, 2015 to Oct. 24, 2018. (Past performance is not indicative of future results).

Rob Waldner, Chief Strategist, James Ong, Senior Macro Strategist, Noelle Corum, Associate 
Portfolio Manager, Reine Bitar, Macro Analyst, Yi Hu, Senior Analyst, Asia Macro Strategy, 
Michael Siviter, Senior Fixed Income Portfolio Manager, Brian Schneider, Head of North 
American Rates Portfolio Management, Scott Case, Portfolio Manager, Amritpal Sidhu, 
Quantitative Analyst

1 Source: Bloomberg L.P., Oct. 5, 2018.
2 Source: Bloomberg L.P., Oct. 26, 2018.
3 Source: Statistics Canada, Sept. 28, 2018. 
4 Source: Bank of Canada, Oct. 2016.
5 Source: Bloomberg L.P., Oct. 5, 2018 to Oct. 25, 2018.
6 Source: Australian Bureau of Statistics, Oct. 18, 2018.
7 Source: Bloomberg L.P., Oct. 12, 2018.
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Global macro strategy (continued)

Currency outlook

USD: Neutral. We believe the US dollar is caught between two macro trends. On the one 
hand, US growth has positively diverged from the rest of the world, leading to increased 
interest rate differentials. Higher growth and larger interest rate differentials are typically 
positive for the US dollar. On the other hand, the US is running large budget and current 
account deficits. We believe these dueling factors will keep the US dollar in a holding pattern 
in the near term, but we expect the budget and current account imbalances to eventually 
drive it lower.

EUR: Neutral. We remain on the sidelines but are growing more positive on the euro. Most of 
the macro factors that have driven the euro weaker against the US dollar appear to be fully 
priced, in our view. Italian politics are the main unresolved headwind for the euro, but we 
expect a benign outcome.

RMB: Neutral. The renminbi/US dollar exchange rate traded between 6.90-6.95 in October.1 
US-China trade and politics-related headlines are expected to continue pressuring the pair's 
performance. US dollar performance against other major currencies is also a major driver 
of renminbi/US dollar performance. Capital controls on outflows remain tight, but financial 
opening will likely continue to increase overseas demand for China onshore assets. We still 
see 6.80-6.90 as the likely trading range for the renminbi/US dollar exchange rate, and we 
think policy intervention is likely if the exchange rate moves towards 7.0.

JPY: Overweight. Despite generally higher global bond yields, the yen has appreciated 
versus both the US dollar and the euro in October, helped by risk aversion related to the 
selloff in US equities and Italian government bonds. The market had built up large short yen 
exposure, and its reversal has probably been driven by short-covering. Taking a longer-term 
view, the yen remains cheap, in our view, and, therefore, we believe it may be an attractive 
hedge to risk assets, due to its tendency to appreciate in times of stress.

GBP: Neutral. Sterling has rallied around 1.5% on a trade weighted basis this month, 
reflecting increased optimism that a deal can be agreed with the EU at the December 
European Council meeting.2 However, this optimism may have run ahead of reality. There are 
few signs that the impasse over the Irish border backstop has been resolved. Even if the UK 
government succeeds in reaching an agreement with the EU, it still faces the difficult task of 
getting the UK parliament to ratify its proposal. Ultimately, we think an agreement with the 
EU will be reached and the proposal will be ratified, but the situation is unpredictable and, 
consequently, we prefer to maintain a neutral position.

CAD: Neutral. The Canadian economy has performed reasonably well this year with GDP 
growth and inflation near 2%.3 The BoC continues to believe the economy is at capacity 
and is hiking interest rates gradually. Recent news of the new trade agreement with the US, 
Canada and Mexico failed to produce more than a brief bounce in the Canadian dollar, and the 
currency traded weaker over the last month. However, a shift toward a more hawkish tone 
from the BoC should provide some Canadian dollar support.

AUD: Underweight. The RBA kept its policy rate stable at the October meeting. While it has 
commented that the next move will likely be an increase, the RBA also stated that there is 
no strong case to raise interest rates in the near term. As the RBA continues to hold rates 
stable while the Fed increases the US policy rate, the interest rate differential between the two 
countries rises, putting further downward pressure on the Australian dollar. The trade war 
between the US and China shows no signs of abating and could also pressure the Australian 
dollar, especially if the situation intensifies.
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Global macro strategy (continued)

INR: Neutral. The rupee has experienced a significant selloff this year, especially in the last 
several weeks, depreciating 12.9% year-to-date against the US dollar.4 This was largely 
driven by an increase in crude oil prices, foreign portfolio outflows and a higher current 
account deficit. Although risks are still skewed to downside for the rupee, in our view, we are 
hesitant to move underweight at current levels. This is partly because the RBI has apparently 
intervened in the currency market in recent weeks – evident from the decrease in its US dollar 
reserves. Further intervention could limit future declines in the rupee.

Figure 1: Valuations of major currencies compared to purchasing power parity (PPP)
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Source: Bloomberg L.P., Oct. 24, 2018.

Ray Uy, Head of Macro Research and Currency Portfolio Management, James Ong, Senior 
Macro Strategist, Noelle Corum, Associate Portfolio Manager, Yi Hu, Senior Analyst, Asia 
Macro Strategy, Michael Siviter, Senior Fixed Income Portfolio Manager, Brian Schneider, 
Head of North American Rates Portfolio Management, Scott Case, Portfolio Manager, 
Amritpal Sidhu, Quantitative Analyst

1 Source: Bloomberg L.P., Oct. 1, 2018 to Oct. 25, 2018.
2 Source: Deutsche Bank GBP Trade Weighted Index, Oct. 1, 2018 to Oct. 19, 2018.
3 Source: Statistics Canada, Consumer Price Index, Oct. 19, 2018, Gross domestic product, Sept. 28, 2018.
4 Source: Bloomberg L.P., Oct. 19, 2018. 
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Geographical themes

Investment grade (IG): Fundamental outlook remains strong, valuations fair and 
technicals improving into year-end
Rationale
Corporate credit fundamentals continue to improve across most developed markets and 
sectors, with impressive earnings and revenue growth reported during the first three quarters 
of 2018. Leverage has peaked from recent cycle highs, and we are now seeing more pressure 
from shareholders to decrease leverage in response to rising funding costs and tax reform, 
which penalizes excessive interest expense. In addition, the return to higher organic growth 
has limited the need for debt financed share repurchases or mergers and acquisitions (M&A). 
As a result, we expect corporate balance sheets to improve going forward. Despite the 
constructive fundamental backdrop, global trade disputes have the potential to create cost 
pressures and delay investment following a strong trend in capital expenditures in early 2018.

In terms of technicals, we have seen lower demand from foreign investors as tightening 
monetary policy drives currency hedging costs higher. Repatriation of overseas cash by US 
corporations, much of which has been invested in short-maturity IG corporates, is putting 
downward pressure on demand for shorter-term bonds but also reducing the supply of new 
debt. We expect the uptick in US Treasury issuance to shift from US Treasury bills to longer 
maturities, posing another potential drag on technicals as the Fed scales back its bond 
reinvestment program. Fortunately, institutional demand for long-term corporate bonds 
remains robust, and domestic flows into mutual funds and exchange-traded funds (ETFs) 
remain supportive, although they are slower compared to last year.

European credit markets are generally earlier in the credit cycle versus the US and are less 
levered, though risks from Brexit and political uncertainties in Italy and other countries remain. 
Given wider credit spreads in many asset classes and a supportive fundamental outlook, 
we expect European IG credit market returns to stabilize.

IFI strategy
We favor US and Europe over the UK and Asia. Key market drivers to monitor include 1) the 
pace of monetary policy changes from the Fed, ECB, BoJ and BoE, viewed on an aggregate 
basis for their impact on the US dollar and global credit flows 2) the development of US 
fiscal and regulatory policy changes and 3) the impact on costs, margins, demand and 
investment of announced tariffs and the potential for a more destabilizing global trade war.

High yield (HY): Technicals supportive; geopolitical concerns may present headwind
Rationale
High yield credit fundamentals have improved in both the US and Europe as the macro 
environment remains largely supportive. However, we continue to monitor fundamentals 
for signs of having topped. Leverage has increased modestly within the European market, 
and we are watching revenue increases for signs of leveling off in the US and Europe.

Regarding technicals, we continue to see decreased supply in the high yield market as much 
of the new issuance this year has gone to the loan market. In the US alone, gross supply has 
decreased more than 35% on a year-over-year basis and is forecast to remain at subdued 
levels through the end of the year.1 While this creates a tailwind for the high yield market, 
it is negatively impacted by rising interest rates (both in the US and Europe) and ongoing 
geopolitical concerns, such as US-China trade policy and Italian budget concerns.

IFI strategy
We believe the positive macro backdrop, solid fundamentals and reduced new issuance 
levels will be supportive for the high yield credit market through year-end, but have the 
potential to be offset by further increases in interest rates and increasing geopolitical 
concerns. With that said, we believe the high yield market offers some price appreciation 
potential with attractive coupon carry into year-end.

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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Emerging markets (EM): Valuations remain favorable as funding pressures ease
Rationale
Valuations in EM sovereign credit remain favorable, in our view, particularly in the high 
yield, growth-sensitive segments of the market. US dollar funding pressure has eased, 
but until short-term US interest rates are measurably lower, flows back into EM will likely 
remain limited. This leaves us with a more balanced market technical picture, given the 
prospect of an active new issue calendar into year-end. 

Deceleration in Chinese growth has spurred the Chinese government to implement 
targeted easing measures via monetary and fiscal policy, which should also provide near-
term support that offsets trade concerns. Aside from concerns over the rising US dollar 
and tighter financial conditions, US foreign policy developments necessitate a higher 
risk premium in EM assets, in our view, but we think current spreads reflect this. Recent 
stability in the US dollar and steepening in the US yield curve has provided scope for 
EM credit spreads and currencies to recover, in our view.

IFI strategy
We continue to believe the market has overpriced risks to EM stemming from rising 
US interest rates and a stronger US dollar plus geopolitical concerns. While some EM 
countries face significant challenges, we do not see context for a broader EM crisis. In 
addition, fundamentals remain broadly supportive. As such, we continue to favor adding 
risk in a selective manner, focusing on those countries that are less externally vulnerable 
or that have solid policy anchors, especially at the lower end of the quality spectrum. An 
easing in US funding conditions would provide context for adding outright exposure to EM, 
given the improved valuations.

US commercial mortgage backed securities (US CMBS): Positioning is key as the 
commercial real estate cycle progresses
Rationale
We expect commercial real estate rent growth and property price appreciation to continue. 
However, we believe the pace will slow as new commercial real estate supply dampens space 
absorption. Furthermore, we expect growth in e-commerce to remain a headwind for the 
retail property sector. On the bright side, lending conditions remain accommodative across 
property markets despite slightly tighter credit standards and higher rates. Additionally, 
we expect modest new issuance volumes to be absorbed by investors.

IFI strategy
Given our neutral outlook on spreads, we prefer slightly seasoned credits that benefit 
from embedded property price appreciation and decreasing spread duration. Additionally, 
we expect to find opportunities in non-index, single asset/single borrower positions. 
Despite continued fundamental strength in the US commercial property sector, we are 
exercising caution in security selection as the real estate cycle continues to extend, central 
bank tailwinds have diminished and CMBS have recently outperformed corporate bonds.

Global investment themes (continued)
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US residential mortgage backed securities (US RMBS): Fundamentals remain 
favorable despite downshift in housing activity; compelling value in senior classes
Rationale
Though recent housing data reflect some weakness in construction and sales activity, 
the limited supply of homes against the backdrop of a strong labor market underpins our 
positive outlook for home prices and borrower performance. Issuance volumes continue to 
fall short of legacy paydowns, resulting in heavy competition for floating rate and limited 
duration assets prevalent in the sector. Nevertheless, we believe the flatness of the credit 
curve warrants a measure of caution with respect to below-investment grade securities, with 
limited room for further spread tightening in these credits. Highly rated classes, meanwhile, 
offer compelling spread pickup versus other fixed income credit sectors, in our view.

IFI strategy
We favor the IG portion of the credit curve in anticipation of continued deleveraging, rating 
agency upgrade activity, and spread sustainability. While we are cautious about non-IG 
spreads, our concerns about the ultimate credit quality of lower-rated classes are limited. 
As short-term rates continue to move higher, we see attractive opportunities in floating 
rate securities, including single-family rental securitizations and moderately seasoned 
Credit Risk Transfer (CRT) bonds issued by government-sponsored enterprises (GSE). 
Additionally, new issue prime jumbo RMBS spreads have recently widened following 
an increase in supply and, in our view, currently offer a material yield pickup relative to 
Agency MBS.

US asset backed securities (US ABS): Flat credit curve, contained credit risk; esoteric 
ABS potentially offer attractive yield and diversification
Rationale
Fundamentals are favorable as the US economy approaches its late cycle. This is a positive 
factor for the consumer and underlying ABS collateral performance in the near term. As the 
Fed continues to tighten and the yield curve flattens, shorter-term ABS should remain in 
high demand. We are somewhat cautious as we approach US midterm elections and as 
trade negotiations intensify. However, uncertainty should be supportive of the relatively 
stable, shorter duration ABS market.

IFI strategy
Relative attractiveness to corporate bonds has narrowed considerably, in our view, but 
we see value in certain lower-rated esoteric ABS for reasonable yield carry and asset 
diversification. Shorter duration, non-benchmark triple-A ABS still offer good relative 
value, in our view, compared to benchmark credit card and auto loan ABS, benefiting from 
additional spread on the steeper, short end of the curve. We continue to focus on larger, 
seasoned sponsors as strong demand for ABS has significantly reduced spread tiering 
across asset types and servicers.

Global investment themes (continued)
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Sector themes

Commodities: Global supply concerns have created energy volatility; we prefer pipelines
Rationale
Commodities have generally benefited from broad global growth, which has increased 
global commodity demand and pushed commodity prices higher over the past year. 
However, tariff-related uncertainties and recent US dollar strength pose near-term risks 
to the commodity space. We still expect corporate and credit fundamentals to remain 
supportive, given anticipated organic deleveraging driven by earnings growth. Additionally, 
certain commodities may benefit from the favorable demand flow-through impact of 
accelerated Chinese infrastructure investments, driven by credit easing and fiscal stimulus.

IFI strategy
We favor aluminum and copper producers, which tend to benefit from better supply/
demand dynamics, and given more attractive bond valuations. We like selective exploration 
and production oil companies located in Latin America, as the sector has been performing 
well on the back of strong oil prices, as well as certain Russian oil and gas producers. 
We also remain constructive on selective US midstream companies that are focused on 
cost of capital optimization and active deleveraging to stabilize or maintain investment 
grade ratings.

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

IFI strategy
We favor certain US consumer sectors, including leisure and housing-related sectors, 
but are negative on department stores and mall-based retailers that lack differentiated 
products. In EM, we favor consumer sectors on a selective basis. We expect US automotive 
original equipment manufacturers (OEM) sector fundamentals to weaken, given an adverse 
trade environment, but we favor the sector on the margin, given our confidence that OEMs 
will be able to maintain an IG profile. European auto demand is proving resilient, which 
creates some potential in the European crossover segment. We are cautious on large 
European consumer goods companies, based on tight valuations and financial policies that 
favor equity.

Post-merger and acquisitions (M&A) deleveraging plays
Rationale
M&A activity remains a risk, driven by large overseas cash balances, cash repatriation 
potential due to tax law changes in the US, moderate financing costs and the need to 
reposition business portfolios. Certain recent transactions have elevated leverage profiles 
and seemed inconsistent with historical rating agency methodologies. Therefore, we have 
become very selective in deal participation.

IFI strategy
We prefer to play post-transaction bond issuance which is typically characterized by size, 
liquidity, concessions and credible plans for deleveraging. We believe an increasingly 
discriminating approach to this strategy is warranted due seemingly more relaxed credit 
agency ratings while being potentially in the later stages of the credit cycle.

Global investment themes (continued)
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Technology, media and telecommunication (TMT): Data and connectivity
Rationale
The TMT landscape continues to evolve as companies contend with cord-cutting trends, 
the evolution of 5G, and ongoing media sector consolidation.

IFI strategy
We prefer exposure to issuers that build on connectivity – both via spectrum and towers – as 
well as those that benefit from the secular growth in data.

Yield curve themes

Credit curve positioning impacted by US tax reform
Rationale
There was an increase in demand for longer-term credit ahead of the September 15th 
deadline for US corporations to fund their pension plans at 2017 tax levels versus lower 
2018 levels. Pension plans are still buying longer-term credit, which has flattened the 
credit curve. We believe this was likely a temporary shift around the tax deadline and 
should normalize. Over a longer time frame, IG corporate credit curves have steepened 
to compensate for the flattening of the US Treasury curve and to entice more investors to 
move out along the curve. This steepening of the corporate yield curve has stabilized more 
recently as 30-year bonds are finding an equilibrium level, although at higher levels than 
earlier in the year. 10-year bond yields have risen to a lesser extent, but are experiencing 
similar technicals.

IFI strategy
With the credit curve steepening, 30-year bonds are beginning to look attractive from a 
spread standpoint, in our view. However, we favor the 7 to 10-year part of the curve to 
take advantage of some of the steepness while maintaining lower volatility compared to the 
30-year part of the curve.

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

1 Source: Bloomberg L.P., Oct. 22, 2018.

Global investment themes (continued)
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Since the start of the year, we have been penciling in lower-than-consensus Chinese 
economic growth for 2018. This was on the back of expectations of sharply slowing credit 
expansion, tightening regulation and an increasingly complex external environment.

Data reports and market consensus have gradually converged to our view of a general 
slowdown. However, lately we have begun to see shifts in policy that suggest the potential 
for stabilization in growth by the end of 2018. Since July, rounds of required reserve ratio 
(RRR) cuts, a longer phase-in period for new asset management rules, a personal income 
tax cut and various new mechanisms to facilitate financing for privately owned companies 
have been announced. Nevertheless, headwinds persist and we do not expect reacceleration 
in growth in the near term unless further changes emerge in fiscal policy and the equity 
market - two key areas of policy focus.

The performance of Chinese US dollar-denominated bonds has already reflected recent 
policy changes. Since late July 2018, investment grade and high yield bond spreads have 
declined after widening significantly in the first half of the year (Figure 5). In the months 
ahead, we expect bifurcated performance between highly rated state-owned companies and 
lower rated private companies since the former benefits more directly from easing policies. 
We have also noticed that offshore US dollar denominated bonds have begun to offer 
increasingly compelling value compared to onshore bonds. 

Time lag from policy implementation to economic impact
The current softness in economic momentum may be traced back to tightening regulations 
and deleveraging policies that took place in late 2017 and early 2018, leading to a sharp 
slowdown in credit trends in the second and third quarters of 2018. Shrinking credit 
extension was most evident in the so-called “shadow credit,” or non-bank loan, segment, 
such as trust loans and entrusted loans. Access to the bond market, especially for lower-
rated issuers, also became challenging to access due to adverse market sentiment.

Recovery in credit financing
With easier policies beginning in July 2018, credit trends have started to recover, and we 
expect them to help stabilize economic growth in the coming months. As shown in Figure 1, 
although year-over-year growth of total social financing has continued to slow, incremental 
non-loan credit began to improve in August and September, along with renminbi loan growth.

Figure 1: Signs of credit growth improvement
• Non-loan credit (incremental, RHS)   • Total social financing growth   • RMB loan growth
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Source: People’s Bank of China, CEIC, Invesco, data from Jan. 1, 2016 to Sept. 1, 2018. 
Note: The PBoC adjusted its total social financing calculation method and started to include local government 
special project bonds in the September data, which we have excluded in our calculation.

Fiscal policy has become relatively more proactive, as shown by the rise in local government 
bond issuance in recent months (Figure 2). We expect some of these funding proceeds to 
boost infrastructure investment by the end of this year, after experiencing a sharp drop 
earlier in the year.

Global credit strategy

China: Domestically focused policies stabilize growth 
amid external uncertainties

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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Figure 2: Local government bond issuance is up in recent months
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Source: Wind, Invesco, data from Jan. 1, 2017 to Sept. 1, 2018.

Certain economic indicators already stabilizing
Some economic indicators have started to show stabilization. Growth in electricity output, 
for example, has picked up in recent months along with a recovery in retail sales (Figure 3). 
The more positive than expected personal income tax cuts should provide a further boost to 
retail sales.

Figure 3: Electricity output and retail sales growth have shown signs of a pickup
• Electricity output   • Industry value added   • Retail sales
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Source: Bloomberg, Invesco, data from March 1, 2015 to Sept. 30, 2018.

Total fixed asset investment (FAI) growth has been dragged down by the infrastructure sector, 
but manufacturing and real estate FAI growth recorded strong growth of 8.7% and 8.1% 
in September, respectively, up from 7.5% and 7.9% in August (Figure 4). If infrastructure 
investment growth recovers as expected by the end of 2018 or early 2019, we expect total FAI 
to reverse its current downward trend and reduce its drag on economic growth.

Global credit strategy (continued)
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Global credit strategy (continued)

Figure 4: Total fixed asset investment expected to improve following infrastructure 
growth recovery
• FAI-Infrastructure   • FAI-Manufacturing   • FAI-Real estate
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Source: Bloomberg, Invesco, data from March 1, 2015 to Sept. 30, 2018.

Constraints on growth reacceleration
Although our expectations for Chinese growth may be somewhat more optimistic than the 
broader market’s, we see various constraints to growth reacceleration. First, the lending 
capacity of Chinese banks, especially small and medium-sized banks, has been constrained 
due to higher capital requirements, the movement of off-balance-sheet credit back to 
balance sheets and generally reduced risk appetite. A weaker equity market has also limited 
the potential for bank recapitalization. Second, compared to previous points on the cycle, 
local government-related entities, companies and households are currently more levered. 
Third, the external environment is becoming increasingly challenging, given trade tensions 
with the US and volatility in both US Treasury yields and the US dollar. 

Policy levers
Policy makers have access to monetary and fiscal policy levers if economic conditions 
deteriorate more than expected. PBoC Governor, Yi Gang, has stated that there is sufficient 
room for the central bank to adjust interest rates, the RRR and monetary conditions if 
needed. Notably, the PBoC did not follow the recent US Fed rate hike with its own rate 
hike, instead cutting the RRR by 100 basis points. This indicates to us that the PBoC is 
maintaining an independent monetary policy as it shifts focus toward domestic conditions 
while keeping capital controls tight. 

To unblock the credit transmission mechanism, we think a key lever includes the 
recapitalization of small and medium-sized banks to boost lending. However, this strategy 
relies on a stronger equity market. There is also room for more proactive fiscal policy - a 
larger tax and fee cut would potentially benefit companies, especially small and medium-
sized firms, which have been under more pressure than larger state-owned enterprises. 
Recently, PBoC adviser Ma Jun stated that China’s recent tax and fee cut could translate to 
at least 1% of GDP in 2019.1

Outlook for Chinese US dollar bond market
Since February 2018, investment grade and high yield US dollar denominated bonds issued 
by Chinese companies have experienced their first substantial spread widening in roughly the 
last three years (Figure 5). Chinese investment grade bonds widened from 120 basis points in 
February 2018 to around 160 basis points in mid-July (Figure 5). High yield spreads jumped 
from a low of 400 basis points in January 2018 to around 800 basis points in July (Figure 5). 
This widening was due to tighter onshore financing conditions and reduced Chinese investor 
demand following the announcement of new asset management rules.
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Figure 5: Chinese investment grade and high yield bond spreads widened in July
• China IG US dollar bonds   • China HY US dollar bonds (RHS)
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Source: ICE Bond Indices, Bloomberg, Invesco, data from Oct. 15, 2015 to Oct. 12, 2018.

As macro policies began to ease in mid-July, both investment grade and high yield 
spreads declined, partly reflecting easier financing conditions in the onshore bond market 
(Figure 5). Going forward, we think the Chinese US dollar bond market may show bifurcated 
performance between higher rated state-owned companies and lower rated private 
companies, which continue to face relatively challenging financing conditions. We have 
seen recent measures from the State Council and PBoC aimed at facilitating the financing 
of privately-owned companies, especially in the bond market.2 Pressure on the high yield 
sector may be relieved when these measures become fully effective and reach a more 
sizable scale, likely next year.

The divergence between investment grade and high yield performance has also been driven 
by the net supply of investment grade versus high yield corporate issuance in the US dollar 
bond market. Net investment grade supply has been markedly lower versus last year while 
net high yield supply has risen (Figure 6). This has led to relatively more favorable  
supply/demand dynamics for investment grade in 2018.

Figure 6: Investment grade performance was helped by lower net supply in 2018 
• Year-to-date, September 2017   • Year-to-date, September 2018
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Onshore/offshore bond market comparison
Compared to onshore renminbi bonds, rising US Treasury yields and credit spreads have 
made US dollar credit bonds more attractive in yield terms. Our cross-market analysis 
suggests that US investment grade bonds currently yield over 20 basis points more than 
their Chinese onshore peers and the yield pick-up could rise to around 140 basis points if 
exposure is hedged into renminbi (Figure 7). The yield difference is more notable in the high 
yield market, where US dollar bonds offer more than double the yield of Chinese onshore 
bonds (Figure 7). This indicates that investment opportunities may emerge in the US dollar 
bond market, especially in the high yield sector, although selectivity is critical.

Figure 7: Chinese offshore bonds offer more attractive yields 
• IG corporate bond yield   • HY corporate bond yield
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Yi Hu, Senior Analyst, Asia Macro Strategy

1 Source: Bloomberg L.P., Oct. 22, 2018.
2 Source: Oct. 22, 2018.
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This month we asked our clients what was on their minds. Several IFI investors fielded 
some of the most common questions ranging from their views on the credit cycle to how IFI 
incorporates ESG in its investment process.

Q: As we approach the end of the credit cycle, how is today different from 2008?
Jacob Habibi: The most striking difference is the absence of rising leverage on the 
part of the US consumer or banking sector. On the contrary, both categories are still 
deleveraging relative to GDP according to the most recent US Flow of Funds data, and 
have been deleveraging for the entirety of the current US expansion. New regulations 
have made underwriting standards in residential mortgages, by far the largest segment of 
US consumer lending, much more stringent leading to dramatic de-risking of the balance 
sheets and business models of the largest US banks. These regulations remain restrictive 
for risky activities, despite the administration’s recent efforts to roll back regulations across 
the economy. As a result, the two major components of the US economy that served as 
key drivers of the global financial crisis of 2008-09 should serve as major pillars of credit 
strength whenever the current cycle turns.

In the credit market, debt growth during the current expansion has been driven primarily 
by the federal government and the corporate sector. Many US firms took advantage 
of generational lows in borrowing costs to fund growth opportunities in mergers and 
acquisitions (M&A), as well as higher dividends and share repurchases, although spending 
on capital expenditures has remained tepid in light of excess supply in the global economy. 
While corporate leverage is currently near the high end of the historical range, it has been 
trending lower for several quarters. This improvement has been led by commodity-related 
sectors (Energy and Metals & Mining) which suffered their own recessionary-like conditions 
just a few years ago as commodity prices plummeted, but are now in the early to middle 
stages of recovery. The outlook for continued Fed normalization points to pressure on 
corporate funding costs going forward. We believe positive credit trends would include the 
avoidance of leveraged transactions and the pursuit of passive deleveraging policies (holding 
debt constant while earnings grow, paying down debt with free cash flow) before financial 
conditions force companies into more disruptive, active deleveraging (i.e. asset sales and 
divestitures).

Joe Portera: I think there are a couple of major differences from 2008 to today and some 
similarities. There is certainly less leverage overall as banks do not have the ability to create 
off balance sheet vehicles to lever their balance sheets. Non-bank lending and instruments 
like collateralized loan obligations (CLOs) are where you tend to see leverage today. 
However, the magnitude appears smaller and there is more transparency than in 2008. 
This cycle has been extraordinarily long as the world’s central banks have kept rates loose for 
much longer than in previous cycles. In the US, the introduction of procyclical fiscal policy, 
when most orthodox economists viewed it as unnecessary, has led to higher growth rates, 
extending the current cycle.

Q: What can we expect from high yield in a rising rate environment?
Scott Roberts: High yield bonds performed well in the last rate-hiking cycle during the mid-
2000s. In fact, in the past 35 years, the high yield bond asset class has only experienced 
negative annual returns in five calendar years.1

There are three reasons why rising rates alone may not be bad for most high yield bonds. 
First, rates normally rise as the economy is expanding. The expanding economy typically 
generates more profits for most companies, which may enable them to better service their 
debt. Second, high yield bonds may offer call protection. When rates rise, issuers often 
refinance their debt before rates go higher. If an issuer refinances its debt before maturity, 
it normally pays a penalty (call price) that varies between 102 and 105. This pre-payment 
penalty is added to the returns of the high yield bond. Third, the duration of high yield bonds 
is typically lower compared to investment grade bonds due to their comparatively short 
maturities and high coupons.

The bottom line
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Noelle Corum 
Associate Portfolio Manager

James Ong 
Senior Macro Strategist

Rashique Rahman 
Head of Emerging Markets

As high yield investors, we are aware of duration risk and the volatility associated with 
interest rate movements. We believe that rising rates are not only associated with potentially 
improving fundamentals among high yield issuers, but also create opportunities for 
experienced active managers with an understanding of multi-cycle investing and a well-
defined credit analysis process.

Q: The cost of hedging US dollars into euros is currently about 3%. Do you think hedging 
costs will cheapen due to monetary policy normalisation? 
Noelle Corum: The current cost of hedging US assets back to the euro is around 3.5% 
compared to around 2.2% at the end of last year.2 This means it has become more 
expensive for European investors to invest in US assets, making US yields less attractive 
relative to similar European investments. Two factors account for most of the cost of a 
currency hedge: the interest rate differential between the foreign and domestic currencies 
and the “basis.” The basis is the difference between the theoretical price of a currency 
forward (based on interest rate differentials) and its market price. The basis fluctuates due 
to changing supply and demand for currency hedges, making it more, or less, expensive for 
European investors to hedge US assets. The basis paid by European investors has risen from 
around 20 basis points as of the end of 2017 to around 45 basis points currently.3

Several factors have increased demand for US assets and currency hedges in recent months, 
pressuring the basis higher. The Fed has raised rates this year while the ECB has held rates 
steady, creating relatively higher yielding investment opportunities in the US. Additionally, 
appetite for US assets has grown as US growth data have surprised to the upside, while 
geopolitical uncertainty has remained elevated in Europe due to the French elections, 
Turkish political concerns and Italian budgetary woes.

James Ong: Over the longer term, we expect US and European economic growth and 
monetary policies to converge. This is based on our outlook for solid US growth and 
relatively stable inflation over the next few quarters as growth remains above-potential and 
inflation picks up in Europe. These dynamics should keep the Fed relatively gradual in its rate 
hikes while the ECB continues its path of policy normalization. With the bond market pricing 
three more US rate hikes and very few in Europe, we see little room for additional divergence 
over the longer term. Of course, divergence may persist in the near term, especially if there 
is heightened market volatility or uncertainty, but we expect convergence over the longer 
term to shift some demand away from the US and toward European assets, causing the basis 
to narrow, potentially reducing the overall cost of hedging US dollars into euros. 

Q: Are the issues in Argentina and Turkey symptomatic of broader emerging market 
(EM) concerns? What is the contagion risk to other EMs? As core rates have headed 
higher, what do rising funding costs and tighter financial conditions mean for EMs?
Rashique Rahman: The volatility that beset Argentine and Turkish financial markets in 
the summer were a response to both idiosyncratic and broader systematic concerns. Both 
countries were perceived by market participants as running policy “too hot” and, in the 
process, generating higher inflationary pressures and weakening external imbalances. 
An environment of tighter US dollar funding conditions exacerbated these concerns, given 
the relatively large external funding needs of both countries. Argentina and Turkey are 
now going through a relatively rapid macroeconomic adjustment to correct these domestic 
and external imbalances. These concerns are not symptomatic of broader EM, in our view; 
EM countries have indeed increased their levels of external debt since the global financial 
crisis, but external assets have increased as well. Moreover, the bulk of the rise in external 
debt since the global financial crisis has been in China. To the extent that US dollar funding 
conditions tighten further, we are likely to see an adverse impact on EM growth (via this 
tightening plus tightening in domestic funding conditions) and some marginal borrowers - 
both sovereign and corporate - may struggle for repayment. However, we do not foresee 
a generalized funding crisis in EM. This is because most EM countries have more than 
sufficient external assets and policy mechanisms to absorb an even more challenging turn in 
the external funding backdrop.

The bottom line (continued)
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1  Source: JP Morgan High-Yield and Leveraged Loan Outlook, April 2018, data from Dec. 31, 1982 to 
Dec. 31, 2017. JP Morgan High Yield Market Monitor. High yield is represented by the JP Morgan Global High 
Yield Index. Index performance reflects reinvestment of dividends. Past performance does not guarantee 
future results. An investment cannot be made directly in an index.

2 Source: Bloomberg L.P., Dec. 29, 2017 to Oct. 19, 2018.
3 Source: Bloomberg L.P., Dec. 29, 2017 to Oct. 19, 2018.

Q: How long do you think the US-China trade dispute will last? Is there a resulting 
investment opportunity? How will trade tensions between the US and the rest of the 
world, especially China, potentially impact EMs? 
Yi Hu: We believe the trade dispute between the US and China is likely here to stay. 
There appears to be emerging bipartisan consensus in the US on the need to engage China 
over trade. Thus, no matter which party wins a majority in the November US mid-term 
elections and the next presidential race, there may be little change in the near-to-medium 
term outlook on US-China trade tensions, unless a candidate with a very different ideology 
gains traction.

As most of the tariffs become effective in 2019 (after which more tariffs may follow), 
we would expect China’s exports to the US to be dented and supply chain disruptions in the 
other Asian economies beginning next year. A slowdown in China’s economic growth would 
likely by met with more fiscal easing measures, including, but not limited to, tax and fee cuts. 
From an investment perspective, we would, therefore, likely favor lower exposure to those 
sectors and economies vulnerable to export shocks. We would likely favor companies with 
sales focused in China’s domestic market and sectors which might benefit from China’s fiscal 
easing measures.

Rashique Rahman: Trade tensions between the US and China have several potential 
impacts on EM. First, countries that are linked to China’s supply chain could be adversely 
affected by a slowdown in global trade or demand for Chinese goods; second, there may 
be adverse knock-on effects of a slowdown in Chinese growth which could, for example, 
reduce demand for industrial commodities, particularly if China does not seek to offset them 
through additional policy measures; and third, though some EM countries may benefit from 
a shift in demand away from China, EM countries’ relative competitiveness may decline  
vis-a-vis China as a result of a weaker renminbi, if that were to persist.

Q: How is IFI implementing ESG within its investment processes? 
Paul English: We have fully integrated ESG risk factors into our fundamental credit research 
process – helping to guide portfolio investment decisions and issuer engagement practices. 
We believe, over time, investments in companies with stronger financial and ESG policies 
are likely to be rewarded in the marketplace with improved profitability (due to lower funding 
costs) and lower asset price volatility.

The key elements of IFI’s ESG integration framework are data collection, analysis, and 
engagement. IFI has built a strong data collection process which provides visibility into 
issuer level historical ESG trends. We have also recently established a proprietary ESG rating 
process. ESG risk assessments can lead to deciding factors in capital allocation when similar 
opportunities exist in credit markets. Our consistent process across fixed income asset 
classes enables portfolio managers to compare these risks and opportunities.

Issuer engagement is a key element of our process. Issuer engagement in the fixed income 
asset class is thought to be more challenging relative to equities. While this is largely due to 
the inability to vote proxies as fixed income investors, we have found that most management 
teams welcome engagement on ESG, recognizing that investors ultimately decide their cost 
of funding. 

IFI uses its technology to record issuer-level ESG commentary and engagement history, 
as client interest in engagement reporting is increasing. We recognize that industry 
engagement practices are in the early stages and we are committed to finding practical ways 
to promote ESG awareness with management teams. 

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

Paul English 
Head of US IG Research
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Sources: Bloomberg Barclays, J.P. Morgan, as of Sept. 30, 2017. Credit Suisse Leveraged Loan data as of Sept. 30, 2018. Within the Treasury monitor, United 
States is represented by Bloomberg Barclays US Treasury Index; Canada is represented by Bloomberg Barclays Global Treasury Canada Index; United Kingdom is 
represented by Bloomberg Barclays Sterling Gilts Index; Germany is represented by Bloomberg Barclays Global Treasury Germany Index; Italy is represented by 
Bloomberg Barclays Global Treasury Italy Index; Japan is represented by Bloomberg Barclays Global Treasury Japan Index; China is represented by Bloomberg 
Barclays China Aggregate Treasuries Index; EM Local Currency Governments is represented by J.P. Morgan GBI_EM Broad Diversified Index. In the Fixed Income 
Monitor, Global Aggregate is represented by Bloomberg Barclays Global Aggregate (US$ Hedged) Index; US Aggregate is represented by Bloomberg Barclays US 
Aggregate Index; US Mortgage-backed is represented by Bloomberg Barclays US Mortgaged-backed Index; Global Investment Grade Corporate is represented by 
Bloomberg Barclays Global Aggregate Corporate (US$ hedged) Index; U.S. Investment Grade Corporate is represented by Bloomberg Barclays Aggregate Corporate 
Index; Emerging Market USD Sovereign is represented by the J.P. Morgan EMBI Global Diversified Index; Emerging Market Corporate is represented by J.P. Morgan 
CEMBI Broad Diversified Index; Global High Yield Corporate is represented by the Bloomberg Barclays Global High Yield Corporate (US$ hedged) Index; U.S. High 
yield Corporate is represented by Bloomberg Barclays U.S. Corporate High Yield Index; Bank Loans is represented by the Credit Suisse Leveraged Loan Index; 
Municipal Bond is represented by Bloomberg Barclays Municipal Bond Index; High Yield Municipal Bond is represented by Bloomberg Barclays Municipal Bond High 
Yield Index. Yield to Worst (YTW) is the lowest expected yield calculation given maturity and call features. Option Adjusted Spread (OAS) is the yield difference 
relative to similar maturity Treasuries that incorporates call, put, sinking fund or paydown features of a bond. Past performance cannot guarantee future results. An 
investment cannot be made directly in an index. Returns less than one year are cumulative.

1 Positive number represents the currency appreciated against USD, negative number represents currency depreciated against USD.
2 Positive number represents the currency appreciated against EUR, negative number represents currency depreciated against EUR.

Market monitors
 

Fixed income market monitor

Option-adjusted spread Returns

1 month
change  
in YTW

1 month
change  

in spread

 10 year range

Coupon 
(%)

Yield to 
worst (%) Current min max

1 mth
 (%)

3 mth
 (%)

YTD
(%)

 12 mth
(%)

Global Aggregate (USD hedged) 2.68 2.15 0.12 45 -3 23 156 -0.38 -0.05 0.02 0.82
U.S. Aggregate 3.16 3.46 0.16 39 -2 32 258 -0.64 0.02 -1.60 -1.22
U.S. Mortgage-backed 3.57 3.59 0.16 28 0 -16 181 -0.61 -0.12 -1.07 -0.92
Global Inv Grade Corporate (USD hedged) 3.48 3.23 0.12 112 -6 55 515 -0.32 0.78 -1.09 0.08
U.S. Investment Grade Corporate 3.99 4.07 0.12 106 -8 76 618 -0.36 0.97 -2.33 -1.19
Emerging Market USD Sovereign n/a 6.41 -0.15 335 -35 157 906 1.51 2.30 -3.04 -1.92
Emerging Market Corporate n/a 5.85 -0.08 286 -28 120 1,032 0.94 1.30 -1.60 -0.93
Global High Yield Corporate (USD hedged) 5.95 5.86 -0.06 340 -24 231 1,845 0.71 2.31 1.93 2.66
U.S. High Yield Corporate 6.35 6.24 -0.02 316 -22 233 1,971 0.56 2.40 2.57 3.05
Bank Loans 5.80 5.88 0.00 n/a n/a n/a n/a 0.68 1.93 4.36 5.58
Municipal Bond 4.69 2.86 0.18 n/a n/a n/a n/a -0.65 -0.15 -0.40 0.35
High Yield Municipal Bond 5.08 4.89 0.15 n/a n/a n/a n/a -0.40 0.76 4.45 6.36

 

Treasury market monitor

Returns in local currency

1 month
change in YTWCoupon (%) Yield to worst (%) 1 mth (%) 3 mth (%) YTD (%)  12 mth (%)

United States 2.31 2.95 0.20 -0.93 -0.59 -1.67 -1.62
Canada 2.26 2.31 0.17 -0.92 -1.02 -0.28 0.71
United Kingdom 3.37 1.51 0.15 -1.63 -1.81 -1.60 0.58
Germany 1.82 0.10 0.12 -0.85 -0.76 0.77 0.80

Italy 3.20 2.45 -0.25 1.75 -1.76 -4.46 -3.60

Japan 0.99 0.19 0.02 -0.26 -1.03 -0.41 -0.04

China 3.53 3.56 0.05 0.16 0.27 4.78 4.45

EM Local Currency Governments n/a n/a n/a 0.95 0.24 0.24 1.06

 

FX market monitor1

10 year range Returns

Current min max 1 mth (%) 3 mth (%) YTD (%)  12 mth (%)
EURUSD 1.16 1.04 1.51 0.02 -0.68 -3.34 -1.78

USDJPY 113.70 75.82 125.63 -2.32 -2.63 -0.88 -1.02

GBPUSD 1.30 1.20 1.85 0.55 -1.33 -3.57 -2.74

USDCNY 6.87 6.04 6.96 -0.55 -3.59 -5.20 -3.43

USDCHF 0.98 0.72 1.23 -1.31 0.89 -0.73 -1.37

AUDUSD 0.72 0.60 1.10 0.49 -2.44 -7.49 -7.79

CADUSD 0.77 0.69 1.06 1.03 1.73 -2.63 -3.40

EURJPY² 131.93 94.31 157.95 -2.33 -1.95 2.53 0.75

EURGBP² 0.89 0.69 0.98 0.51 -0.67 -0.29 -1.01
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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. 

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.

Important information

All information is sourced from Invesco, unless otherwise stated. All data as of Sept. 30, 2018 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 
forwardlooking statement. Actual events may differ from those assumed. There can be no assurance that 
forwardlooking 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.




