
Global macro strategy

Is globalization over? 
The trend may have peaked, but we don't think 
it's ending

Globalization means many things - migration, the exchange of ideas and culture, and trade 
and cross–border capital flows, to name a few. Increased trade tensions, especially between 
the US and China, have shined the spotlight on this topic and raised important questions: 
Is the end of globalization at hand and what are the implications for investors?

Here, we narrowly define globalization to mean trade in goods and services and suggest that 
the dramatic rise in global trade flows (especially manufactured goods) witnessed over the 
last three decades may have reached its zenith. We argue that this is not a new phenomenon 
– or related only to recent trade tensions – but rather the continuation of a trend underway 
since the global financial crisis.
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If globalization has been waning for years, what’s the worry?
We think these trends may have far reaching implications for global growth potential 
and especially for emerging market economies (EMs) and their current growth models. 
The globalization and export-oriented growth models of many EMs have been credited as 
key contributors to rapid growth in per capita incomes in EMs, especially following China’s 
accession to the World Trade Organization in 2001. Of course, these externally based 
models have been accompanied by better domestic macroeconomic management too, 
including the deepening and opening of domestic financial markets, increased competition, 
and, perhaps more importantly, an increase in foreign direct investment (FDI) that has 
transferred technology to EMs and improved productivity. These developments have helped 
lift millions out of poverty and increased the potential growth of the world economy, led 
by EMs (Figure 1). Reinforced by a dramatic decline in transportation and communications 
costs, the rise of global value chains (GVC) has led to the segmentation of the manufacturing 
process in which production is allocated to various countries based on cost minimization.

Figure 1: Export growth and per capita income 

-1 0 1 2 3 4 5

-2

0

2

4

6

8

10

12

China

ThailandMalaysiaIndonesiaHaiti
Zimbabwe

Liberia
Hungary
Syria

Burkina
Faso

Congo Jordan

Mexico
NigeriaBolivia

Uganda
Kenya

Cuba
Tanzania

UK
Australia

Pakistan

Italy

Netherlands
France

Dominican Republic
Egypt

Greece
Bulgaria
Austria
Brazil

Ethiopia
US

Chile

Portugal Ireland
IndiaSpain

Turkey
Romania

Albania

A
ve

ra
ge

 a
nn

ua
l c

ha
ng

e 
in

 m
er

ch
an

di
se

ex
po

rt
s 

as
 s

ha
re

 o
f 

G
D

P 
(%

)

Average annual change in real GDP per capita (in 2011 US dollars) (%)
Source: Our World in Data, 2019.

Downward trend in FDI and trade
However, since the global financial crisis (GFC), we have seen a discernable downward trend 
in FDI flows to EMs and global trade in general. FDI to EMs has plateaued in recent years 
and the world is now trading less for each unit of GDP it produces than it did before the GFC. 
We attribute this secular decline in “trade elasticity” to several factors:
• The composition of world GDP is changing, led by China’s rebalancing away from

investment toward consumption, but also due to globally weaker investment since the
GFC. Because investment tends to have a larger import content than private consumption
and government spending, trade flows are also weaker.

• The second culprit appears to be the slower expansion of GVCs. This may be due partly
to natural limits to the fragmentation that can be achieved in GVCs. After a point, quality
control concerns, logistical and transportation costs probably make it disadvantageous
to further break down production chains. A second reason often cited for slower GVC
expansion is China’s move up the value-added chain. As Chinese technology has improved,
foreign value added to its exports has declined since the 2000s. This development is
not limited to China. It has been observed on a global scale, as technology diffusion has
increased domestic capabilities (Figure 2).

• In addition to these broader trends, potential saturation in two key trade and GVC-heavy
sectors – electronics and autos – are also contributing to slower trade flows as a percent
of global GDP. At the end of 2018, there were already 105 mobile phone subscriptions
for each 100 people in the world (Figure 3) and the dramatic technological improvement
since the first smart phones were launched appears to have leveled off. This is reflected
in declining sales growth figures for mobile smart phones since 2013. In the auto sector,
global demand for motor vehicles is cooling off, due partly to the removal of purchase
incentives in China and other economies, global attempts to decarbonize and the
attainment of peak demand in advanced economies.

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

Figure 2: Global value chain (GVC) participation 
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Figure 3: World mobile phone subscriptions per 100 people
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What do these trends mean for global growth and EMs going forward?
We believe we may be reaching the limits of the export-led growth models of the past 
century. Historical experience suggests that, as countries grow, the goods sector becomes 
a smaller and smaller share of the economy, in terms of output and employment. Once the 
basic needs for goods are met, consumer expenditures tend to transition to services. 
Consumers may need a house, essential durables such as televisions and refrigerators, 
and maybe a car or two. But with development, as these needs are met, consumers begin 
to focus more on services – better health care and education for their children and more 
sophisticated financial services, for example.

What does this mean for EMs? First, demand coming from advanced economies may not 
be what it used to be. As the demand for highly traded goods such autos and electronics is 
satiated, export growth may be limited. Second, there may be only so much growth that can 
be generated externally and EMs may need to increasingly generate growth domestically. 
Finally, emerging market economies are following in the footsteps of advanced economies 
as their focus shifts from the consumption of goods to services.
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Can emerging market economies grow without relying on exports?
We believe the answer is a qualified yes. It is true that the world’s most successful growth 
models, such as Korea and Japan, were based on exports. A broader market allows for 
larger scale investment and rapid income growth. But most important for long-term 
growth is productivity growth, achieved through more physical and human capital and 
greater efficiency. After all, the global economy is a closed one and yet we have expanded 
productivity since the industrial revolution.

Despite this optimistic note for the long-run, current trade tensions and trade policy 
uncertainty are disrupting existing growth models and production structures and will likely 
require painful adjustments. Decisions on investment and their locations require longer-term 
policy visibility than is currently available. We, therefore, expect continued softness in global 
fixed investment with a negative impact on potential global growth.

In the short-term, trade diversion away from the US and China to avoid tariffs may create 
relative winners and losers for certain products. However, we see bigger risks lurking in the 
current uncertain environment. Despite expectations of a first stage deal with China, we 
think geopolitical issues extend beyond mere trade in goods. These broader issues could 
lead to technological de-coupling and the regionalization of technology and trade, with 
significant negative implications for potential global growth.

Meral Karasulu, Director Fixed Income Research and Turgut Kisinbay, Director Fixed Income 
Research

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

Interest rate outlook

US: Underweight. US interest rates offer a poor risk-reward trade-off, in our view. 
Factors that have driven risk aversion over the past several months have shown signs of 
improving: global trade tensions, while still highly uncertain, seem to be heading toward 
temporary resolution and the chances of a hard Brexit have been significantly reduced. 
Most importantly, global growth seems to be bottoming. Improved global growth conditions 
combined with easier financial conditions in the US will likely pave the way for somewhat 
higher longer-term interest rates over the next several months. However, sharp increases 
in interest rates are unlikely until inflation conditions improve, which we view as unlikely in 
the medium term.

Europe: Underweight. Eurozone growth surprised to the upside in Q3 at 1.2%.1 Looking 
ahead, PMI surveys remained stable around the 50 mark in October and consumer 
confidence continued to hold up despite mounting concerns about the labor market. 
Meanwhile, optimism over fading geopolitical tail risks around trade and Brexit have caused 
market sentiment to improve and global core yields to rebound in the last month. While the 
need for more insurance cuts from central banks may no longer be obvious, rate hikes do 
not seem imminent. We remain tactically short bunds on a relative value basis.

China: Neutral. We are neutral on Chinese government bonds but cautious on duration in 
Q4 2019. Chinese onshore government bonds continue to provide a notable yield pick-up 
versus major developed market bonds, such as US, German and Japanese bonds. However, 
we are cognizant of efforts by Chinese policy makers to bolster economic growth with 
fiscal measures, a potential recovery in risk sentiment and seasonal investment patterns. 
The spike in headline CPI may limit central bank easing moves in the near term and potential 
larger local government special project bond quota in 2020 could increase supply pressure 
early next year. We anticipate better opportunities after Q1 2020, when inflation may peak 
and the central bank has more flexibility to conduct monetary easing.

Japan: Neutral. The Bank of Japan's (BoJ) decision to forego easing at its October meeting 
resulted in a selloff in short-term Japanese government bonds (JGBs) and a flattening of 
the yield curve. However, this trend has probably now run its course, with the market no 
longer pricing a significant probability of easing, despite the BoJ's explicit bias. However, 
improved global sentiment probably limits the downside for JGB yields in the near term and 
likely means any future selloff will be led by the long end of the curve. On a cross market 
basis, we expect JGBs to continue to outperform international bond markets, due to their 
relatively high real yields and a steep yield curve.

UK: Underweight. Although, the front end of the curve is priced fairly, in our view, the Bank 
of England has potentially opened the door to rate cuts in the event of downward surprises 
from domestic or international developments. We believe this means long-term gilt yields 
do not offer sufficient term premium on either an outright or cross market basis for the 
significantly looser fiscal stance likely under either a Conservative or Labour Government. 
Unless government spending is off-set by increased private sector saving or increased 
inflows from abroad, it is likely to push up yields. It appears unlikely that foreign investors 
will want to increase gilt holdings at current yields on a foreign exchange-hedged basis. 
If the election yields greater certainty on Brexit, it also appears unlikely that private sector 
savings will rise substantially. Although we believe outright underweight positions are 
justifiable, we≈believe other expressions of our thesis include short gilt asset swap positions, 
yield curve steepeners and cross market short positions versus US Treasuries or other 
higher yielding markets, such as Canada. 
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Canada: Neutral. Canadian economic growth has slowed somewhat in the second half of 
the year to around 1.3%.2 Much of the growth has been attributable to Canada’s targeted 
immigration policy. Highly educated immigrants have been flocking to Canada for attractive 
job opportunities, helping to boost wage growth and housing demand. However, retail 
spending and consumer inflation have turned softer since mid-year and energy production 
remains restrained, prompting the Bank of Canada (BoC) to become more concerned about 
the growth outlook. While it has not indicated impending rate cuts, it no longer perceives 
Canada as an island, able to hold rates steady. We believe Canadian interest rates have peaked, 
unless a bounce in global growth expectations pushes yields higher. 

Australia: Neutral. Australian bond yields have risen over the past month, with 10-year 
yields up significantly from their October lows. The correction was mainly driven by better 
global sentiment regarding the US-China trade war and Brexit. Valuations are now arguably 
fair, in our view, given the Reserve Bank of Australia’s (RBA) easing bias and relatively 
lackluster domestic data, with the market pricing limited cuts in the next year. It is difficult 
to see the yield curve steepening dramatically, however, since the RBA is unlikely to hike any 
time soon, even in a benign scenario, global term premia are likely to remain compressed 
unless we get a dramatic shift in fiscal policy and quantitative easing remains possible in 
Australia given the proximity of rates to the zero bound. 

India: Overweight. Growth remains slow even though inflation has picked up in recent 
months driven by food prices. We believe the weak growth environment is likely to cause 
the Reserve Bank of India (RBI) to deliver another rate cut at its Dec. 5 meeting. On the 
fiscal policy front, even though we expect some slippage versus the deficit target due to 
the recent corporate tax cut announcement, the overall impact on the rates market should 
be limited. Despite a sizable rally in the government bond market this year, the yield curve 
remains steep providing potentially good carry returns. The risks to our trade remain largely 
balanced between weak growth and accommodative policy favoring the upside and rising 
headline inflation favoring the downside.

Figure 4: Global 10-year yields 
• US • UK • Japan • Germany
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Rob Waldner, Chief Strategist and Head of Macro Research, James Ong, Director-Derivative 
Portfolio Management, Noelle Corum, Associate Portfolio Manager, Reine Bitar, Portfolio 
Manager, Yi Hu, Head of Asia Credit Research, 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: Eurostat, Nov. 14, 2019.
2 Bloomberg L.P., Invesco, data as of Nov. 15, 2019.

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

Currency outlook

USD: Underweight: We believe the US dollar is overvalued versus developed and emerging 
markets countries on an historical basis. This valuation has been supported by stronger 
fundamental conditions in the US compared to the rest of the world. However, we believe 
global growth expectations are currently too pessimistic and actual growth should exceed 
expectations over the next several quarters causing foreign currencies to appreciate versus 
the US dollar.

EUR: Overweight. We expect the euro to trade higher over the next three-to-six months. 
We believe the euro area economy is likely to post upside surprises to growth in the next 
several quarters. Events that have increased risk aversion over the past several months, 
including global trade tensions and Brexit, are likely to recede. We expect positive growth 
surprises and receding event risk to cause the euro to appreciate versus major trading peers 
such as the US dollar.

RMB: Neutral: The market has become more optimistic about US-China trade negotiations 
and the renminbi has appreciated against the US dollar in recent weeks. In the short term, 
markets will likely focus on the “phase one” deal between the two countries’ leaders at 
year-end. In the medium term, geopolitical headlines have complicated the renminbi’s 
outlook. We expect the currency’s performance to be largely event-driven, presenting binary 
risks. Markets are closely watching further trade-related headlines and investors who are 
preparing to increase allocations to Chinese assets could view renminbi deprecation as a 
buying opportunity. We believe further progress in US-China trade talks could send the 
renminbi/US dollar exchange rate below 7.0. 
 
JPY: Overweight. The yen has suffered as improved global risk sentiment has led to an 
unwinding of overweight positioning. The prospect of increased foreign bond purchases by 
the Government Pension Investment Fund (GPIF) could further weigh on the yen, but this 
is already partially expected by the market. A higher USDJPY exchange rate is likely to lead 
to increased hedging demand among exporters and reduced yen longs among Japanese 
investors. We believe the yen remains a good hedge for risk asset exposures.

GBP: Overweight. The upcoming general election could be the catalyst that finally moves 
the Brexit process forward. Although it is likely to increase volatility, it is unlikely to cause 
significant downward pressure on sterling, in our view. The most likely election outcome is 
a Conservative majority government, leading to the passing of Prime Minister Johnson‘s 
Brexit deal. This scenario presents the fastest path to a Brexit resolution, which could 
support further sterling upside. However, Johnson's deal envisages a very hard Brexit, 
which would likely weigh on sterling. In addition, the deal keeps “no deal” risk alive at the 
end of the transition period, making the scale of the Conservative majority an important 
determinant of the currency, as a large majority would likely give Johnson more flexibility 
to face down extreme Eurosceptic demands over a future free trade agreement with the 
European Union (EU). 

The alternative to a Conservative majority is a Labour-led coalition with the Scottish 
National Party and/or the Lib-Dems, which would likely lead to a referendum pitching a 
softer Brexit versus remaining in the EU. From the prospective of Brexit alone, a Labour 
government could present the most upside for sterling, as this could open a path toward 
remaining in the EU. However, this upside could be tempered by concerns about Labour’s 
left wing agenda and a future Scottish independence referendum.
 
The most dangerous outcome for sterling, in our view, is another hung Parliament, similar 
to the current situation, that would not guarantee a majority for Johnson‘s deal or a 
referendum. In this situation, the Jan. 31 Brexit deadline could look increasingly binding, 
raising the risk of a no deal exit. Even in this situation, we believe a majority will form behind 
either a Withdrawal Agreement or a referendum.
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CAD: Neutral. While the BoC has shifted from firmly neutral to more dovish, the Canadian 
dollar has been somewhat trendless. Economic momentum has slowed but does not appear 
in jeopardy of rolling over. As long as employment growth remains strong, the economy 
should be on firm footing. It would not be surprising for the BoC to move quickly, however, 
at the first sign of weakness, presenting headwinds for the currency. 

AUD: Overweight. Better global growth and risk sentiment should reinforce the structural 
improvement in Australia's external balance sheet, supporting the Australian dollar, despite 
low interest rates. The Australian dollar’s gains are probably capped, however, as low 
domestic inflation and the central bank’s limited room to maneuver will likely make the RBA 
sensitive to the deflationary implications of a large Australian dollar appreciation. 
 
INR: Neutral. Despite a drop in the rupee's volatility in recent weeks, it has largely moved 
sideways. We believe a softer growth outlook, a dovish central bank and rich valuations 
suggest the rupee is unlikely to post meaningful price appreciation in the near term. 
We believe Indian interest rates offer a more attractive trade from both a carry perspective, 
given the steep yield curve, and price appreciation perspective, given bond market 
valuations. We remain neutral on the rupee and continue to express our overweight view in 
the interest rate market.

Figure 4: Valuations of major currencies compared to purchasing power parity (PPP) 
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Source: Bloomberg L.P., data as of Nov. 15, 2019.

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, Head of Asia Credit Research, Brian Schneider, Head of North 
American Rates Portfolio Management, Amritpal Sidhu, Quantitative Analyst
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Asset class themes

Investment grade (IG): Easy financial conditions are supportive, while trade and 
earnings outlooks remain uncertain. Lower net supply expected.
Rationale
We believe US corporate credit fundamentals should improve across most sectors in the 
coming year. Year-to-date 2019 operating results have been pressured by the 1H19 
government shutdown, extended trade policy uncertainty and a stronger US dollar, 
but earnings growth is still positive, and we expect companies to increasingly focus on 
deleveraging. Despite 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 a stage one agreement will be reached soon, 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 are seen improving in the near- term, 
as net issuance expectations are declining while foreign demand remains. However, 
uncertainty around this expectation exists as low yields in US Treasuries could enticed 
corporate issuers to increasingly tender and refinance higher coupon debt. In addition, 
low corporate credit yields and elevated equity market volatility could also spur additional 
merger and acquisition (M&A) related issuance. From a demand perspective, foreign 
investor demand for US IG credit is expected to improve given the increase in currency-
hedged yields.

In Europe, 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 benefiting 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 retain our neutral credit market stance on the heels of trade concerns, uncertain 
earnings outlooks and the supportive backdrop for market technicals. Following the US 
Federal Reserve's (Fed) 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 over the US. 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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Global investment themes (continued)

Asset class themes

Emerging markets (EM): EM follows global central banks
Rationale
Prospects for global growth expected to slow further in 2020 led by developed economies 
while minor rebound expected in emerging market economies. Growth debate will be 
fueled by prospects for further trade tensions, or soft landing towards a mild growth 
outlook. Within EM prospects are divergent mainly driven by external headwinds with 
Latin America poised to rebound off depressed levels. Global consumers are expected to 
do the heavy lifting supported by low policy rates as investments and expenditure remain 
constrained. EM fundamentals should remain stable with policy mix crucial in shaping socio 
economic outcomes.

IFI strategy
While we await signals that growth looks to be at or above trend, we will remain focused 
on countries that have policy space to support domestic demand and be cautious around 
HY credits that lack policy anchors.

US residential mortgage backed securities (US RMBS): Valuations are favorable and 
fundamentals remain supportive
Rationale
US housing data have strengthened in recent months with improving affordability driven 
by lower mortgage rates and a strong labor market. Meanwhile, the rate of home price 
appreciation has stabilized near the historical average. An increase in securitization 
activity has weighed somewhat on credit spreads, creating value, in our view, relative to 
comparable fixed income credit sectors.

IFI strategy
We continue to favor AAA rated classes collateralized by non-qualified mortgages for 
limited spread duration and attractive carry. Given elevated call risk associated with 
lower benchmark interest rates and strong collateral performance, we prefer on-the-run 
securities priced near par versus seasoned classes at premium dollar prices. Fannie and 
Freddie credit risk transfer securities appear attractive, in our view, relative to the 
corporate sector, following recent underperformance.

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.
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US asset backed securities (US ABS): Benchmark ABS valuations improving, 
increased tiering in esoteric ABS
Rationale
Recent performance has been mixed as heavy new issue supply has pressured spreads 
across benchmark and non-benchmark US ABS. While ABS have recently underperformed, 
many asset types are now more attractive than corporates on a relative basis. Demand in 
the primary and secondary markets is relatively strong, although we have seen modest 
subscription levels in select subordinate classes. In addition, demand for esoteric ABS has 
begun to soften somewhat, which has led to increased tiering. Technical trends remain 
supported by favorable consumer fundamentals, near-term collateral performance 
expectations, rational late-cycle underwriting and robust structural features. ABS could 
outperform as new issue supply slows from last months’ record pace and secondary market 
activity picks up heading into year-end. 

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 a slightly inverted 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 US ABS remain, we are selective in adding 
esoteric US ABS at this stage of the economic cycle, given trade uncertainty and a higher 
correlation to weakening global fundamentals. Esoteric asset classes appear cheap versus 
corporates, in our view, but some could underperform in the near-term.

Sector themes

Consumer story nuanced globally, monitoring the 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. Internet sales typically account for an 
outsized portion of sales during the holidays. International retail demand remains uneven, 
especially as trade tensions build and we are carefully 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 reduced our retail positions as we expect 
better opportunities to invest after the holiday season. 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.

Global investment themes (continued)
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Commodities: Growth slowdown 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 particularly negative given late-
cycle concerns and increased tariff-related uncertainties, especially the ongoing US-China 
trade dispute.

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 limited incremental deleveraging capacity over the past 
year as shareholder returns have generally been prioritized over additional debt reduction.

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. In addition, the pricing of the Saudi 
Aramco IPO combined with the upcoming OPEC meeting in December could also contribute 
to price volatility.

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.

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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Global credit strategy

From fossil fuel to renewable energy – reducing CO2 while 
preserving growth

This section highlights the views 
of Invesco Fixed Income’s credit 
analysts across a broad range of 
fixed income assets managed by 
Invesco.

The global effort to transition away from fossil fuels toward renewable energy may have 
unexpected consequences for global macro and political outcomes. The 2016 Paris 
Agreement, signed by 195 members of the United Nations Framework Convention on 
Climate Change, aimed to reduce CO2 emissions and develop renewable energy sources to 
limit global warming to 2°C above pre-industrial levels. But this achievement could come at 
a price. Without careful coordination, we believe the transition away from fossil fuels could 
result in higher energy prices, lower economic growth and, ultimately, increased geopolitical 
tensions, especially in emerging markets. It could also reinforce an already growing 
sense of disenfranchisement among the middle class in developed countries, weakening 
democratic institutions. In our view, a well thought out transition toward competitive and 
sustainable renewable energies will be critical to preserving economic growth and avoiding 
geopolitical repercussions. 

Comparing plans: the US and Europe
Fossil fuel (oil, natural gas and coal) currently accounts for 85% of global energy 
consumption, little changed from 91% in 1965, while renewable and nuclear energy 
currently account for 11% and 4%, respectively.1 The fossil mix has changed since 1965, 
however, with coal and crude oil use declining and gas utilization on the rise (Figure 1). 

Figure 1: Global energy consumption (millions of tons of oil equivalent)  
• Crude oil • Coal • Natural gas • Nuclear • Hydro • Renewables
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Source: British Petroleum Statistical Review 2018, Invesco, data from Dec. 31, 1965 to Dec. 31, 2018.

By 2050, the US and Europe are expected to continue altering their energy consumption 
mix, but we expect their strategies to differ. This divergence could have technological and 
social consequences. The European Commission forecasts that 56% of electricity in Europe 
will be generated from renewable sources by 2050, up from 21% in 2010.2 The US Energy 
Information Administration (EIA) expects US electricity generation from renewables to 
increase from 8% to 31% over the same period.3 While the shift in European electricity 
generation is expected to be driven by wind, solar and biomass, the most important changes 
in the US are expected to stem from a rising use of natural gas, followed by a sharp rise in 
solar use from current minimal levels.

Because natural gas and solar are expected to account for the largest share of increased 
electricity generation in the US going forward, and also provide the most competitive price 
per kilowatt, the EIA expects the US to manage its energy transition without a significant 
electricity price increase.3 In contrast, the European Commission expects electricity 
generation to increase by more than 50% in the European Union over the next 15 to 
20 years, based on less competitive (or reliable) wind and photovoltaic sources in Northern 
and Central Europe.4 As a result, we would expect US productivity to improve relative to the 
European Union, based on lower energy costs.
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Global credit strategy (continued)

The relationship between GDP growth and energy
Across the world, there is a strong correlation between income and energy consumption, 
with most developed countries being the most efficient converters of energy into income.5 
In other words, GDP per unit of energy consumed is higher in developed countries, while 
commodity-rich countries have tended to relatively underperform. It is generally believed 
that GDP growth drives energy consumption, but closer analysis shows that energy 
consumption leads GDP growth. Our analysis finds that the US economy has entered 
recession, on average, nine quarters after reaching a peak level of energy consumption.6

Rising populism and geopolitical risk
The accelerating transition from fossil to renewable energies may impact economic growth 
and countries’ relative competitiveness, depending on the pace of transition and mix of 
renewable energy. Reduced economic growth, driven by lower energy consumption, and 
rising energy prices could result in the increased polarization of the middle class, potentially 
leading to populist governments and rising policy risks. Rising energy prices have already 
led to social unrest, as underlined by the “yellow vests” protest in France – initially triggered 
by a fuel ecological tax in October 2018. Stable democracies have historically relied on 
the inclusivity of the middle class in the democratic process. Its disenfranchisement could 
increase the risk of extreme political outcomes driven by class division.

With oil and gas reserves located primarily in the Middle East, Russia and Venezuela, 
geopolitical pressures could also build in the coming decades as the four major economic 
blocs (the US, European Union, China and Russia) seek to secure their energy supplies. 
China’s recent efforts to complete military air and naval bases in Djibouti (Djibouti’s debt to 
China accounts for 85% of its GDP), for example, are aimed at controlling the entry of the 
Red Sea and its construction of the Gwadar Port in Pakistan is aimed at controlling the entry 
of Persian Gulf.7 China’s next oil-related moves are likely to include securing a stake in Saudi 
Arabia’s oil monopoly ARAMCO and the de-dollarization of its oil trade with the Middle East.

Figure 2: Rising geopolitical risk and energy instability 

15 20 25 30 35 40 45
-10,000

0

10,000

20,000

30,000

40,000

50,000

60,000

70,000
Most stableUSD

Least stable Median age

Re
al

 G
D

P 
pe

r 
ca

pi
ta

Russia

Iran

VenezuelaSaudi Arabia

Qatar

Canada

Iraq

United States
UAE

Kuwait

Nigeria
China

Algeria

Libya Kazakhstan

Brazil
Angola

Mexico

Azerbaijan

Ecuador

Source: World Population Review 2018, World Bank Group, 2018, British Petroleum Statistical Review 2018, 
Invesco, 2019.



Invesco Fixed Income: Global fixed income strategy  15

Global credit strategy (continued)

Looking ahead 
The success of the transition toward renewable energy will likely depend on the ability to 
develop scalable storage capacity to lower the cost of alternative renewable electricity, 
but also on the development of new sources of energy generation, potentially including 
nuclear fusion (technology currently limited by the ability to reach 100 million degrees 
kelvin), quantum dot solar cells (potentially converting 65% of solar energy, up from 15% 
currently), core geothermal energy (currently limited by the ability to drill 10,000 kilometers 
deep) and space-based solar farms (currently limited by the ability to transmit energy back 
to Earth), among others. But overall, we believe the more widely available - and cheaper – 
that global energy sources become, the more likely geopolitical tensions will be eased by 
securing global growth, and, in turn, the potential for global social and institutional stability.

Fabrice Pellous, Senior Credit Analyst

1 Source: British Petroleum Statistical Review, Dec. 31, 1965- Jan. 31, 2018.
2 Source: European Commission, 2016.
3 Source: US EIA, 2019.
4 Source: European Commission, 2016.
5 Source: British Petroleum Statistical Review 2018, World Bank, 2019, Invesco, 2019.
6 Source: Invesco, data from Dec. 1, 1968 to Dec. 31, 2019.
7  Source: Bloomberg, L.P., “Djibouti needed help China had money and now the US and France are worried,” 

April 6, 2019.
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China’s onshore bond market – too important to ignore? 
Global investors are becoming increasingly interested in China’s onshore bond market (as 
highlighted in Invesco’s 2019 Fixed Income Study). Its recent inclusion in the Bloomberg 
Barclays Global Aggregate Bond Index is likely to increase its profile as an important asset 
class and boost its growth. We speak with Yi Hu, Head of Asia Credit Research, about the 
market’s structure and key indicators our investment team monitors as it makes investment 
decisions for portfolios. (Read more about China’s onshore bond market in China’s onshore 
bonds – A market too important to ignore?)

Q: What is the scale of China’s onshore bond market and how does it compare with other 
major markets?
A: China’s onshore bond market is the second largest bond market in the world, behind the 
US, but ahead of Japan, the UK and several other European countries. The market’s total 
size was roughly RMB89 trillion (USD13 trillion) as of the end of 2018 and has grown at an 
annual rate of over 20% per year for the past five years.1

Nevertheless, until now, it has been underrepresented in major indices and global 
investment portfolios. That is likely to change with the inclusion of Chinese renminbi-
denominated government and policy bank bonds in Bloomberg Barclays’ flagship Global 
Aggregate Index earlier this year. We expect other major indices to follow.

Q: What is the current level of foreign involvement in this market? 
A: Foreign holdings of Chinese onshore bonds total over RMB2 trillion (USD285 billion), 
with the majority of holdings in central government bonds, policy bank bonds and 
negotiable certificates of deposit issued by banks.2 Around 20% of the net supply of central 
government bonds issued in the interbank market year-to-date market have been purchased 
by international investors.3

Reserve managers and sovereign wealth funds are at the top of the list of foreign investors. 
Although the outstanding amount of their renminbi investment is still relatively low, 
increased allocations to renminbi assets has outpaced increases in investment in British 
sterling, the Australian dollar and the Canadian dollar.4

Q: What are the attractive features of Chinese onshore bonds?
A: Compared to peers in the Global Aggregate Index, Chinese onshore bonds tend to offer 
a higher yield. The yield pick-up is anywhere from 100 to 150 basis points versus duration-
equivalent US bonds and as high as 300 basis points, or more, compared to European 
bonds, many of which still trade with negative yields.5 Renminbi denominated bonds 
have also tended to have a low correlation to other major markets, providing potential 
diversification benefits to investors seeking to reduce portfolio volatility and enhance risk-
adjusted return potential.6 This is especially important in market environments in which 
global assets have tended to move in line with broader risk sentiment.

Also, contrary to many investors’ perceptions, the market liquidity of Chinese onshore rates 
bonds is comparable to, if not better than, that of many major developed and emerging 
markets bonds.7

The bottom line

China’s onshore bond market – too important to ignore?

Yi Hu
Head of Asia Credit 
Research

Freddy Wong
Head of Asia Pacific IFI

https://www.invesco.com/us/404
https://www.invesco.com/us/404
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Q: What are the key indicators you monitor as you formulate investment decisions?
A: First and foremost, we monitor liquidity conditions, not only to gauge the level of interest 
rates, but because they provide information about the People’s Bank of China’s (PBoC) 
monetary stance.

We also watch the evolution of several benchmark interest rates and policy tools, such as 
the repurchase (repo) rate, the deposit-taking institution repo (D-repo) rate, the Shanghai 
Interbank Offered rate (Shibor), the yield on the medium-term lending facility (MLF), yields 
on certificates of deposit and money market funds, the required reserve ratio (RRR) and 
daily injections of liquidity via open market operations (OMO).

Among the market interest rates, the 1-year MLF is now widely considered to be the 
benchmark interest rate in China. Bank loans are priced based on the loan prime rate, which 
is based on the MLF rate. 

The onshore bond market watches daily OMO operations closely since shifts in net 
liquidity injections and withdrawals may be early indicators of a change in the PBoC’s 
monetary stance. Changes in the RRR are also watched carefully since they tend to have a 
significant market impact. The PBoC usually adjusts the RRR when it believes the economic 
environment requires a proactive and impactful monetary stance.

Q: How does financial policy factor into the market’s dynamics and what do you monitor? 
A: The consideration of official policy changes is essential when investing in China’s onshore 
bond market, as they impact both economic fundamentals and market dynamics. Investors 
look for direction from official policy meetings, speeches and sector-level regulations since 
perceived changes in tone have often been followed by tweaks in monetary and/or fiscal 
policies, leading to changes in market performance.

Politburo and State Council meetings take place frequently, providing timely economic 
assessments by top policy makers. For example, at the July 2019 Politburo meeting, 
concerns over an economic slowdown led to a policy emphasis on stabilizing economic 
growth. Monetary and fiscal easing measures soon followed in the third quarter of 2019.

Like investors globally, local Chinese investors also carefully consider wording changes of 
PBoC policy releases to decipher upcoming moves. Transparency has improved around the 
Financial Stability Committee, the PBoC Monetary Policy Committee and financial sector 
regulation in recent years, including timely releases of meeting minutes and policy reports, 
official question and answer sessions and press conferences. These details provide policy 
guidance and clarification specifically geared to the financial sector.
 
Sector level regulation has become important lately. For example, bank lending to the 
property sector has faced tight regulatory oversight in recent years, and loans to small and 
medium sized enterprises have been encouraged through various preferential policies, such 
as targeted RRR cuts and MLF provisions. Most recently, macroprudential assessments 
(MPAs) and regulation of the asset management sector have impacted banks’ interbank 
funding strategies, markets and the economy.

The bottom line (continued)
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1 Source: Wind Financial Terminal, Invesco, data as of Dec. 31, 2018.
2 Source: CCDC, SCH, CEIC Data, Invesco, as of Sept. 30, 2019.
3 Source: China Foreign Exchange Trade System, Invesco, as of Sept. 30, 2019.
4 Source: IMF, Currency Composition of Official Foreign Exchange Reserves Report, Invesco, data as of  

Sept. 30, 2019.
5 Source: Wind Financial Terminal, Bloomberg L.P., Invesco, as of April 30, 2019.
6 Source: Wind Financial Terminal, Bloomberg L.P., Invesco, as of April 30, 2019.
7 Source: Wind Financial Terminal, SIFMA, ECB, AFME, Statistics Canada, JSDA, Asian Development Bank, 

Invesco, data for 4Q 2018 as of Dec. 31, 2018.
8 Source: CCDC, SCH, CEIC Data, Invesco, as of Sept. 30, 2019.
9 Source: Bloomberg L.P. projection, Invesco, as of Jan. 31, 2019.

Q: What is the importance of local investor preferences on market performance?
A: Despite strong inflows from international investors, local investors still dominate China’s 
onshore bond market and they have different preferences. Commercial banks tend to 
prefer government and policy bank bonds.8 This is because banks’ investments involve 
capital charges and rates bonds typically require a significantly lower risk weighting than 
credit bonds. Tax benefits of government bonds have added attractions. Funds and other 
investment products are typically active investors in policy bank bonds, NCDs and credit 
bonds (such as commercial paper and super short-term commercial paper). To be effectively 
positioned in this market, we believe it is essential to understand local investor preferences.

Q: How do you see this market evolving over the next few years?
A: By the end of the index phase-in period at the end of 2020, Bloomberg expects China’s 
weight in the Bloomberg Barclays’ Global Aggregate Bond Index to reach 6.1%, exceeding 
the weights of the UK, Canada and Australia.9

Although public sector investors (such as central banks and sovereign wealth funds) are 
currently the main international investors in this market, we expect global asset managers to 
catch up, especially after major index inclusions.

In our view, inflows are likely to originate from (1) countries whose exchange rates tend 
to move with the renminbi, but with a lower yield environment and (2) countries whose 
international trade and investment flows are increasingly linked with China and, therefore, 
already transacted in renminbi. Government and policy bank bonds currently represent the 
main holdings of international investors, but we believe interest in credit bonds will rise as 
international investors become more familiar with local credit markets, especially regarding 
credit fundamentals and bond pricing.

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

The bottom line (continued)
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Invesco Fixed Income (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 October 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. 




