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China's Belt and Road Initiative (BRI) reflects the change in the country’s
economic model to point to more outbound direct investments across
Asia, Europe, the Middle East and Africa (EMEA) and their adjacent seas
(the ‘B&R region’). In response, other major economic powers are
increasing their direct investments in the region, too. This competition
means higher capital inflows and long-term fixed income investment
themes have arisen. It is hoped that it will also improve governance, which
would be structurally positive for some Belt & Road countries. A focus on
environmental, social and governance (ESG) factors can help investors
mitigate risks.

1. Geopolitical background

First announced in 2013 by the Chinese government, the Belt and Road (B&R) Initiative became
part of the constitution of the Chinese Communist Party in October 2017. This was an
outstanding move and indicates the importance of this initiative to China. The initiative
promotes the land and sea connectivity between Asia, Europe, the Middle East and Africa.

According to the so-called ‘Vision and Actions on Jointly Building Silk Road Economic Belt and
21st-Century Maritime Silk Road' that was jointly issued by the National Development and Reform
Commission, Ministry of Foreign Affairs, and Ministry of Commerce of the People’s Republic of
China (PRC), the BRI is a systematic initiative and significant development strategy launched by
the Chinese government. It aims to promote land and sea connectivity along Asia, Europe, the
Middle East and Africa (EMEA) and their adjacent seas (“the B&R region”) to establish and
strengthen economic partnerships and cooperation along these regions. The aim here is for win-
win cooperation that promotes common development and prosperity.
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“Through the B&R Initiative,
China aims to transform its
export-oriented economic
model into one that focuses
more strongly on services,
consumption, innovation,
high-tech and higher value-
added manufacturing.”

Connecting Asia, Europa and Africa

The B&R region runs through the continents of Asia, Europe and Africa. It connects the vibrant
East Asian economic area and the well-developed European countries and encompasses countries
with huge potential for economic development.

The Silk Road Economic Belt focuses on bringing together China, Central Asia, Russia and Europe.
It links China with the Persian Gulf and the Mediterranean Sea through Central Asia and West
Asia, and it connects China with Southeast Asia, South Asia and the Indian Ocean.

The 21st-Century Maritime Silk Road is designed to go from China'’s coast to Europe through the
South China Sea and the Indian Ocean via one route, and from China's coast through the South
China Sea to the South Pacific via the other.

Key component of China's new economic growth model

China has been very successful with its export-driven economic growth model since it started
opening up its economy in 1978. This model required the country to import large quantities of
raw materials such as iron ores via sea routes from far-away places such as Latin American
countries to supply its factories concentrated in the eastern and southern coastal provinces. The
manufactured products were then exported to the rest of the world.

This export-driven economic growth model is no longer working well for China for several reasons.
Firstly, it has resulted in major economic imbalances, with wealth and income inequality between
its western, south-western, north-eastern and coastal provinces. Secondly, there are many
substandard factories in the country, which are a cause of significant pollution. Thirdly, over-
capacity in some industries such as steel and metals has led to trade tensions with the US and
other developed countries. Furthermore, China has to rely heavily on shipments via sea routes for
both raw material imports and the export of goods, making it subject to risks around sea-route
security. China's ageing population has also been making the labor-intensive manufacturing driven
economy less sustainable, driving the Chinese government to change its economic growth model.

The region is expanding

Through the B&R Initiative, China aims to transform its export-oriented economic model into one
that focuses more strongly on services, consumption, innovation, high-tech and higher value-added
manufacturing. During the transformation period, China will relocate raw-material- and labor-
intensive factories to the B&R region to make use of the young workforces and natural resources
available in particular countries, such as Indonesia and Vietnam. These new factories in the B&R
region may be more advanced than the outdated factories in China that produce high levels of
pollution. The Chinese capital (mainly from state-owned enterprises) has increasingly been investing
in commodities projects, infrastructure construction such as power plants, ports, railways,
highways, airports, wireless telecommunication towers and gas and oil pipelines.

It appears that the Chinese authorities are keen to increase trade by improving infrastructure in the
B&R region, amid escalated trade tensions with the US. The improved land transportation routes
with Southeast Asian countries, Europe via Central Asia, and the Middle East via South Asia will
mean the western and south-western parts of China will benefit from a rebalancing of economic
activities, helping to address the economic imbalances between coastal and inland regions.

The BRI has been expanding since its inception. At the end of June 2018, 75 countries were
included in the BRI. By mid-October of the same year, there were 117, including some in Africa.t
The total value of China’s outward direct investment and construction contracts has risen from USD
122.9 billion in 2011 to USD 270.6 billion as of 2017 (Figure 1). We expect China to continue to
invest USD 150 to 200 billion in the form of direct investments in the B&R region per year.

Figure 1: China's outward direct investment and construction contracts (2011-2018)
(in USD billion)
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Source: American Enterprise Institute, data as at 31 December 2018.
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“We see the increasing
competition for influence
among China and other
economic powers is positive
for the countries in the B&R
region in terms of more
availability of capital and
funding sources.”

US, EU, and other major economic powers compete with China

To counter China's ambitious overseas plans, major economies such as the United States, the EU,
the United Kingdom and Japan have announced more direct investments in the Belt and Road
region.

In October 2018, the US Congress passed a bill to create a new USD 60 billion agency to focus
the US federal government's efforts on lending money to developing countries for infrastructure
projects. The new unit, called the International Development Finance Corporation (IDFC),
consolidates several other American agencies that work on international development. The aim is
to incentivize private-sector investments in emerging economies. The creation of the IDFC comes
amidst protracted trade tensions between the US and China. In the US, backers of the bill to
create the IDFC argued that US lending in general should be more efficient to keep up with
China's increasing investment throughout the world.

In addition, as part of Trump's “Indo-Pacific Economic Vision", the United States has committed
itself to investing USD 113 million in new technology, energy and infrastructure initiatives in
emerging Asian countries. This was announced by Secretary of State Mike Pompeo in late July
2018. Initial agreements have already been signed. In addition to this, the United States has also
signed a USD 350 million investment deal with Mongolia to develop new sources of water.

In September 2018, the European Commission proposed funding EUR 60 billion for the European
Union's External Investment Plan to enhance connectivity between Europe and Asia. The UK has
indicated its vision of making the UK the biggest G7 country to invest in Africa by 2022. Japan
has been competing with China in Southeast Asia for infrastructure projects. Saudi Arabia, UAE
and India are providing countries along the Belt and Road region with capital support to stay
relevant. And the list goes on...

We see the increasing competition for influence among China and other economic powers as
positive for the countries in the B&R region in terms of more availability of capital and funding
sources. The transparency and effectiveness of infrastructure projects and governance of
countries in the B&R region may also improve, especially when the voters, politicians and
government officials in less developed countries in the B&R region can choose their sources of
capital, joint-venture partners, business investors and contractors among China and its
competitors.

2. Economic scope

Asian Development Bank (ADB) estimates that the Asia-Pacific region will require an average of
USD 1.7 trillion per year of additional infrastructure investment, while Global Infrastructure Hub, a
G20 Group initiative, estimates that investment of USD 621 billion by 2030, and a total of USD 2
trillion between 2018 and 2040, is necessary to meet the demands of Africa's growing populations
and economies. This huge potential represents structural and long-term investment themes under
the banner of the Belt and Road Initiative, no matter whether the capital and expertise transfers
come from China or competing countries.

3. Investment themes
We have identified five concrete themes that we find especially interesting for investors. Given the
scope of the initiative, we believe there will be more themes to evolve.

Improving financial strength

The countries in the B&R region that receive strong capital inflows and are able to turn them to
sustainable and productive uses will tend to improve their sovereign credit profiles and credit
ratings.

If the capital inflows of a country in the B&R region result in productive factories, sustainable
commodities, effective infrastructure, high-yielding agriculture, etc., its job market, government
revenues and budget balances will tend to improve. Increased inter-regional connectivity among
these countries will also help boost their trade volumes, leading to rising exports and trade
surpluses.

We expect selected countries in the region to improve their solvency and liquidity factors, leading to
sovereign credit rating upgrades in the next few years. The sovereign credit rating upgrades may
extend to quasi-sovereign agencies, policy banks, state-owned or state-controlled enterprises and
even to big corporations in these countries. As such, we expect their funding costs and hence credit
spreads may improve, bringing capital gain potential in their bond prices.
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“Bonds issued by information
technology companies are in
a position to gain from
infrastructure enhancement
and business momentum.”

Mongolia in Asia and Ghana in Africa are two good examples. Both countries have been receiving
strong capital inflows - not only from China, but also from other economically powerful countries
like the US. In addition, both Mongolia and Ghana are able to put capital inflows to sustainable and
productive uses, resulting in improving sovereign credit profiles. Hence, Mongolia's sovereign credit
rating was upgraded to B by Fitch in July 2018 and by Standard and Poor’s in November 2018.
Ghana's sovereign credit rating was also upgraded by Standard and Poor's in September 2018.
Mongolia and Ghana's sovereign, quasi-sovereign and corporate bonds have been out-performing
their Emerging Market and Asian peers.

Expanding infrastructure
The development of more efficient railways, highways, ports, airports and telecommunications in
the B&R region will facilitate the transport of goods and passenger traffic.

The continued expansion of transportation networks is good news for selected transportation
companies, exporters, manufacturers, real estate developers and governments in the B&R region.
This will also indirectly benefit companies in related industries, such as local banks and insurance
companies that engage in trade finance and accident insurance.

Rail transport is becoming increasingly important for trade between Europe and China as the latter
promotes industrial hubs in cities further inland in its territory. For example, a new freight train
service linking Chengdu, an inland city in south-western China, to Vienna, Austria, came into
commercial operation in 2018. It takes 10 to 13 days to transport electronic products from
Chengdu, an important industrial area in China, to Europe, with the flow in the opposite direction
including automobiles, machinery and consumer food products. Most cargo shipments currently
travel by sea. Transportation by train is much quicker compared to sea-route shipments from the
coastal parts of China to Europe. Improved transport and access will boost economic growth,
manufacturing activities and real estate developments in inner China. The railway also benefits the
economies of countries such as Russia, Kazakhstan, Belarus and Poland, which it runs through.

In addition to transportation, telecommunications are an important part of infrastructure. In most
of the developing countries in the B&R region, digital infrastructure is underdeveloped and internet
penetration rates are low. This starting point provides many opportunities for companies focusing
on mobile communications equipment, fixed-line broadband upgrades, internet data centers (IDC)
and other related areas to expand business and implement advanced technology within the region.
As the development of the information technology industry varies in each country, companies with
a competitive advantage can implement a niche market strategy and expand their profit margins.
Bonds issued by these companies are in a position to gain from infrastructure enhancement and
business momentum. Elsewhere, Chinese companies have also been working on digital
infrastructure in BRI markets. China Telecom plans to invest USD 15 billion in Africa on
telecommunications infrastructure, for example.

Energy, commodities and agricultural products
China has been expanding and diversifying its sources of energy, commaodities, and agricultural
product imports in the B&R region.

The BRI builds a mutually complementary relationship that facilitates production and exports of
energy and commodities within the region. China is increasing direct investments in oil and gas
mines, pipelines and storage facilities in the region through a variety of channels such as turnkey
projects, joint ventures, subsidiaries, co-investments and leasing. Rising production and exports in
the energy and commodity sectors may contribute to an increase in GDP and employment in
selected countries in the B&R region. We believe the sovereign credit profiles and ratings of these
countries will improve and have a positive impact on their sovereign bonds. Quasi-government
agencies, policy banks and state-owned enterprises may also tap into the growth potential, so their
bond prices will likely appreciate.

Some Asian and emerging market countries in the B&R region are short of domestic steel
production capacity. With the implementation of the BRI, the demand for steel will rise. According
to the Financial Times, the B&R infrastructure projects will lead to additional demand for 15 million
tons of steel per year over the next 10 years. The Chinese government is encouraging Chinese
steelmakers to “go global” and set up new steel plants in Southeast Asia-Pacific, Central Asia and
Africa in the B&R region while demolishing sub-scale and environmentally substandard steel plants
in China in order to help ease air pollution within the country. New plants in the B&R region will be
more economically efficient than sub-scale plants in China as they will enable transportation costs
to be saved. These plants may be closer to iron ore mines and/or infrastructure construction sites.
New plants may also help stimulate local job markets and consumption sectors in selected areas of
Southeast Asia-Pacific, Central Asia and Africa.
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“We are positive on the food,
leisure, banking, insurance
and real estate sectors in
both developing and
developed countries in
Europe and Asia.”

Huge potential for steel production in B&R countries
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Source: Financial Times, World Steel Association 2016 Data, INVESCO, data as at 31 December 2016.

The B&R's infrastructure projects may drive a total of 500 million tons of cement demand per year
over the next five years, according to the Chinese Ministry of Industry and Information Technology.
We expect more cement plants to be set up in the B&R region to capture new business
opportunities.

Potential growth in the agriculture sector in countries in the B&R region is noteworthy as their
agriculture land usage and efficiency are low. For example, Kazakhstan has more than 30 million
hectares of arable land available, but only half of it is planted. In light of this, China's rich
experience in production and application of technology in soil improvement, drip irrigation, crop
cultivation and agricultural fertilization could help these countries to produce and export
agricultural products.

According to the Director-General of the United Nations Food and Agriculture Organization,
“Agriculture is a crucial sector. It accounts for more than 25% of GDP, as well as for more than 40%
of employment in developing countries in the B&R".

Local consumption

The persistent capital inflows into the BRI region mean more job opportunities. According to a
former Chinese top official, the BRI has created more than 200,000 jobs for those living in BRI
countries between 2014 and 2017.2 With improving job markets and rising household incomes, the
demand for consumption goods and services in the region is on a structural uptrend.

We are positive on the food, leisure, banking, insurance and real estate sectors in both developing
and developed countries in Europe and Asia. For example, a certain French food and beverage
company has been generating more than 60% of its total revenue from the Belt and Road region.

Modernizing economic corridors

According to a joint statement issued by the National Development and Reform Commission, the
Ministry of Foreign Affairs, the Ministry of Commerce of the PRC and State Council authorization
dated 28 March 2015, the BRI focuses on six international economic cooperation corridors
connecting China with Asia, Europe and Africa. We expect more favorable policies to be rolled
out in areas of China to support developments in these six economic corridors.

Economic corridors Areas of China benefiting

1. The New Eurasia Land Br|dge Economic Corridor Xinjinag, Lanzhou, Lianyungang,
(a railway connecting China, Kazakhstan, Russia, Jiangsu, Henan, Gansu, Shaanxi,
Belarus, Poland, and Germany) Ningxia

2. China-Mongolia-Russia Economic Corridor Inner Monoglia, Heilongjiang, Jilin,

Liaoning, Beijing

3. China-Indochina Peninsula Economic Corridor Guangxi, Yunnan

4. China-Central Asia-West Asia Economic Corridor Xinjiang

“é:m(fhina-Pakiﬂsut'é‘ﬁ Econor'r‘{i“cmCorridor """""""""""" Kashgar, Xinjiang

6. Bangladesh-China-India-Myanmar Economic Corridor Yunnan

Source: HKTDC Research “The Belt and Road Initiative” dated 17 September 2017.
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“We believe systematic
considerations of ESG factors
in both country selection in
portfolio construction and
corporate credit research
will help mitigate
investment risk in Belt and
Road fixed income markets.”

For example, improving land-route transportation with Southeast Asian countries, Europe via
Central Asia and the Middle East via South Asia will mean that inland areas, especially the
western and south-western parts of China, will benefit from a rebalancing of economic activities,
helping to address the economic imbalances between coastal and inland regions. The western
and north-eastern parts of China will become energy hubs as China imports increasing amounts
of energy via gas and oil pipelines connecting these areas to Central Asia and Russia respectively.

4. Investment opportunities

While equity and private investment opportunities are available in the Belt and Road region, we
see uniqueness in fixed income markets in the region. On a top-down basis, we see country
selection as one of the most important factors for investing in developing countries. This is
because the first round of benefits would usually go to the sovereign credit profile, then trickle
down via quasi-sovereign entities, policy banks, commercial banks and state-owned enterprises,
before reaching private enterprises. While sovereign governments, quasi-sovereign entities and
policy banks usually have bonds available for trading in fixed income markets, they do not issue
equity securities. Also, only some state-owned and private-owned enterprises have listed equity
shares traded on stock exchanges, while most have issued bonds that are traded on fixed income
markets.

Focusing ESG factors can help to mitigate risks

We believe systematic considerations of environmental, social and governance (ESG) factors in
both country selection in portfolio construction and corporate credit research will help mitigate
investment risk in Belt and Road fixed income markets. By filtering out the worst-in-class
sovereign and corporate bond issuers, we aim to avoid countries and companies that may run
into ‘debt traps’, major corruption and social and environmental issues.

1 Be wary of spending on the Belt and Road", American Enterprise Institute, Nov. 14, 2018. Retrieved on Jan. 7, 2019.
2 “B&R adds 200,000 foreign jobs", China Daily, Jan. 20, 2018.
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Risk Warnings for the Invesco Belt and Road Debt Fund

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. Debt
instruments are exposed to credit risk which is the ability of the borrower to repay the
interest and capital on the redemption date. Changes in interest rates will result in
fluctuations in the value of the fund. The fund uses derivatives (complex instruments) for
investment purposes, which may result in the Fund being significantly leveraged and may
result in large fluctuations in the value of the fund. As a large portion of the fund is invested
in less developed countries, you should be prepared to accept significantly large fluctuations
in the value of the fund. Investments in debt instruments which are of lower credit quality
may result in large fluctuations in the value of the Fund. The fund may invest in a dynamic
way across assets/asset classes, which may result in periodic changes in the risk profile,
underperformance and/or higher transaction costs.
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