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As Election Day nears in the United States, investors are looking for clues into what the
outcome might mean for certain sectors and industries. Health care has been a
particular focus, as candidates have pledged to repeal the Affordable Care Act (ACA),
reform drug pricing, expand insurance coverage and make other changes. On Oct. 11,
several of our health care sector experts — from across the US and Europe and
representing various asset classes — discussed the state of the sector today, and what
might be in store for the future.

How has election season affected the health care sector so far?
Derek Taner: We had four years of great performance that was unprecedented. And then on Sept.
21, 2015, at 10:56 a.m., Hillary Clinton sent out a tweet criticizing drug pricing. (Figure 1). From
that point onward, health care has underperformed, which is unusual considering that the market is
being largely led by defensive stocks and health care historically has been a leader in this kind of
market (Figure 2). But while the market clearly didn’t appreciate those comments, I think there are
some other factors that contributed to the sell-off. Many investors were overweight the space before
the tweet and were taken by surprise that drug pricing would be an election issue. Other contributing
factors were a broader sell-off in momentum stocks like biotechnology and growing fear of an interest
rate hike. So there was a whole compilation of things that came together that led to the sell-off.
Elizabeth Bernstein: Mid - and small-cap health care have outperformed every year from 2011
through 2015.1 And from a valuation perspective, we were quite stretched. And so just to quantify
that a little bit, health care overall was trading over two times standard deviation above any type of
historical norm. So, it’s not surprising how quickly — fr om a single tweet let’s just say — that investors
got spooked. The magnitude, of course, is always a little more emphasized within small cap. Health
care within small cap has underperformed 1000 basis points versus the Russell 2000 Growth Index
from Jan. 1 to Oct. 11, 2016.2 Mid-cap underperformance has been a little narrower, and I believe
that’s the case because we have real cash flow — positive cash flow — by which to frame valuation.
John Burrello: Hillary Clinton’s September 2015 tweet caused some uncertainty around drug pricing,
and that has definitely created a jump in hedging costs during that time. This may still be driving the
elevated biotech option prices, which in turn is making the broader health care sector more expensive
to hedge than the S&P 500, which is unusual when we look back at the last 10 years or so.

1 Source: Bloomberg, L.P. Based on the Russell Midcap Healthcare Index versus the Russell Midcap Index, and the Russell
2000 Health Care Index versus the Russell 2000 Index.
2 Source: FactSet Research Systems Inc.
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“Price gouging like this
in the specialty drug
market is outrageous.
Tomorrow I’ll lay out
a plan to take it on.”

Figure 1: A pledge to address drug pricing contributed to a downward turn in biotech
Nasdaq Biotechnology Index from Sept. 18, 2015, to Sept. 29, 2015
4,000

9/18/15

9/21/15

9/22/15

9/23/15

9/24/15

9/25/15

9/28/15

9/29/15

— H
 illary Clinton at 10:56 am
on Sept. 21, 2015, via Twitter
3,500

3,000
Source: Bloomberg, L.P.

Figure 2: After that pledge, health care lagged while defensives in general outperformed
Sector data from Sept. 21, 2015, to Oct. 13, 2016
• Health care lagging in a market led by defensives is unusual
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Given the drop in performance from September 2015, how do equity
valuations look today?
Derek Taner: Figure 3 illustrates the five-year range of the relative forward price-to-earnings ratios
for each sector, as well as for the health care subsectors. It also indicates their five-year average and
current valuations. Overall, the current valuation for health care is under its five-year average and is
in the low end of the five-year range. Within the subsectors, we see that equipment and supplies is
valued at the high end of the range, as it’s perceived to be defensive within health care — it ’s not part
of this discussion around drug pricing, and it’s not part of the ACA exchanges that are also in the
crosshairs. ACA exchanges are health insurance marketplaces where consumers can shop for
coverage. They were mandated by the Affordable Care Act of 2010, but have been the subject of
much controversy over the past six years. On the other hand, the other subsectors, particularly
biotech, are at the low end of the historical valuation, reflecting the concerns in the market.
Elizabeth Bernstein: Looking forward from where we are now in the small- and mid-cap health care
space, valuations are back within the historical band. They’re not cheap, per se, but they’re within an
average. So, that gives me some comfort. I am of the camp that regardless of the election’s
outcome, we can now start shifting into looking at the fundamentals. And so for health care, I think
it’s worth noting that it has low correlation with macroeconomic conditions. And so in a time when
we don’t have macroeconomic certainty, I think that’s one in health care’s court. And then second,
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health care overall — br oadly speaking — is e xpected to show revenue and earnings per share growth
leadership for 2017. So, I also think that’s another reason that fares very well for why we could see
somewhat of a rebound in the sector as we look into year-end and 2017 and enables us to refocus
on health care’s fundamentals.
Stephanie Butcher: In Europe, while the sector has de-rated from its highest levels, it certainly is not
as cheap as we got to in 2010. For the Invesco Perpetual European Equities Team, this is important,
because valuation is our key starting point when evaluating investments. Currently, our team’s
bottom-up stock-picking process would not lead us to an overweight position in European health care.
Figure 3: Most of the health care sector is currently undervalued compared with its five-year range
Sector data from Jan. 31, 2010, to Sept. 30, 2016
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Do you foresee this election leading to major new legislation for the health
care sector?
Derek Taner: Enacting legislation is very difficult, particularly in health care. Multiple special interest
groups, diverging political philosophies and strong lobbying efforts make passing laws difficult. So it’s
important to keep in mind the framework of what we think we’re looking at with the elections. We
believe the House of Representatives is likely to be controlled by the Republicans. In the Senate,
there are 24 Republican seats and only 10 Democratic seats up for election, which means the
Senate is likely to go Democratic. Importantly, neither party is expected to hold 60 Senate seats,
which would facilitate bringing bills to the floor. This is important to understand: If anything’s going
to get done, you’re going to need bipartisan support because the Congress is probably going to be
split. It’s difficult to turn a bill into law. I think that gets lost — ho w difficult it is to get anything done
legislatively in the United States.
How the Invesco Global Health Care team views the presidential election
While there are no guarantees that the candidates’ stated platforms will come to pass, these are the items that
Derek Taner and team will be watching closely after the election.
If Hillary Clinton wins:
• 	Drug pricing action could weigh on pharma,
biotech, specialty pharma and distributors.
• 	Generic drugs could benefit from increased
approvals.
• Hospitals could benefit from increased access.
• 	Life sciences tools could benefit from increased
funding.
• Mega-mergers and inversions could be hampered.

If Donald Trump wins:
• 	His health care agenda looks uncertain, at present.
• 	Drug pricing could become a topic, which has not
historically been the case with a Republican
president.
• 	He could look to repeal the Affordable Care Act.
• 	Repatriation could spur more domestic M&A.
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Has health care historically performed better under Democratic or
Republican presidential administrations?
Derek Taner: Historically, no matter which party was in the White House, health care generally
outperformed in the long term (Figure 4). Starting in 1985, Republican administrations presided
over an average annual performance of 11.1% f or the health care sector, as seen in the chart below,
which represents 5.7% in outperf ormance over the S&P 500 Index. Democratic administrations
presided over an 18.1% a verage annual return for the S&P Health Care Index, which represents
4.4% in outperf ormance over the broad market. Short-term performance, however, can be impacted
negatively if there’s some major health care initiative by the federal government that leads to market
uncertainty, and some of these initiatives are highlighted in the margins of Figure 4.
Figure 4: Health care’s long-term outperformance over the market has been nonpartisan
In the long term, the sector has outperformed the S&P 500 Index under both parties, while short-term performance has been impacted by
major new health care initiatives
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Looking through the lens of the high yield bond market, where are you
seeing the most volatility in the health care sector?
Michael Kelley: Two of the more volatile subsectors in the US have been specialty pharmaceuticals
and the hospitals. Looking at specialty pharmaceuticals, at today’s levels, these names are still cheap
for the rating. But now with all the controversy we have with price increases, the companies are no
longer able to aggressively raise prices and are also seeing an increase in generic competition with
the US Food and Drug Administration (FDA) approving applications more rapidly than it has in the
recent past. So, given that backdrop, many of the companies are left with high levels of debt, and the
market is really concerned with a couple of things. The first: Will we continue to see further price
erosion in the near term? And then two: What’s the asset coverage on the debt now that the growth
has come way down? What’s the ultimate durability of the portfolio? On the positive side, most of the
drugs offered by these firms do generate decent free cash flow, and the companies are now focused
on debt reduction.
1 Before 1990, health care performance is measured by a Morgan Stanley created proxy index.
4

Regarding drug prices, given that most of these high yield companies are not at the forefront of
innovation, they will likely remain in the crosshairs of the pricing controversy, not only from
legislators, but from industry self-policing as well.
Moving to hospitals, most of the large public hospitals, and then some of the for-profit private
hospitals, all issue in the high yield market. So, it’s a fairly large part of high yield health care. If we
look at the higher-quality bonds, the double-B hospitals are trading roughly in line with where they
have historically. For the lower-quality bonds, this segment has really been dominated by companyspecific issues, with major companies increasing leverage to make acquisitions.
To sum it up for hospitals, we haven’t seen spread widening across the board due to elections per se,
but more due to company-specific issues and the fact that the ACA tailwinds, mainly Medicaid
expansion, are now fading. I would say, though, that we aren’t pricing in a Clinton victory, either,
which should be positive for hospitals assuming that Medicaid expansion will continue and the ACA
stays in place down the road.

How do exchange-traded funds affect pricing in health care stocks?
Peter Hubbard: There are 50 exchange-traded funds (ETFs) with 100% e xposure to the health care
sector, either broadly or through health care sub-industries and specific themes, and 49 of them are
passively managed.1 So what can ETFs tell us about the health care sector? Over the past year,
health care ETFs have seen negative performance and outflows commensurate with the current
downturn in the sector overall.1 ETFs are often blamed for driving price action in the underlying
stocks, but given that ETF assets are only 1% o f the health care market,2 we believe it is more
accurate to say that ETFs can be the leading indicators of price movement rather than a mechanism
for price manipulation. When we look at the current health care ETF market as we move into the
November elections, we are not seeing much in the way of positioning. Short interest remains low in
the largest ETFs, and shares outstanding have leveled off at this point in the year.

In the options market, are conditions much different today than they were
during the 2012 US election?
John Burrello: Like 2012, we can now see heightened uncertainty around the elections manifested
in equity option pricing. This time, however, the ratio of the health care sector to the S&P 500
implied volatility is actually 20% higher than it w as in 2012, potentially driven by drug pricing
uncertainty in biotech.3 By Nov. 11, option markets expect a move of about 4% f or the S&P 500,
which is roughly in-line with historical averages — o ver a one-month period, a one standard deviation
move for the S&P 500 has been slightly over 4% when w e look at that long term.3 The option
markets are pricing in about a 4.5% mo ve for the broad health care sector, and a 9% mo ve for
biotech by the end of the election week.3 If there were no kink in the volatility curve though, the
biotech sector would only be expected to move by approximately 7.5%. 3 So, there’s a 1.5% pr emium
in terms of the expected risk around the election in biotech specifically. We know that uncertainty
and volatility are generally not good for stocks. So if the post-election outlook for health care is less
worrisome than expected, we should see hedging costs become cheaper for health care stocks, and
maybe even some relative recovery in biotech.

Has the US election impacted the European perspective on health care?
Stephanie Butcher: For the Invesco Perpetual European Equities team, valuation is our key starting
point from an investment perspective. So we were very overweight in the sector in the 2009/2010
period, and then went quite heavily underweight by 2015 with the sector having at that point
reached close to a 25% pr emium to the European market. Now with recent moves and the de-rating,
a number of the portfolio managers on the team are beginning to get intrigued again, and we’re
actively kicking the tires on the sector. We’ve generally been underweight a lot of the long-duration
defensive assets, which obviously have re-rated on the back of the general scarcity of growth. But we
feel that that’s gone too far now, and the very tight correlation to US Treasuries and German bunds
is making us concerned. But pharma is the one defensive grouping that has really underperformed
and hasn’t participated. So, it is piquing interest.

1 Source: Bloomberg, L.P., as of Sept. 30, 2016
2 Sources: Bloomberg, L.P. and the Financial Times, as of October 2016
3 Source: Bloomberg, L.P., as of Oct. 7, 2016
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We’re being told by most that the de-rating in the sector is a function of the presidential election,
with the Clinton tweet as an example. I think it was exacerbated by positioning at the time. The
sector was very over-owned and well-loved, certainly in the European context. I guess what we’re
tackling and trying to get comfortable with is whether this is just a classic election cycle swoon, and
do we get our bounce post the election, or is this something different? Is this about US pricing
pressure genuinely stirring, which clearly would impact growth and have ramifications for multiples?
Opinions expressed are as of Oct. 11, 2016, are based on current market conditions, and are subject to change without notice.
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Important information
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 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.
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