Investment Insights

US Senior secured loan market:
2016 review and 2017 outlook

The US loan asset class has delivered a more attractive Sharpe Ratio than other credit investing opportunities and
we expect this dynamic to persist in 2017
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Entering 2017, senior secured loans present an attractive allocation opportunity amid supportive
overall credit conditions for borrowers and the benefits that should accrue to owners of floating rate
instruments during periods of rising interest rates. As shown in the chart below, loans have provided
a combination of strong current income with relatively low volatility given their defensive position in
the capital structure and short duration. The asset class delivered strong performance versus our
expectations in 2016, providing investors with favorable absolute and volatility-adjusted returns of
9.88%.1 The year was broadly characterized by a “risk-on” tone following a brief period during the
early months in which market fears over global risks carried over from the back half of 2015. Post
mid-February, concerns over the impact of slower Chinese growth abated, alleviating pressure on
commodity prices and ushering a period of loan price appreciation. As has been the case throughout
the post-Global Financial Crisis era, volatility in loans was relatively muted as their senior secured
status helped absorb short bouts of uncertainty while the floating rate feature of the asset class
insulated loans from the pressure felt by longer duration assets late in the year once interest rates
began to rise.
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Source: JPM Leveraged loan Index, JPM US HY Bond Index and JPM US Aggregate Bond Index as of Sept. 30, 2016. Past
performance is not a guarantee of future results. An investment cannot be made in an index. Returns stated are total returns.

1 Credit Suisse Leveraged Loan Index as of Dec. 31, 2016.

Loans remain defensively positioned compared to fixed rate alternatives with respect to interest
rates. We believe the key factors which influence rates will continue to be supportive in 2017–
accommodating macro conditions including healthier economic growth, low unemployment, and
slowly mounting inflation. Based on those factors, along with the fiscal policy pronouncements of
president-elect Trump, which broadly indicate higher levels of spending and inflation, we anticipate
that the path to interest rate normalization will continue through 2017 at a measured pace. As rates
trend higher, loans stand to benefit as LIBOR floors increasingly fall away. However, the freely
callable nature of loans allows for issuers to reprice and refinance at lower spreads in strong market
environments, a dynamic that played out during the back half of 2016.
Following Trump’s election, the prospects for deregulation, tax reform, and higher fiscal spending
may coalesce to support the corporate earnings environment in 2017. We anticipate that the
supportive economic backdrop, recent efforts by issuers to refinance debt to extend maturities and
lower spreads, and a gradual pace of interest rate normalization will also contribute to a continued
benign default environment for below investment grade corporations. With the average loan price at
98.491 and the median prices above par, we anticipate return potential for the asset class of 4-5% in
2017.2 We believe strong current income will drive returns, although price appreciation should be
limited given that much of the market is bid at or above par as shown in the chart below.1
Most of the US loan market is currently bid above par
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% 0-$60

$60-$80

$80-$90

$90-$100

>$100

80
68.31

70
60
50
40
30

24.06

20
10

0.91

2.21

4.50

Source: S&P LCD, loans represented by the S&P LSTA Leveraged Loan Index, as of Dec. 31, 2016.

Fundamentals

Given the anticipated action from US Fed policymakers, we expect interest rate risk to be a primary
focus in capital markets during 2017 as less credit sensitive asset classes have significant exposure
to rates. For US loans, however, credit/default risk is always at the forefront. Credit fundamentals
remain stable heading into 2017 as economic growth has accelerated in the back half of this year
and issuers have lowered interest costs and extended maturities. For an event of default to occur, a
company either must be unable to service its debt or be unable to refinance its debt at maturity.
Following a wave of refinancings in 2016 which both lowered interest costs and extended near term
maturities, those risks have been broadly reduced. As shown in the chart below, issuers are currently
operating with a significant earnings cushion and have the ability to absorb either higher interest
expense or short lived weakness in earnings, with EBITDA significantly exceeding interest expense.

1 S&P LCD and Invesco as of Dec. 31, 2016
2 The anticipated return is not guaranteed

Default expectations are benign as companies are operating with a significant earnings cushion and a
dearth of near-term maturities
Cash flow multiples of new issue loans
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Prior to 2011, media and telecom deals were excluded. There were too few deals in 1991 to form a meaningful sample.

Pockets of credit weakness remain in the US loan market, but are mainly isolated to commodity
sectors, which have dominated the default landscape, as well as borrowers exposed to shifting trends
at retail. The current trailing twelve month default rate of 1.58% remains below the historical
average of 3.1%.1 For 2017, there are few immediate catalysts for the default rate to move
meaningfully higher, and we expect the default rate to be approximately 2.3%.

Technicals

Technical conditions were a tailwind throughout most of 2016 and expectations are for them to stay
supportive in 2017. During the year, supply net of refinancing and re-pricing transactions remained
relatively light while demand accelerated across the spectrum as net inflows from commingled funds/
SMA’s, CLO’s, retail mutual funds, and ETFs were substantially positive. Technicals strengthened in
the concluding months of the year as CLO demand ramped up – as shown in the chart below, 2016
CLO issuance of $111.7 billion matched 2015 levels and exceeded both our 2016 expectations and
long term averages. Expectations for next year are that CLO issuance will continue normalizing with
roughly $60-70 billion of issuance as regulations that require CLO managers retain ownership in
each transaction continues to modestly impact deal formation.2 We expect CLO issuances, as well as
demand from institutional accounts, to remain the cornerstone of the loan investor base.
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1 S&P LCD and Invesco as of Dec. 31, 2016. Historical average period is January 1998 through December 2016.
2 Morgan Stanley 2017 US Credit Outlook
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US CLO Issuance is expected to slow but should remain ahead of long term averages

The second half of 2016 recorded significant inflows from retail mutual funds, a reversal from the
prior two years. The loan asset class attracted retail inflows of $13.3 billion in the second half of the
year, bringing 2016 total inflows to $6.9 billion.1 We expect the recent trend of inflows to continue
as investors seek the diversification benefits2 provided by the loan asset class during a period of
rising interest rates.
Overall as we look forward to 2017, we believe senior secured loans are poised to continue delivering
attractive risk-adjusted returns given a favorable technical backdrop and healthy overall fundamental
credit conditions. Importantly, loans are well positioned for the long awaited start to the
normalization of interest rates compared to other asset classes. In previous periods of upward shifts
in the yield curve, loans have outperformed high yield and investment grade bonds on average – with
defaults expected to remain low, we anticipate this strong performance to continue.
Post 1994, US senior secured loans had positive returns in all periods when the 5-year Treasury yield
increased by 70 bps or more.
Asset class performance when 5-yr. treasury yields rose 70 bps or more in 3 months
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Source: J.P. Morgan, S&P LCD as of December 20th. US equities represented by the S&P 500, US high grade bonds by BBG
BARC US Corporate Credit Index, US high yield bonds by BBG BARC US High Yield Index and US leveraged loans by the S&P
LSTA Leveraged Loan Index. Returns stated are total returns.

1 J.P. Morgan as of Dec. 31, 2016
2 Diversification does not guarantee a profit or eliminate the risk of loss.

Important Information
All data provided by Invesco unless otherwise noted. All data is US dollar and as of December 31, 2016, unless otherwise noted. Most senior loans are made to
corporations with below investment-grade credit ratings and are subject to significant credit, valuation and liquidity risk. The value of the collateral securing a
loan may not be sufficient to cover the amount owed, may be found invalid or may be used to pay other outstanding obligations of the borrower under
applicable law. There is also the risk that the collateral may be difficult to liquidate, or that a majority of the collateral may be illiquid.
Compared to investment grade bonds, junk bonds involve a greater risk of default or price changes due to changes in the issuer’s credit quality. Diversification
does not guarantee a profit or eliminate the risk of loss.
This document is written, unless otherwise stated, by Invesco professionals. The opinions expressed herein are based upon current market conditions and are
subject to change without notice. This document does not form part of any prospectus. This document contains general information only and does not take into
account individual objectives, taxation position or financial needs. Nor does this constitute a recommendation of the suitability of any investment strategy for a
particular investor. While great care has been taken to ensure that the information contained herein is accurate, no responsibility can be accepted for any
errors, mistakes or omissions or for any action taken in reliance thereon. Opinions and forecasts are subject to change without notice. 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. Neither
Invesco Ltd. nor any of its member companies guarantee the return of capital, distribution of income or the performance of any fund or strategy. Past
performance is not a guide to future returns. This document is not an invitation to subscribe for shares in a fund nor is it to be construed as an offer to buy or
sell any financial instruments. As with all investments, there are associated inherent risks. This document is by way of information only. Asset management
services are provided by Invesco in accordance with appropriate local legislation and regulations.
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.

