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Global macro strategy

Hedging US dollar assets against currency risk cheaper,
but not for long
The cost to non-US investors of hedging US dollar assets against currency risk has
fallen, but likely to bounce back
In October 2016, we highlighted a rise in currency hedging costs faced by non-US investors
seeking yield in US markets. Since then, this trend has reversed. Decreased foreign
investment, combined with a supply/demand imbalance in US short-term fixed income
markets, has caused hedging costs to revert to more normal levels in recent months.
This reversal portends a potential upswing in global demand for US assets. That said, we
believe current lower hedging costs will be short-lived and will likely rise again, as long as
non-US monetary policy remains easy and excess savings (in the form of high global current
account surpluses) continue to search for yield.
Impact of the “basis”
Theoretically, the cost of hedging using a currency forward consists only of the interest rate
differential between two currencies. In reality, however, the cost of hedging is driven by two
factors: the interest rate differential and the supply of and demand for a currency. The cost
component associated with currency supply and demand is called the “basis.” For example,
stronger demand for US dollars (or less supply) typically leads to a wider basis and a more
expensive hedge for the non-US investor.

Global macro strategy (continued)

Why have hedging costs fluctuated?
During 2016, ultra-low global bond yields drove strong demand for US assets and hedging
instruments, pressuring both the basis and hedging costs higher. The higher cost of hedging
ultimately worsened the economics of buying US assets, driving non-US investors away.
In October 2016, for example, 10-year US Treasuries hedged back to Japanese yen (using
3-month forward contracts, annualized) yielded nearly the same as 10-year Japanese
Government Bonds (JGBs).
Figure 1: Yields on hedged US Treasuries versus Japanese government bonds
• 10-year US Treasury hedged to Japanese yen (3-month forwards, annualized)   
• 10-year Japanese government bond
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Source: Bloomberg L.P., Invesco, data from Dec. 31, 2003 to April 20, 2017. Past performance is not a
guarantee of future results.

Over the past three months, however, reduced hedging costs have helped widen the US
Treasury-JGB yield gap to 74 basis points, as shown in Figure 1. Hedging costs have fallen
for several reasons. First, elevated hedging costs had made US markets look increasingly
unattractive to non-US investors, resulting in decreased demand for hedging instruments
and a resulting decline in the basis. Market volatility after the US election and looming
uncertainty over President Trump’s policy agenda likely reinforced this dynamic.
Figure 2: Monthly Japanese net purchases of foreign debt
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Source: Japanese Ministry of Finance, data from April 1, 2005 to March 1, 2017.
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Global macro strategy (continued)

Second, a combination of factors, including US money market reform and the US debt
ceiling debate, created a supply/demand imbalance in short-term US Treasuries, causing
them to appear rich relative to other short-term investments. US-based short-term
investors, instead, turned to the foreign exchange forward markets in search of investment
alternatives. By supplying US dollars up front and buying US dollars forward (i.e. by taking
the opposite side of foreign currency hedges), US investors have helped alleviate pressure
on foreign exchange forwards, reducing the basis.
Read more about hedging
global portfolios in Getting
familiar with global portfolio
hedging and Currency hedging:
a simple roadmap.

The direction of the basis and its impact on markets
We believe the above dynamics will likely have a temporary softening impact on the basis.
However, as the near-term effects of money market reform and the debt ceiling debate
dissipate, we would expect the basis to widen toward levels seen at the end of last year.
Additionally, as long as negative interest rates and accommodative monetary policy persist
outside the US, we would expect more attractive hedging costs to draw non-US investors
back to US asset markets in search of yield, pressuring the basis wider. Over the medium
term, positive global growth coupled with higher hedging costs should shift global demand
toward non-US assets. This could take pressure off of US Treasury yields, allowing them to
rise as the Fed tightens monetary policy.
James Ong, Senior Macro Strategist, Noelle Corum, Macro Analyst
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Global macro strategy (continued)

Interest rate outlook

US: We are constructive on global growth and believe it will exceed market expectations.
Although we expect two more interest rate hikes in 2017, the US Federal Reserve (Fed)
has made it clear that it does not intend to tighten policy in a way that disrupts financial
markets. Therefore, we expect global growth, and any non-US central bank responses, to be
the primary drivers of US rates going forward. In the near term, geopolitical uncertainty is
providing support for US Treasuries.
Europe: The risks around the French elections have decreased tremendously following the
comfortable Macron victory in the first round and polls indicating a likely substantial lead
over Le Pen in the runoff on May 7. At the same time, data out of Europe continue to be
solid and resilient to political risks. Given the French election’s market-friendly outcome, we
expect a renewed focus on fundamentals and European Central Bank (ECB) watching going
forward. As post-election short covering winds down, we would expect European core yields
to resume their upward trend and peripheral spreads versus German bunds to widen again.
China: The onshore Chinese government bond (CGB) yield curve bear steepened (longterm rates rose faster than short-term rates) in the first half of April. This was mainly due
to selling pressure from bond funds faced with rising redemptions from banks. Banks were
forced to reduce their fund investments after China’s bank regulator mandated reduced
banking sector, and especially interbank (including non-bank financial institution), leverage.
Together with tightened macro-prudential rules, we believe this move will likely slow broader
credit growth in the second and third quarters, which should negatively impact economic
growth momentum in the second half of this year. Therefore, we remain cautious on CGBs in
the near term, but bullish in the medium term.
Japan: We do not expect any change in Bank of Japan (BoJ) policy in the near term, despite
the fact that inflation continues to underwhelm. If anything, there is increased risk of further
downward pressure on inflation going forward, as the yen continues to rally and oil struggles
to move meaningfully higher. Growth, however, should hold up, with consumers playing a
key role. The March services purchasing managers index (PMI) report (highest since August
2015) and March household consumer confidence readings (highest since September
2013) were particularly encouraging in that regard.1
UK: The UK will hold another general election on June 8. We expect this to result in an
increased majority for Prime Minister Theresa May, which would likely strengthen her hand
in Brexit negotiations. Some commentators have suggested that an increased majority
for May could increase the chances of a harder Brexit, however, we believe the opposite is
true. The current Conservative Party government has a very small majority in parliament.
As such, the Prime Minister is dependent on the support of the more extreme members
of her government (i.e. those pushing for a hard Brexit). With a significantly increased
majority, May would likely be in a position to tone down her demands during Brexit
discussions in the knowledge that she could still get parliamentary approval for the final deal
without the support of the hardliners in her party. Due to political noise, we expect gilts to
underperform both US Treasuries and bunds in the short to medium term.
Canada: The yield on the 10-year Canadian government bond broke through its recent
range of 1.60%-1.87%, reaching a low of 1.43% on April 18.2 Geopolitical risks, as well
as concerns about elections in France were the big driver as the economic data in Canada
has been fairly positive. We expect the Bank of Canada to leave its overnight target rate on
hold for an extended period of time as economic data has improved, but slack still exists in
the labor market. The positive resolution to the French election should allow yields to move
higher from their current levels.
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Global macro strategy (continued)

Interest rate outlook

Australia: The Reserve Bank of Australia (RBA) held rates steady in March at 1.50%.3
Its statement noted that global economic conditions have improved recently and headline
inflation has moved higher in most countries due to higher commodity prices. The RBA
remains concerned about increased borrowing for housing and the country’s stubbornly
high unemployment rate. These concerns should keep the RBA on hold for the foreseeable
future. We remain neutral on Australian interest rates.
Rob Waldner, Chief Strategist, James Ong, Senior Macro Strategist,
Sean Connery, Portfolio Manager, Brian Schneider, Head of North American Rates,
Scott Case, Portfolio Manager, Josef Portelli, Portfolio Manager, Ken Hu, CIO Asia Pacific,
Alex Schwiersch, Portfolio Manager
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Source: Bloomberg L.P., PMI: April 5, 2017, Consumer confidence: April 14, 2017.
Source: Bloomberg L.P., April 20, 2017.
Source: Reserve Bank of Australia, April 4, 2017.
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Global macro strategy (continued)

Currency outlook

USD: We continue to expect mixed US dollar performance in the near-to medium term.
Emerging markets currencies should be supported versus the dollar if our positive global
growth view plays out. Investors will likely seek higher yields in countries of robust growth.
However, the picture is less clear for developed market currencies, as the Fed remains
benign and the non-US global growth picture brightens.
EUR: Our outlook for the euro remains constructive over the medium term. European
economic activity continues to improve and should eventually allow the European Central
Bank to pivot on quantitative easing (QE) and embark on tapering. We expect the euro to
appreciate in this environment and this will likely unfold in Q2/Q3 this year. In general we
believe QE has approached its conclusion and policy adjustments going forward are likely to
be skewed toward supporting longer-term euro strength.
RMB: We expect the CNY and CNH currencies to trade on the stronger side of the 6.80-6.99
range in the month ahead. Softening in the US dollar is expected to continue to support
the renminbi. Capital outflows have stabilized and we expect foreign exchange reserves to
ratchet higher in the coming months. In particular, tighter controls over corporate overseas
investment and measures recently announced to encourage capital inflows should boost
reserves.
JPY: Japanese economic data have surprised to the upside of late. However, positive moves
in the yen can be attributed to non-domestic drivers (for example, disappointment with
implementation of Trump policies, increased geopolitical concerns, etc.) and these drivers’
potential impact on global growth. We see no obvious catalyst for a reversal in the recent
trend, particularly given President Trump's attention to outright currency levels. However,
we do not rule out a short-term correction.
GBP: Brexit discussions are unlikely to make significant progress until the 2017 eurozone
elections have reached a conclusion (autumn). The UK Prime Minister, Theresa May, is likely
to have an increased majority in the UK parliament by that time, paving the way for her to
take a far more diplomatic approach to the talks than previously envisaged. Given current
valuations and positioning, we believe sterling would appreciate quite meaningfully under
such a scenario (our base case).
CAD: Canadian dollar strength has faded recently despite stronger economic data.
Weakness in oil prices has been responsible for some of the reversal. The Bank of Canada
has, at least temporarily, dropped its dovish tilt, but appears content to leave the overnight
rate target at 0.50% for the foreseeable future.1 The Canadian dollar continues to remain
overvalued, in our view.
AUD: The recent March employment report was stronger than expected, but the
unemployment rate remained unchanged and stubbornly high. This result plus the Reserve
Bank of Australia’s apparent satisfaction with the current trading range of the Australian
dollar suggests that it will likely maintain its current cash target rate at 1.50% for an
extended period of time.2 We remain neutral on the Australia dollar.
Ray Uy, Head of Macro Research and Currency Portfolio Management,
James Ong, Senior Macro Strategist, Brian Schneider, Head of North American Rates,
Sean Connery, Portfolio Manager, Scott Case, Portfolio Manager,
Alex Schwiersch, Portfolio Manager
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Source: Bank of Canada, April 20, 2017.
Source: Reserve Bank of Australia, April 20, 2017.

This section highlights the key
themes driving Invesco Fixed
Income’s global macro and
credit research process and
views. Themes are updated
based on evolving trends and
expectations.

Global investment themes

Global credit themes
Geographical themes
Investment grade (IG): Global central bank forces, fiscal policy changes
Rationale
US, Europe and Asia IG have seen strong investor demand due to easy global monetary
policy. Fundamentals are stable to improving due to positive global growth outlook and
fiscal policy stimulus, which should support spreads in 2017. Leverage remains at cycle
highs but is stabilizing. US tax policy changes could lead to less issuance going forward.
European credit markets are generally earlier in the cycle and less levered, but Brexit and
political uncertainties remain.
IFI strategy
Favor gaining exposure to selected higher quality issuers in energy and pipelines, senior
financials, industrials, consumer cyclical, and technology, media and telecommunications
(TMT). Remain cognizant of selective tight valuations.
Emerging markets (EM): Macro fundamental momentum supportive, prefer sovereigns
Rationale
Global growth conditions are improving; however US/Global growth expectations appear
elevated - a development in which to be wary. Pullbacks provide opportunity to add
exposure to EM currency and sovereign credit.
IFI strategy
We see the greatest relative value in longer dated sovereign bonds and IG sovereign credit.
On the high yield side we see similar relative value between sovereigns and corporates however, due to the greater liquidity in sovereign credit we are biased to favor high yield
sovereign credit.
US commercial mortgage backed securities (US CMBS): Notable decline in primary
market issuance, watching retail industry fundamentals
Rationale
Negative retail news has recently dominated the headlines. However, we are generally
not advocates of selling stronger US CMBS credits given they are often difficult to replace.
Further, we think the space should continue to benefit from limited supply and higher
absolute yields as property price growth remains.
IFI strategy
We think AAA-rated US CMBS look less attractive. Given the significant move in spread
tightening we prefer seasoned US CMBS as cycle progresses. Credit-differentiation is
accelerating, placing a premium on selection. Rich valuations and poor hedge-adjusted
carry weigh on front end high quality paper.
US residential mortgage backed securities (US RMBS): Favorable fundamentals,
valuations fair, CRT market depth improving
Rationale
Mortgage underwriting quality remains high, the home price outlook remains supported by
limited housing supply, and long-term negative net issuance remains the dominant force in
US RMBS. But following outperformance in recent months in legacy US RMBS and below-IG
CRT, valuations appear stretched relative to other asset classes.
IFI strategy
Prefer higher quality legacy prime, alt-A, and seasoned BBB-rated CRT. Avoiding subprime, coastal concentrations, and option adjustable rate mortgages.
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Global investment themes (continued)

US asset backed securities (US ABS): Value in floaters, fundamentals normalizing,
favorable technicals
Rationale
Normalization of credit underwriting and forecast for a healthier economy should support
consumer credit performance in 2017. Recent widening in swap spreads and LIBOR rates
provide an opportunity to add at fairly attractive levels. As the overall market continues to
weigh the longer-term impact of a Trump administration and additional rate hikes this year,
such uncertainty should be supportive of a more stable, shorter-duration US ABS market.
IFI strategy
Prefer adding exposure to floaters where collateral performance remains stable. Believe
wider swap spreads provide opportunities. Believe senior prime auto US ABS and esoteric
issuers can provide opportunities. Avoiding deep subprime auto US ABS.

Sector themes
Commodities: Global rebound favoring energy over metals but volatility remains
Rationale
Expect global IG credit risk premia to remain volatile as energy and metals credits reflect
supply imbalances, offset by credit friendly financial engineering. Credit quality in focus
due to still-modest economic growth and risk of volatility due to OPEC, US fiscal policy
implementation and Fed uncertainty.
IFI strategy
Favor gaining exposure to selected higher quality energy and pipeline issuers where
shorter-term maturities are well covered by liquid assets and positive corporate actions
support financial profiles.
Consumer story more nuanced globally, watching US fiscal policy influences
Rationale
Solid US labor market and consumer confidence are supportive, but consumers more value
and delivery conscious, while international retail demand remains uneven, due partly to
the strong US dollar and volatile capital markets. Watching European consumer for postBrexit behavior shift.
IFI strategy
Favor selected US consumer sectors including leisure and housing-related sectors.
Negative on “big box” retailers that lack differentiated products. Favor EM consumer
sectors on a selective basis. Incrementally more cautious on automotive OEM sector.
Post-merger and acquisitions (M&A) deleveraging plays
Rationale
M&A activity has moderated but remains a risk, driven by large overseas cash balances,
low all-in financing cost, lack of organic growth, and need to reposition business portfolios.
IFI strategy
Preference to play post-transaction bond issuance typically characterized by size, liquidity,
concessions and plans to deleverage. Believe a discriminating approach to this strategy is
warranted due to lower, but still large, M&A-related pipeline.
Global technology – big data
Rationale
Expect global use of data to grow and transition to cloud-based platforms.
IFI strategy
Prefer to gain exposure to software and services, cell towers and select wireless issuers.
Have avoided hardware original equipment manufacturers.
8

Global investment themes (continued)

Yield curve themes
Credit curve positioning, long end valuations improving
Rationale
Global zero interest rate policy has forced cash investors and sovereign wealth funds into
3-5 year part of the credit yield curve, creating a steep 5-7 year part of the curve. Lately,
sovereign wealth funds have targeted the 10-year part of the curve. We expect demand for
5-10 year paper to be resilient.
IFI strategy
Prefer 7-10 and select 30-year points on US IG and EM credit yield curve. New issuance at
longer maturities has tended to come at healthy concessions.
Rob Waldner, Chief Strategist, Ray Uy, Head of Macro Research and Currency Portfolio
Management, Tony Wong, Head of Global Research, Joe Portera, CIO High Yield and
Multi‑Sector Credit, Michael Hyman, CIO Global Investment Grade and Emerging Markets.
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This section highlights the views
of Invesco Fixed Income’s credit
analysts across a broad range of
fixed income assets managed by
Invesco.

Global credit strategy

Asian US dollar bond market: China’s new “local” market
Recent structural shifts have altered the landscape of Asia’s US dollar bond market. In the
last five years, mainland China has overtaken major developed markets such as South Korea
and Hong Kong as Asia’s main source of investment in Asian US dollar bonds and its main
issuer. Mainland Chinese issuers now account for 47% of outstanding US dollar bonds in
Asia ex-Japan, 60% of gross new supply and 83% of net new supply (new issuance minus
maturing amount). (Figures 1 and 2)
Chinese investors have also become a major source of demand in the region. We believe
China’s stronger role in the Asian US dollar bond market in recent years, especially its high
level of investor demand, may have contributed to lower levels of volatility and higher riskadjusted returns than seen in US and emerging markets credit markets. (Figures 4 and 5)
China has dominated supply and demand
Since 2010, China’s share of the Asian US dollar bond market in terms of outstanding
amount has grown significantly. The share of mainland Chinese issuers increased from only
10% in 2010 to 47% by the end of the first quarter of 2017. Including Hong Kong issuers,
Greater China now accounts for 57% of outstanding bonds in the Asian US dollar bond
space. (Figure 1)
Figure 1: Outstanding Asian US dollar bonds by country
• M/China   • HongKong    • Korea   • Indonesia   • India   • Philippines   
• Singapore   • Malaysia    • Others
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Source: HSBC, Bloomberg L.P., Invesco, data from Jan. 1, 2010 to April 12, 2017.
Note: M/China refers to Mainland China. Percentage refers to the share of Mainland Chinese issuers’ outstanding
USD bonds as of total USD bonds in Asia ex Japan

New issuance by mainland Chinese issuers has also experienced enormous growth since
2010. China’s market share of the primary market jumped from 17% in 2010 to 60% as
of the end of 2016. (Figure 2) Excluding new issuance meant for refinancing purposes,
mainland China’s share in net new supply was even higher, at 72% as of the end of 2016.
(Figure 2) Combined with net new issuance out of Hong Kong, Greater China currently
accounts for 85% of net new supply, with other Asian countries sharing the remaining 15%.
(Figure 2)
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Global credit strategy (continued)

Figure 2: Asian US dollar bond supply by country
• M/China   • HongKong   • Korea   • Indonesia   • India   • Philippines   
• Singapore   • Malaysia    • Others
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Source: HSBC, Bloomberg L.P., Invesco, as of Dec. 31, 2016.

Chinese investors have also dominated the demand side of the Asian US dollar bond market
in recent years. Although detailed data on investors by geographic region are not available,
we estimate the structural change in the investor base using other statistics. During the
first quarter of 2017, we estimate that Asian investors purchased around 80% of total new
Asian US dollar bond issuance, with the rest going mainly to European and US investors.
This compares to only 53% in 2010. (Figure 3) We believe a majority of this increase,
especially after 2014, was driven by Chinese flows.
Figure 3: Investor breakdown by geography
(% purchased of Asian US dollar bond new issuance)
• Asia   • US   • Europe
% 2010
100

2011

2012

2013

2014

2015

2016

2017 YTD

80
60
40
20

Source: BAML, Bloomberg L.P., data from Jan. 1, 2010 to March 31, 2017.
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Global credit strategy (continued)

II. China’s participation may have lowered volatility
China’s rising share of the Asian US dollar bond market investor base has coincided with a
decline in the volatility in the Asian dollar bond market. (Figure 4) This greater stability may
be due to a reduced impact of global events on the market, as the share of US and European
participants has shrunk.
Figure 4: Total return volatility comparison across markets
• 1 Yr    • 3 Yr    • 5 Yr
%
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Source: Bloomberg L.P., Invesco calculations, data from April 7, 2012 to April 7, 2017. Past performance is not
a guarantee of future results.
Asia IG: The BofA Merrill Lynch Asian Dollar Investment Grade Index
US IG: The BofA Merrill Lynch US Corporate Constrained Index
EM IG: The BofA Merrill Lynch High Grade Emerging Markets Corporate Plus Index
Asia HY: The BofA Merrill Lynch Asian Dollar High Yield Corporate Index
US HY: The BofA Merrill Lynch US High Yield Index
EM HY: The BofA Merrill Lynch High Yield Emerging Markets Corporate Plus Index

Asia’s US dollar denominated investment grade and high yield markets also achieved higher
risk-adjusted returns compared to US and emerging credit markets over the past five years.
(Figure 5) This performance could be attributed the Asian US dollar bond market’s lower
default rate over the period compared to other regions and steady and rising local, especially
Chinese, demand which, we believe, has supported prices.1
Figure 5: Risk-adjusted return comparison across markets
• 1 Yr    • 3 Yr    • 5 Yr
% Asian IG
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Source: BAML indices, Bloomberg, Invesco calculations, data from April 7, 2012 to April 7, 2017. Past performance
is not a guarantee of future results.
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Looking ahead
We believe China will continue to expand its participation in the Asian US dollar bond
market. China’s foreign assets (excluding foreign reserves) are still significantly lower
than many major developed countries in terms of share of GDP, even when compared to
many emerging market external surplus countries.2 For example, while foreign portfolio
investment represents only a few percentage points of China’s GDP, it represents around
28% in emerging markets surplus countries and as much as 70% in the major developed
economies.3 Considering the size of China’s economy (USD11 trillion), we estimate that an
increase in overseas portfolio investment to 20% of GDP over a period of 20 years could
potentially lead to over USD100 billion in offshore investment each year.4
Relative value is a draw for Chinese investment
We believe the Asian US dollar bond market currently represents attractive relative value
compared to China’s onshore bond market for issuers of similar credit quality (Figure 6).
The yield pick-up is even more significant when compared to China’s onshore local currency
bonds hedged into US dollars. (Figure 6) We believe this means the Asian US dollar bond
market is likely to attract significant Chinese investor interest going forward.
Figure 6: Yield differential between onshore and offshore bonds
Yields in USD terms
• Onshore RMB bonds (hedged to USD)    • China USD bonds
Yield Investment grade bonds
% p.a
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Source: Bloomberg, Invesco, data as of March 13, 2017. Past performance is not a guarantee of future results.
Onshore RMB bonds: Investment grade bonds - China onshore interbank 3-year MTN AAA bond yield; High yield
bonds - China onshore interbank 2-year MTN AA bond yield.
China USD bonds: Investment grade bonds - The BofA Merrill Lynch Asian Dollar Investment Grade Corporate
China Issuers Index; High yield bonds - The BofA Merrill Lynch Asian Dollar High Yield Corporate China Issuers
Index.

Ken Hu, CIO Asia Pacific, Yi Hu, Senior Credit Analyst, Chris Lau, Senior Portfolio Manager,
Jackson Leung, Senior Portfolio Manager, Yifei Ding, Analyst, Rick Wen, Analyst
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Source: Moody’s, data from Feb. 28, 2012 to Feb. 15, 2017.
Source: Emerging markets surplus countries are South Korea, Malaysia, the Philippines, Taiwan, Thailand
and Russia.
Source: HSBC, CEIC, IMF, as of Dec. 23, 2016.
Source: Bloomberg, L.P., as of Dec. 31, 2016.
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The bottom line

What the US healthcare debate may mean for US
credit markets

Mike Kelley
Head of Global High Yield
Research

The Trump Administration’s proposal to repeal and replace the Affordable Care Act (ACA) and its recent failure - has several implications for credit markets. While the outcome of the
US healthcare debate remains uncertain, Invesco Fixed Income’s Investment Grade, High
Yield and Municipals teams highlight their views on the recent developments and potential
healthcare overhaul.

Mike Breuer
Analyst, Investment Grade

Q: Despite Republican pledges to repeal the ACA, it is still in place. Is the repeal
effort dead?
Mike Kelley (High Yield): The repeal effort is significantly wounded but not dead, in our
view. The fact that the Trump Administration could not get enough support to bring the
Republican bill (to repeal the ACA) to the House floor for a vote in March after a very strong
push from House Speaker Paul Ryan and the White House, tells us that this is likely going
to be a much longer negotiation than anticipated. There is still fundamental disagreement
within the Republican party, with the Freedom Caucus and other groups desiring to repeal
the ACA in whole, and more moderate Republicans not willing to support a broad reduction
in insured individuals. As we saw in 2010 with the ACA negotiations, healthcare is a
difficult issue.

Joe Lotysz
Senior Analyst, Municipals

Q: If Congress fails to act on the ACA, can the executive branch do anything unilaterally?
Mike Breuer (Investment Grade): Yes. The Centers for Medicare and Medicaid Services
(CMS), a division of the US Department of Health and Human Services, has already proposed
new rules intended to reform individual and small group health markets. The proposed rules
seek to stabilize health insurance markets by closing loopholes that lead to higher costs for
consumers. For example, CMS has proposed shortening open enrollment periods and placing
greater limits on special enrollment periods. Both of these changes would reduce adverse
selection, by discouraging consumers from waiting until they got sick to enroll in health
insurance. CMS’s proposal could also allow greater choice in health plans by allowing preACA plans that were not ACA compliant to continue.
However, while these proposals directly address a number of common complaints from
health insurers, these changes are more administrative than substantive. As such, if the
proposed rules should pass, we would view that as a marginal positive for insurers with
businesses on the health exchanges (marketplaces where individuals can buy health
insurance plans). However, we do not see these reforms as sufficient to entice those health
insurers that pulled out of the health exchanges to re-enter those markets, or to materially
lower premiums for consumers.

Eric Nelmark
Senior Analyst, Municipals

Q: Hospitals are the largest segment of healthcare spending. How are they impacted?
Municipals team and Mike Kelley (High Yield): ACA represented a shift in the financing of
healthcare costs by providing people with pre-existing conditions access to the insurance
market, expanding coverage to lower-income people and making health insurance
mandatory. Previously, the costs of providing care for these groups was partially reimbursed
by CMS through Medicaid Disproportionate Share Hospital (DSH) payments, since hospitals
are required to provide care regardless of a person’s ability to pay. By lowering hospitals’
bad debt expense and improving margins, hospitals became a significant net beneficiary
of the ACA. Now that the ACA will remain in place (at least for the time being), the risk of
losing these benefits in those states that expanded Medicaid (federal health insurance for
those requiring financial assistance) is less of a concern. We may also see non-expansion
states capture greater Medicaid dollars via the “waiver process” which has been supported
by some Republicans as well as the new heads of both the CMS and HHS. The waiver process
would potentially allow expanded Medicaid coverage, but with different plan features than
under the ACA, such as employment requirements and small premium requirements.
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The bottom line (continued)

Allen Davis
Analyst, Municipals

Mark Gilley
Head of Municipal Credit
Research

Q: What is being done about the cost of drugs?
Mike Breuer (Investment Grade) and Mike Kelley (High Yield): Pharmaceutical companies
were not as impacted by the ACA as were some other sub-sectors of healthcare but, going
forward, we expect drug prices to remain a hot political topic. Both sides of the aisle seem
to be supportive of reducing the cost of drugs, so there is likely to be bi-partisan support on
initiatives to achieve this. The most likely and immediate impact will come from continued
focus at the Food and Drug Administration on the Abbreviated New Drug Application
(ANDA) process, which should facilitate faster and more frequent generic approvals. Lately,
there has been more attention focused on the drug supply chain, particularly third party
administrators of prescription drug benefits or “pharmacy benefit managers” (PBMs) and
their role in drug price inflation. We expect this scrutiny to continue.
Q: Many republicans say that the heath exchanges are in a “death spiral.” What is going
to happen to the exchanges and managed care more broadly?
Mike Breuer (Investment Grade): The fundamental problem faced by insurance plans on
the individual exchanges is that not enough young, healthy people are signing up. As a
result, premiums have been increased to reflect the older, sicker patient population. In a
“death spiral,” as premiums rise, only the sickest of the sick choose to maintain costlier
coverage, forcing premiums even higher and perpetuating the cycle. So far, we have seen
premiums rise, sometimes substantially, but we have not seen enrollment decline by as
much. For example, according to the Kaiser Family Foundation, 33 states saw insurance
premium increases of greater than 10% in 2017, with one state seeing increases as high
as 145%.1 Yet 2017 enrollment was only down by 5% compared to 2016 open enrollment.
This is likely because, as premiums rise, so do government subsidies, keeping plans
affordable. So, while it may be premature to say that exchanges are in a “death spiral,”
the twin trends of rising premiums and declining enrollees do not paint a picture of a wellfunctioning market.
As mentioned above, CMS has proposed a number of reforms to stabilize the exchanges.
However, these reforms do not address a number of key areas like continuous coverage
requirements, funding for high-risk patients and more flexible “age bands” that would keep
costs down and attract younger, healthier customers.2 So, we expect health exchanges to
remain under some strain, and insurers to struggle to make profits on their individual plans.
As a result of this instability, many diversified health insurers have chosen to limit, if not
entirely eliminate, their operations on the individual exchanges. This is good news for them,
as they will be selling fewer unprofitable plans, but it is bad news for consumers, who will
find themselves with fewer and fewer options for health plan providers.
Q: What are some of the potential credit implications of not repealing the ACA?
Mike Kelley (High Yield): Repeal of the ACA was supposed to be one of the early wins
for the Trump administration. Now that full repeal looks unlikely, it may be more difficult
to accomplish other aspects of the administration’s agenda, including tax reform,
infrastructure spending and immigration reform. Without success in some of the President’s
pro-growth priorities, the financial markets may question the heightened expectations for
future economic growth that have taken hold since the election.
As far as implications for the credit markets, we remain cautious, as the potential slowing
in growth expectations may cause spreads to widen as rich valuations are re-evaluated.
Given the continued efforts to modify the nation’s healthcare laws, we expect healthcare
sector volatility to remain elevated. Given this backdrop, in high yield, we prefer to play in
growth areas that are part of the solution for reducing healthcare costs, such as ambulatory
surgery centers and staffing firms and remain cautious on specialty pharmaceuticals, as
pricing power will likely face headwinds this year, particularly given the lack of development
pipelines at most of these companies.

Invesco Fixed Income: Global fixed income strategy   15

The bottom line (continued)

Mike Breuer (Investment Grade): In investment grade corporates, diversified managed
care companies have reduced their participation in the health exchanges, which should lead
to improved financial results, as they sell fewer unprofitable plans. However, in the wake
of a couple of failed managed care mergers, firms are looking at alternative merger and
acquisition opportunities, which could have negative credit implications. In pharmaceuticals,
the pressure on drug prices will likely remain, and so we prefer firms with innovative
portfolios that can retain pricing power, such as biotech companies, or firms in cash pay
businesses, such as aesthetics and animal care, since those firms do not have to contend
with insurers and PBMs when setting prices.
Municipals team: With the failure to repeal the ACA, we believe the likely winners in the
not-for-profit hospital municipal bond sector include teaching hospitals, children’s hospitals,
safety-net hospitals, and sole community providers. These healthcare entities typically
receive more of their revenue from state and federal sources. However, if there is reform
that weakens the ACA, these same entities will likely become the losers. The winners in this
scenario would likely be hospitals located in financially stronger states, as well as, large and
robust health care systems with leading market share and diverse revenue bases. Going
forward, our municipal bond team expects the status quo for our sector, given the failure
of the repeal effort. The possibility remains, however, that the Trump administration and
the Republicans will not let the opportunity to reform or replace the ACA slip away over the
next two years. That said, we believe sizable hurdles still stand in the way of reforming or
repealing the ACA.

1
2
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Source: http://kff.org/health-reform/issue-brief/2017-premium-changes-and-insurer-participation-in-theaffordable-care-acts-health-insurance-marketplaces/
“Age bands” refer to the amounts that insurance premiums are allowed to vary with age. For example, an age
band of 3:1 means, roughly speaking, older patients can be charged no more than three times as much as
younger patients. While this constraint would benefit older patients, it would tend to drive up insurance costs
for younger ones.

Market monitors
Fixed income market monitor
Option-adjusted spread

Global Aggregate (USD hedged)
U.S. Aggregate
U.S. Mortgage-backed
Global Inv Grade Corporate (USD hedged)
U.S. Investment Grade Corporate
Emerging Market USD Sovereign
Emerging Market Corporate
Global High Yield Corporate (USD hedged)
U.S. High Yield Corporate
Bank Loans
Municipal Bond
High Yield Municipal Bond

Coupon
(%)
2.72
3.06
3.52
3.65
4.04
n/a
n/a
6.22
6.48
4.86
4.76
5.16

Yield to
worst (%)
1.64
2.61
2.90
2.66
3.33
5.46
4.73
5.33
5.84
5.00
2.46
6.26

1 month
change
in YTW
0.06
0.04
0.05
0.07
0.06
0.03
0.02
0.23
0.26
0.01
0.02
0.13

current
45
44
27
120
118
310
261
379
383
n/a
n/a
n/a

1 month
change
in spread
-1
1
5
1
3
-2
-1
15
20
n/a
n/a
n/a

Returns

10 year range
min
23
32
-16
55
76
157
120
231
233
n/a
n/a
n/a

max
156
258
181
515
618
906
1,032
1,845
1,971
n/a
n/a
n/a

1 mth
(%)
-0.05
-0.05
0.03
-0.13
-0.23
0.38
0.32
-0.10
-0.22
0.08
0.22
0.23

3 mth
(%)
0.44
0.82
0.47
1.20
1.22
3.87
2.97
2.72
2.70
1.20
1.58
4.06

YTD
(%)
0.44
0.82
0.47
1.20
1.22
3.87
2.97
2.72
2.70
1.20
1.58
4.06

12 mth
(%)
1.09
0.44
0.17
3.99
3.31
8.92
8.69
15.03
16.39
9.74
0.15
4.31

Treasury market monitor
Returns in local currency
Coupon (%)
2.07
2.31
3.55
2.10

Yield to worst (%)
1.91
1.31
1.06
-0.08

1 month
change in YTW
0.04
0.01
0.02
0.16

1 mth (%)
-0.05
0.21
0.33
-1.02

3 mth (%)
0.67
0.61
1.52
-0.75

YTD (%)
0.67
0.61
1.52
-0.75

12 mth (%)
-1.44
-0.84
6.84
-0.59

Italy

3.50

1.46

0.04

-0.27

-1.95

-1.95

-3.66

Japan

1.08

0.12

0.02

-0.13

-0.39

-0.39

-1.36

China

3.44

3.23

0.05

0.12

-0.20

-0.20

-0.35

n/a

n/a

n/a

1.09

2.70

2.70

7.20

12 mth (%)
-6.40%

United States
Canada
United Kingdom
Germany

EM Local Currency Governments

FX market monitor1
10 year range

Returns

EURUSD

Current
1.07

min
1.05

max
1.60

1 mth (%)
0.72%

3 mth (%)
1.88%

YTD (%)
1.88%

USDJPY

111.39

75.82

124.77

1.23%

5.54%

5.54%

1.06%

GBPUSD

1.26

1.22

2.11

1.37%

2.22%

2.22%

-12.60%

USDCNY

6.88

6.04

8.28

-0.19%

1.13%

1.13%

-6.24%

USDCHF

1.00

0.75

1.39

0.29%

2.08%

2.08%

-4.10%

AUDUSD

0.76

0.60

1.10

-0.37%

6.19%

6.19%

-0.37%

CADUSD

0.75

0.72

1.09

-0.12%

0.94%

0.94%

-2.35%

EURJPY²

118.67

94.31

169.49

0.51%

3.56%

3.56%

7.95%

EURGBP²

0.85

0.70

0.86

0.68%

0.37%

0.37%

-6.59%

Sources: Bloomberg Barclays, J.P. Morgan, as of March 31, 2017. Credit Suisse Leveraged Loan data as of March 31, 2017. Within the Treasury monitor, United
States is represented by Bloomberg Barclays US Treasury Index; Canada is represented by Bloomberg Barclays Global Treasury Canada Index; United Kingdom is
represented by Bloomberg Barclays Sterling Gilts Index; Germany is represented by Bloomberg Barclays Global Treasury Germany Index; Italy is represented by
Bloomberg Barclays Global Treasury Italy Index; Japan is represented by Bloomberg Barclays Global Treasury Japan Index; China is represented by Bloomberg
Barclays China Aggregate Treasuries Index; EM Local Currency Governments is represented by J.P. Morgan GBI_EM Broad Diversified Index. In the Fixed Income
Monitor, Global Aggregate is represented by Bloomberg Barclays Global Aggregate (US$ Hedged) Index; US Aggregate is represented by Bloomberg Barclays US
Aggregate Index; US Mortgage-backed is represented by Bloomberg Barclays US Mortgaged-backed Index; Global Investment Grade Corporate is represented by
Bloomberg Barclays Global Aggregate Corporate (US$ hedged) Index; U.S. Investment Grade Corporate is represented by Bloomberg Barclays Aggregate Corporate
Index; Emerging Market USD Sovereign is represented by the J.P. Morgan EMBI Global Diversified Index; Emerging Market Corporate is represented by J.P. Morgan
CEMBI Broad Diversified Index; Global High Yield Corporate is represented by the Bloomberg Barclays Global High Yield Corporate (US$ hedged) Index; U.S. High
yield Corporate is represented by Bloomberg Barclays U.S. Corporate High Yield Index; Bank Loans is represented by the Credit Suisse Leveraged Loan Index;
Municipal Bond is represented by Bloomberg Barclays Municipal Bond Index; High Yield Municipal Bond is represented by Bloomberg Barclays Municipal Bond High
Yield Index. Yield to Worst (YTW) is the lowest expected yield calculation given maturity and call features. Option Adjusted Spread (OAS) is the yield difference
relative to similar maturity Treasuries that incorporates call, put, sinking fund or paydown features of a bond. Past performance cannot guarantee future results.
An investment cannot be made directly in an index. Returns less than one year are cumulative.
1	Positive number represents the currency appreciated against USD, negative number represents currency
depreciated against USD.
2	Positive number represents the currency appreciated against EUR, negative number represents currency
depreciated against EUR.
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Invesco Fixed Income

Global perspective and deep local market knowledge
Global presence
• Regional hubs in Atlanta, London and Hong Kong
• IFI is in ten locations with additional Invesco colleagues in two
• USD 280.6 billion in assets under management
Experienced team
• 165 investment professionals
• Averaging 18 years of industry experience
• Deep macro and credit research
• Focused and accountable portfolio management
Global locations

Portland, OR
San Diego

London
Toronto
New York
Chicago
Louisville
Atlanta
Palm Harbor, FL

Shenzhen
Hong Kong
Mumbai

Source: Invesco. For illustrative purposes only.

Invesco Fixed Income teams
Team members

Average years with
Invesco

Average years in
industry

Portfolio management and trading

75

12

21

Global research

90

9

16

165

10

18

64

13

18

229

11

18

Total investment professionals
Business professionals
Total fixed income employees
Source: Invesco.

As of March 31, 2017. Subject to change without notice.
Investment specific experience for investment professionals.
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Important information
This overview 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. It is not an offer to buy or sell or a solicitation of an offer
to buy or sell any security or instrument or to participate in any trading strategy to any person in any jurisdiction in which such an offer or solicitation is not
authorized or to any person to whom it would be unlawful to market such an offer or solicitation. It does not form part of any prospectus. 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.
The opinions expressed are that of Invesco Fixed Income and may differ from the opinions of other Invesco investment professionals. Opinions are based
upon current market conditions, and are subject to change without notice. Past performance is no guarantee of future results.
As with all investments, there are associated inherent risks. Please obtain and review all financial material carefully before investing. Asset management
services are provided by Invesco in accordance with appropriate local legislation and regulations.
All information is sourced from Invesco, unless otherwise stated. All data as of April 2017 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.

