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THE CRUSHING WEIGHT OF DEBT 

Central bankers around the globe have 
been bearing the pecuniary burden of 
maintaining stable asset prices while 
carrying the ever-increasing weight and 
instability of post-global financial crisis 
debt burdens on their shoulders. However, 
the conditions of 2015 and early 2016 
have called their ability to shoulder the 
burden into question. 

Aggregate debt burdens in most 
developed and emerging markets continue 
to grow in 2016. The most significant 
increase in debt burdens has been in 
the emerging market corporate and U.S. 
high yield sectors. These sectors were already reflecting an extremely dour outlook in 2015, with 
fundamental metrics such as leverage (e.g. debt/EBITDA, a ratio that measures a company’s ability to 
pay off debt with earnings before taking into account interest, taxes, depreciation, and amortization) 
and cash flow (e.g. operating cash flow) worsening. These fundamentals have not improved during the 
first quarter of 2016, but prices of these assets rallied significantly from their mid-February nadir.

THE QUESTION EVERYONE'S THINKING

“Why did risky asset prices recover so quickly?” has been a regular question from our clients. 
The answer to “Why?” revolves around the U.S. dollar and Federal Reserve monetary policy 
accommodation. The unasked question of “How long will it continue?” depends on the tolerance of 
the central bankers to let asset values overshoot what we would deem fair values.

First, the Federal Reserve recognized that U.S. dollar strength was creating significant weakness in 
commodity-oriented economies. Rising risk premium in developing market sovereigns and their credit 
markets, coupled with exceptionally weak currencies versus the U.S. dollar, were threatening global 
financial stability. U.S. dollars were becoming scarce, and commodity prices were collapsing. Even 
recession indicators in the U.S. (see Figure 1 on next page) were signaling a very real and distinct 
potential for a monetary policy error in late 2015 or the first month and a half of 2016—the type 
of error that historically coincides with or even causes recession. When the U.S. Federal Reserve 
indicated that they were more heavily incorporating the weak global economic outlook in their policy 
deliberations—and not just the Phillips curve—risky asset prices appreciated significantly.

This new, more cautious approach is likely to continue among central banks until recession indicators 
and default rate expectations (see Figure 2 on next page) are in line with historical norms. Our revised 
expectation is that the central bankers will want to see more robust growth, increasing inflation, and 
subdued default expectations before altering their monetary policy stances. This change in their view 
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means that weak underwriting standards and increasing debt burdens will persist, putting an increasing reliance on broad-based valuation tools to 
determine when asset values are in fact fully valued and once again risky.

OUR ANSWER IS "YES"

Our own valuation tools indicate that high-quality high yield—largely 
in the U.S.—currently offers the most value. U.S. BB and B credits offer 
attractive returns relative to their default probabilities (see Figure 3), 
especially in relation to European high yield more broadly. While the 
distressed CCC segment appears cheap—particularly in the U.S.—
these valuations indicate yields and spreads consistent with pending 
bankruptcy filings.

Both our technical and state-of-the-economy valuation indicators 
emphasize that high yield is an asset class to be owned and 
overweighted (see Figure 4 and Figure 5 on next page). Currently, the 
value in the asset class is slightly cheaper than one standard deviation 
from the mean, so we believe the focus should be on high-quality high 
yield with a tilt toward opportunities in the U.S.

We expect opportunities in global high yield will be very tactical, and 
alpha against broad benchmarks will be dependent on disciplined 
recognition of full and fair valuations—valuations that will be driven 
over the next year or more by the monetary policy stance of the Federal 
Reserve.  

HOLDING UP THE HEAVENS

So long as accomodation persists and Treasury yields remain anchored, the global high yield asset class has an opportunity to deliver attractive 
risk-adjusted returns despite modestly worsening aggregate fundamentals. In so doing, central bankers will have proverbially held up the heavens 
for credit investors, allowing last year’s drawdowns to be recovered while still providing attractive returns for 2016. 
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Figure 3 Option-Adjusted Spreads for Global High Yield 
As of 3/31/2016
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Figure 2 Default Rate Expectations 
% | As of 3/31/2016
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Figure 1 U.S. Recession Indicator 
As of 4/9/2016
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*Based on 16 components including interest rates, high yield spreads, business 
confidence and activity, corporate profits, equity and lumber price.  Shaded gray: 
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Figure 5 High Yield Spread Model 
BPs; As of 3/31/2016
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Figure 4 High Yield Market Technical Signal 
Allocation (X) | As of 4/14/2016
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The views expressed represent the opinions of Brandywine Global Investment Management, LLC ("Brandywine Global") and are not intended as a forecast or guarantee of future results. 
All information obtained from sources believed to be accurate and reliable. Fixed income securities are subject to credit risk and interest-rate risk. High yield, lower-rated, fixed income 
securities involve greater risk than investment-grade fixed income securities. There may be additional risks associated with international investments. International securities may 
be subject to market/currency fluctuations, investment risks, and other risks involving foreign economic, political, monetary, taxation, auditing and/or legal factors. These risks may 
be magnified in emerging markets. International investing may not be suitable for everyone. Brandywine Global believes that transactions in any option, future, commodity, or other 
derivative product are not suitable for all persons, and that accordingly, investors should be aware of the risks involved in trading such instruments. There may be significant risks which 
should be considered prior to investing. Derivatives transactions may increase liquidity risk and introduce other significant risk factors of a complex character. All securities trading, 
whether in stocks, options or other investment vehicles, is speculative in nature and involves substantial risk of loss. Characteristics, holdings and sector weightings are subject to 
change and should not be considered as investment recommendations. Indices are unmanaged and not available for direct investment. The Merrill Lynch High Yield Master II measures 
performance of U.S. domestic market debt instruments with a rating lower than BBB-. Commercial and industrial loan lending standards, % of bank tightening standards, more detail 
could be found here http://www.federalreserve.gov/boarddocs/SnLoanSurvey/. Credit rating migration is the migration of a debt instrument from one rating to another rating over a 
period of time. This migration is either an upgrade or a downgrade from an existing rating. All data current as of the date at the top of the page unless otherwise noted. This information 
should not be considered a solicitation or an offer to provide any Brandywine Global service in any jurisdiction where it would be unlawful to do so under the laws of that jurisdiction. 
Past performance is no guarantee of future results.
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