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Overview

“WHEN THE WINDS ARE STRONG, EVEN TURKEYS FLY.”

- Wall Street adage

The second quarter and mid-year 2018 performance for U.S. CCC-rated corporate credit was stellar. 
The lowest-quality segment of the U.S. credit market kept pace with U.S. small-capitalization 
equities. However, U.S. CCC credit has been notorious for high leverage, weak covenants, and 
typically low asset quality and significant refinancing needs. But when the winds of U.S. economic 
growth are blowing, these credits soared. 

More grounded were B and BB credits, with the latter sector exhibiting greater interest rate 
sensitivity and, therefore, weaker performance. The performance of U.S. BBB credit was significantly 
weaker due to the even more pronounced duration (see Figure 1).

Figure 1 U.S. BBB and High Yield Performance 
 Percent, As of 6/30/2018 
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NOT EVERYTHING COULD FLY

Credit markets that did not soar this quarter 
were notably the European credit market and, 
even more troubling, emerging market credits 
(see Figure 2). The continued strength of the U.S. 
dollar (USD) against European and emerging 
markets created particularly severe price 
dislocations in developing market sovereign and 
credit markets. Political turmoil only magnified 
the challenges that many emerging markets 
faced and further weakened already discounted 
currency valuations.

HELD DOWN BY THE STRONGER USD

What is one to make of this dichotomy? The most speculative of credit markets—those at 
the lowest end of the quality spectrum—posted strong performance while emerging markets 
in local-currency terms delivered one of their weakest historical quarters. This performance 
contradiction becomes more understandable when one considers the USD.

Strong U.S. economic growth, further buoyed by tax cuts and capital investment, drove corporate 
profitability and manifested itself in exceptionally low unemployment and well-contained 
inflation. Recognizing that corporate animal spirits are once again engaged, the Federal Reserve 
(Fed) signaled that it would continue to gradually raise interest rates. The upper bound of the 

Fed funds rate is now 2% and is expected to rise further in a well-telegraphed manner. The increasing yield differentials between the U.S. and 
European and developing markets created profound currency weakness relative to the greenback. This currency weakness drove yields significantly 
higher in developing markets—both local- and hard-currency yields—while safe-haven European yields saw declines.

Meanwhile, as U.S. companies—particularly smaller-capitalization ones—continued to deliver revenue and margin growth, equity multiples and 
earnings both improved. When examining credit from a Merton model perspective, which gauges a company’s ability to meet its financial obligations 
and analyzes the risk of credit default, one would expect the riskiest U.S. corporate credits to enjoy spread compression and yield declines. 

THE IMPACT OF MONETARY TIGHTENING

While the previous performance paradox is easier to identify and analyze, 
the bigger challenge in coming months will be to understand what effect, 
if any, the Fed balance sheet reduction will have on credit markets over 
the next 6 to 18 months. The Fed will be reducing its balance sheet by $40 
billion per month beginning in July 2018. This amount will increase to $50 
billion per month in September 2018. The reduction of excess reserves, 
which are currently earning 1.95%, reduces the availability of high-quality 
collateral used by the banking system. All else equal—which is always 
dangerous to assume—when these reserves are removed from the 
banking system, dollars become dearer. 

Figure 2 European High Yield and Emerging Market Credit Performance
% Return; As of 06/30/18

INDEX 2Q 2018 YTD 2018

ICE BAML Euro High Yield Index -1.21 -1.68

ICE BAML Euro High Yield Index (USD Hedged) -0.49 -0.33

ICE BAML U.S. EM External Debt Sovereign & Corporate Plus Index -2.29 -3.70

JPM GBI-EM Global Diversified Index -10.43 -6.45

Source: ICE BAML, JP Morgan

Figure 3 Federal Reserve Balance Sheet
Billions of U.S. Dollars; As of 07/13/2018

Source: Bloomberg (© 2018, Bloomberg Finance LP)
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One should expect the USD to strengthen unless more reserves are 
created. For more reserves to be created, several things likely must happen: 
(1) the U.S. economy continues to strengthen despite higher interest rates 
(see Figure 4), (2) increasing federal deficits stimulate aggregate demand 
(see Figure 5), and (3) the stock of commercial loans needs to increase  with 
continued tight pricing and weak covenants (see Figure 6).

So far, the U.S. economy continues to grow, and the Congressional Budget 
Office (CBO) anticipates significantly increased deficits due to aggressive 
corporate tax cuts. The third objective, more corporate loan growth, is 
perhaps the most challenging.

Leverage in the corporate sector is already at a historical peak with 
covenant quality at historical lows while pricing from the corporate issuer 
perspective is extremely competitive. Issuers are now able to choose 
between a deep loan market funded from a multitude of sources or the 
more traditional corporate bond sector. 

THE BEGINNING OF THE END?

The end of this economic cycle, which may ultimately be marked by 
weaker economic growth, spread widening, and increasing defaults, 
may simply be the reverse of how the cycle began. Nearly a decade ago, 
the Fed intervened by dropping rates and injecting liquidity to pull the 
economy out of financial crisis, rescue the banking sector, and resuscitate 
capital markets, which were essentially closed. Now, interest rates are 
rising, essentially tightening credit conditions; reserves are being drained, 
creating USD scarcity; and loan origination already appears to be slowing. 

By unwinding the unorthodox stimulus, the Fed intends to pass the growth 
baton from the central bank to the real economy. That is, self-sustaining 
growth in the domestic economy will address the issues of excess 
corporate leverage and wage growth inequality. 

Our current positioning reflects an anticipated corporate credit 
environment that is more challenging—already being signaled by a yield 
curve that is moving closer to inversion.

Figure 4 U.S. Gross Domestic Product (GDP) Growth
% Change; As of 03/31/2018

Source: Bloomberg (© 2018, Bloomberg Finance LP)
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Figure 5 U.S. Budget Deficit
% GDP; As of 03/31/2018
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Figure 6 U.S. Commercial Loan Stock
Billions of U.S. Dollars; As of 06/01/2018
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Index Summary AS OF JUNE 30, 2018

INVESTMENT GRADE
• Global issuance was generally down quarter over quarter but was still strong across the credit-quality spectrum.

• Risk increased as quality deteriorated and leverage rose significantly within investment grade credit.

6/30/17 4/30/2018 5/31/2018 6/30/2018

SPREAD/YIELD SUMMARY (basis points/%) SPREAD YIELD SPREAD YIELD SPREAD YIELD SPREAD YIELD

ICE BAML Global Corporate Index 113 2.59 109 3.06 122 3.09 128 3.19

ICE BAML AA Global Corporate Index 69 2.04 64 2.42 71 2.39 75 2.48

ICE BAML A Global Corporate Index 92 2.36 90 2.85 100 2.85 105 2.92

ICE BAML BBB Global Corporate Index 142 2.93 137 3.37 154 3.43 162 3.56

ICE BAML U.S. Corporate Index 115 3.23 114 3.97 122 3.94 130 4.07

PERFORMANCE SUMMARY (%) QTD YTD 1 YEAR 3 YEAR 5 YEAR 10 YEAR

ICE BAML Global Corporate Index -2.37 -3.13 0.53 2.97 2.62 3.80

ICE BAML AA Global Corporate Index -2.05 -2.33 0.85 2.44 1.75 2.78

ICE BAML A Global Corporate Index -2.14 -3.00 0.40 2.74 2.31 2.98

ICE BAML BBB Global Corporate Index -2.66 -3.40 0.59 3.33 3.19 5.34

ICE BAML U.S. Corporate Index -0.94 -3.12 -0.70 2.95 3.54 5.34

STRUCTURED CREDIT
• We remain constructive but cautious on structured credit due to increasing macro uncertainty.

• We are currently finding attractive opportunities in non-agency mortgage-backed securities (MBS), credit risk transfer (CRT) MBS, select 
commercial MBS, and certain asset-backed securities (ABS) sectors.

6/30/17 4/30/2018 5/31/2018 6/30/2018

SPREAD/YIELD SUMMARY (basis points/%) SPREAD YIELD SPREAD YIELD SPREAD YIELD SPREAD YIELD

ICE BAML U.S. Mortgage-Backed Securities Index 25 2.76 28 3.41 29 3.34 29 3.38

ICE BAML U.S. Fixed Rate CMBS Index 96 2.91 85 3.64 86 3.54 90 3.64

PERFORMANCE SUMMARY (%) QTD YTD 1 YEAR 3 YEAR 5 YEAR 10 YEAR

ICE BAML U.S. Mortgage-Backed Securities Index 0.31 -0.90 0.15 1.48 2.25 3.54

ICE BAML U.S. Fixed Rate CMBS Index 0.06 -1.07 0.08 1.95 2.51 4.83

Brandywine Global Investment Management, LLC
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GLOBAL HIGH YIELD & LEVERAGED LOANS
• CCC-rated U.S. high yield bonds outperformed higher-quality segments, default rates remained low, and covenant lite loan issuance continued to 

increase.

• We favor shorter-dated, fixed-rate credits in U.S. high yield and are assessing opportunities in bank loans, select U.S. high yield sectors, and euro-
denominated high yield credits.

6/30/17 4/30/2018 5/31/2018 6/30/2018

SPREAD/YIELD SUMMARY (basis points/%) SPREAD YIELD SPREAD YIELD SPREAD YIELD SPREAD YIELD

ICE BAML Global High Yield Index 382 5.34 345 5.71 383 5.99 399 6.24

ICE BAML BB Global High Yield Index 249 3.94 246 4.56 288 4.89 300 5.08

ICE BAML B Global High Yield Index 397 5.59 398 6.43 433 6.67 449 6.94

ICE BAML CCC & Lower Global High Yield Index 1024 11.85 747 9.90 791 10.22 799 10.42

ICE BAML U.S. High Yield Index 377 5.68 346 6.28 363 6.36 371 6.53

ICE BAML European High Yield Index 288 2.68 302 2.86 370 3.38 388 3.58

Credit Suisse Leveraged Loan Index 442 6.17 382 6.66 388 6.63 400 6.86

PERFORMANCE SUMMARY (%) QTD YTD 1 YEAR 3 YEAR 5 YEAR 10 YEAR

ICE BAML Global High Yield Index -1.29 -1.51 2.10 5.46 5.06 7.78

ICE BAML BB Global High Yield Index -2.29 -2.76 1.27 4.82 5.06 7.72

ICE BAML B Global High Yield Index -0.56 -0.62 2.58 5.27 4.74 6.69

ICE BAML CCC & Lower Global High Yield Index 2.11 2.84 5.38 9.54 6.56 9.88

ICE BAML U.S. High Yield Index 1.00 0.08 2.53 5.55 5.51 8.03

ICE BAML European High Yield Index -6.21 -4.41 3.22 5.88 3.32 5.43

Credit Suisse Leveraged Loan Index 0.78 2.38 4.67 4.33 4.24 5.00

EMERGING MARKETS
• Rising short-term rates, a strong dollar, and robust growth in the U.S. along with trade tensions drove sizable drawdowns in emerging markets during 

the second quarter.

• With the recent selloff, an assessment of valuations and the opportunity set suggests attractive real yields in some developing markets. 

6/30/17 4/30/2018 5/31/2018 6/30/2018

SPREAD/YIELD SUMMARY (basis points/%) SPREAD YIELD SPREAD YIELD SPREAD YIELD SPREAD YIELD

JP Morgan (JPM) CEMBI Broad  249 4.96  246 5.59  286 5.82  301 5.97

JPM EM Bond Index Global Diversified  327 5.56  333 6.26  365 6.47  387 6.71

JPM GBI-EM Broad Diversified 6.09 6.16 6.62 6.88

PERFORMANCE SUMMARY (%) QTD YTD 1 YEAR 3 YEAR 5 YEAR 10 YEAR

JPM CEMBI Broad -1.83 -3.06 -0.51 4.03 4.96 6.86

JPM EM Bond Index Global Diversified -3.51 -5.23 -2.45 4.33 4.42 6.50

JPM GBI-EM Broad Diversified -11.59 -7.79 -3.78 1.73 -1.02 2.62

Brandywine Global Investment Management, LLC
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Investment Grade
The ICE BAML Global Corporate Index returned -2.37% in the second quarter while its yield widened by 30 basis points (bps) to 3.2% and closed 
the quarter with a spread of 128 bps. For the trailing 12-month period, the index returned 0.53%. Lower-quality investment grade bonds rated BBB 
returned -2.66% for the quarter and 0.59% for the trailing 12-month period, slightly behind AA and A-rated corporate bonds. The latter returned 
-2.05% and -2.14% for the quarter and 0.85% and 0.40% for the year, respectively.

As in the first quarter, the Fed raised its reference rate by 25 bps in June. Market expectations suggest an additional two interest rate hikes during 
the balance of 2018 as board members acknowledge some signs of inflation are taking hold in the economy. Fed guidance also points to additional 
rate hikes in 2019 should the economy maintain its current path. In addition, the pace of normalizing the Fed’s balance sheet continues to increase; 
year end should see the Fed removing $50 billion per month from its ledger. It remains to be seen the exact impact these actions will have, but we 
argue that monetary conditions will continue to tighten as the Fed proceeds.

Global corporate bond issuance for the second quarter came in at $565.8 billion among 2,045 issues, according to Bloomberg data. While issuance 
was generally down quarter over quarter, it was still a strong quarter for issuance across the credit-quality spectrum.

Historically, based on spreads and yields, investment grade valuations across geographies are trading back to fair value as yields continued to 
widen during the quarter. Based on our views, investors should remain vigilant when bearing interest rate risk through their investment grade credit 
exposure given shifting monetary policy across the globe. Investors should continue to focus on the longer-term trend of deteriorating quality within 
the investment grade credit universe to appropriately understand their incurred risk when allocating to the asset class (see Figure 7). Relative to 
below-investment grade credit, investment grade credit leverage has not been this high since 2001 (see Figure 8). Management teams continue to 
feel more comfortable operating with a more aggressive balance sheet, which has generally entailed enhancing shareholder value through share 
repurchases and dividends.

Based on our valuation concerns coupled with the questions around 
synchronized global growth, tightening labor markets, corporate and 
individual tax reform in the U.S., and continued normalization of the 
Fed balance sheet, investors should employ a degree of prudence 
when structuring their allocation to the investment grade corporate 
credit asset class. Despite the recent spread widening during the 
quarter, investment grade investors will be faced with the potential 
for inflationary impulses as the Fed appears to be intent on raising 
its reference rate, the European Central Bank (ECB) is set to end its 
quantitative easing program in September 2018 while keeping rates 
steady until mid-2019, and the recovery in oil could likely continue. 
Short-dated, floating-rate corporate bonds may provide an investor the 
ability to side-step some of the aforementioned risks while allowing the 
underlying security to participate if interest rates should rise.

% OF INVESTMENT GRADE %  OF HIGH YIELD % OF INVESTMENT GRADE + HIGH YIELD

AAA AA A BBB BB B CCC AAA AA A BBB BB B CCC
Dec-06 4.8 19.6 40.4 35.2 38.2 46.1 15.7 3.6 14.7 30.1 26.3 9.7 11.7 4.0
June-18 1.8 8.3 42.1 47.8 46.4 42.0 11.6 1.5 6.9 35.1 39.8 7.7 7.0 1.9
Change -3.0 -11.3 1.7 12.6 8.2 -4.1 -4.1 -2.1 -7.8 5.0 13.5 -2.0 -4.7 -2.1

Figure 7 Lower-Rated Index Segments Have Increased since the Global Financial Crisis

Source: ICE BAML Global Research

Source: ICE BAML Global Research 

Since Inception, As of 03/31/2018 
Figure 8 Investment Grade Credit Leverage at Highest Level since 2001 

2

3

4

5

6

7

8

1.5

1.7

1.9

2.1

2.3

2.5

2.7

1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016

IG Median Net Leverage (Left) HY Leverage Ratio (Right)

Brandywine Global Investment Management, LLC



Global Credit Perspectives - 3Q 2017 | p7
Topical Insight  |  June 30, 2018

Global Credit Perspectives - 2Q 2018 | p7

OVERVIEW 

The second quarter saw divergence in global growth and central bank policies, subdued global inflation, and escalating trade tension between 
the U.S. and other countries. The Fed proceeded with a June rate hike based on solid U.S. growth. Meanwhile, China’s growth slowed moderately 
due to continued slower credit growth and regulatory tightening aimed at arresting the country’s financial risk. Europe also saw weaker growth 
momentum. Dollar strength and tighter financial conditions in the U.S. triggered a selloff in emerging markets (EM). U.S. investment grade and 
high yield corporate bonds posted negative returns as well. Structured credit outperformed both corporate and EM credit with positive returns. 
This outperformance was driven by multiple factors, including solid housing fundamentals, relatively healthy household balance sheets, relatively 
cheaper valuations, less net supply, and shorter duration. Strong fundamentals and performance also continued for CRT last cash-flow tranche, 
non-agency reperforming loan (RPL) bonds, Freddie K mezzanine bonds, and BBB-rated commercial mortgage-backed securities (CMBS). However, 
we remain constructive but cautious on structured credit due to increasing macro uncertainty.

U.S. RMBS

Robust mortgage credit fundamentals continue to be supported by ongoing deleveraging in legacy borrower credit profiles and pristine new 
mortgage origination resulting from restrictive underwriting standards. We remain constructive on the non-agency MBS market and the CRT MBS 
market due to its floating-rate nature, which should hedge against a rising rate environment and provide attractive carry. In addition, supported by 
good performance and bond deleveraging, CRT bonds have seen frequent rating upgrades, which could further tighten spreads. Non-agency MBS 
new issuance hit a full-year total of $36 billion year to date, but is still outpaced by the paydown of legacy non-agency residential MBS (RMBS) 
bonds. New issuance of CRT, prime 2.0, and single-family rental was higher overall but lower in RPL deals.

CMBS 

CMBS issuance reached $76.5 billion year to date with agency CMBS issuance at $29.9 billion, outpacing non-agency CMBS at $46.6 billion. 
The more hawkish Fed, advanced credit cycles, structural challenges in retail, and significant construction in the high-end, multi-family sector all 
mandate caution in CMBS investment. Commercial real estate price appreciation slowed to the low single digits with lower capitalization rates. 
With the repayment rate for legacy 2006 vintage CMBS conduit at 80%, the biggest maturity wall is behind us. We believe the mezzanine tranches 
of Freddie Mac multi-family K program, with high-quality collateral, and conduit CMBS BBB- of 2012-2014 vintage, with embedded property value 
appreciation and operating income growth, currently offer attractive opportunities.

ABS

Total ABS issuance exceeded $111 billion year to date. Due to higher short-term rates, short-duration ABS offer good yield pickup and stability 
relative to comparable corporate credits. We see some opportunities in private student loan, auto rental, and whole business securitization ABS.

CLO

Supply of U.S. collateralized loan obligations (CLO) totaled $141 billion year to date, including refinancing, resets, and primary issuance. There are 
some pockets of value in AAA and AA tranches, but the market faces headwinds of deteriorating corporate credit fundamentals and a potential 
increase in CLO supply resulting from the risk retention rule repeal. Increased demand for floating-rate bonds should offset those headwinds.

EUROPEAN RMBS

Both Spanish and U.K. RMBS performed well, driven by solid fundamentals, borrower deleveraging, rating upgrades, increasing demand from 
buyers with reinvestment needs, and lack of new issue supply. European ABS issuance totaled €50 billion in placed and €50 billion in retained 
deals year to date, on par with the first half of 2017. The ECB will likely begin tapering its ABS purchases, but we do not expect the market will be 
seriously affected. ECB purchases have been minimal since the inception of its program while asset managers remain the dominant buyer. 

Structured Credit

Brandywine Global Investment Management, LLC
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The ICE BAML U.S. High Yield Index returned 1.0% in the second quarter, outperforming the ICE BAML European High Yield Index in both local-
currency and constant-currency terms. U.S. CCC-rated bonds continued to outperform relative to BB. In Europe, B-rated credits outperformed relative to 
higher-quality BB issuers (see Figure 9). The option-adjusted spread (OAS) between U.S. CCC and BB issuers tightened for the quarter to 473 bps from 
550 bps. Despite difficulties in standardizing universes to derive a similar quality comparison between European and U.S. high yield, hedged yields of 
euro-denominated credits increased relative to those in the U.S., especially when considering debt issued in euros by select U.S. corporations.  

Default rates for high yield issuers were generally lower quarter over quarter, according to ICE BAML data. Although U.S. and European default 
rates trended lower, distress ratios were down modestly in the U.S. and increased to 3.7% from 2.3% in European high yield, inclusive of U.K. 
issuers. We still see U.S. default rates ending 2018 in the 2% range on a trailing 12-month basis. U.S. high yield has remained fairly insulated from 
the Fed’s monetary policy tightening, and a potential pause in tightening in the absence of inflation would likely extend the credit cycle in the U.S.  

The Credit Suisse Leveraged Loan Index lagged the U.S. High Yield 
Index in the quarter, returning 0.8%, although the loan index is up 2.4% 
year to date versus 0.1% for U.S. high yield. Loan issuance trends 
show a relative decrease in BB issuance compared to CCC and B. The 
percentage of covenant lite loan issuance has climbed to nearly 80% 
(see Figure 10). These trends suggest that as loans become a larger 
portion of capital structures, issuers will become increasingly sensitive 
to higher rates, and weaker covenants may erode loan recoveries in the 
event of higher default rates. For now, loan default rates remain at a 
low 1.95% compared to 2.42% at the end of the first quarter.

At this stage of the credit cycle, the Fed is continuing with tightening 
while the ECB is reducing bond purchases and considering future rate 
normalization. We are not reaching for yield in lower-quality, more highly 
leveraged capital structures, nor are we adding exposure to longer-
dated, higher-quality issuers. We favor shorter-dated, fixed-rate U.S. 
high yield opportunities and are assessing bank loans, which typically 
are senior floating-rate structures. Despite the U.S. High Yield Index OAS 
trading at a historically tight level, we continue to monitor idiosyncratic 
opportunities in consumer non-cyclicals, energy, and communications. In 
addition, euro-denominated high yield credits have underperformed the 
U.S., representing a potential opportunity, especially on a hedged basis 
when considering euro-denominated issuance of U.S. corporations.

Global High Yield & Leveraged Loans

USD RETURNS (%) LOCAL-CURRENCY  RETURNS (%)

INDEX 2Q18 YTD Trailing 12-mo. 2Q18 YTD Trailing 12-mo.

U.S. HY Index 1.0 0.1 2.5 1.0 0.1 2.5
U.S. HY BB Index -0.1 -1.8 0.6 -0.1 -1.8 0.6
U.S. HY B Index 1.5 1.0 3.2 1.5 1.0 3.2
U.S. HY CCC and Below Index 3.6 4.0 7.5 3.6 4.0 7.5

European HY Index -6.2 -4.4 3.2 -1.2 -1.7 0.8
European BB Index -6.3 -4.7 2.9 -1.4 -2.0 0.5
European B Index -5.7 -3.3 3.7 -0.6 -0.5 1.3
European CCC and Below Index -6.7 -5.5 5.8 -1.7 -2.8 3.4

Figure 9 U.S. Lower-Quality Credit Outperformed As of 06/30/18

Source: ICE BAML

Source: ICE BAML 

As of 06/30/2018 
Figure 10 Covenant Lite Loan Issuance Has Increased 
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There is no shortage of concerns in emerging markets (EM) today whether it is escalating trade tensions, political uncertainties, the potential for 
desynchronized global growth, or external debt levels in both sovereign and corporate markets. The most important driver of EM sentiment going 
forward will be Fed policy. Two important clues appeared in May. The first came during a meeting in Switzerland where Chairman Powell made 
some surprising comments regarding how EM are better positioned to handle rising interest rates relative to past cycles because they now have 
the appropriate policy tools. In late May, the Fed’s Lael Brainard offered the second clue in a speech where she highlighted that the policy targets 
of full employment and inflation justify gradual rate hikes. Rising short-term interest rate differentials coupled with U.S. growth outperformance 
relative to Europe and other places led to a USD rally since late January and resulted in sizable drawdown in EM indices. The question one has to 
ask is whether the EM selloff, especially in local-currency EM, was due to a pause in the USD downtrend or if it was merely the expected volatility 
that typically occurs during a calendar year (see Figure 11).

CORPORATE MARKET

The JPM CEMBI Broad Index returned -1.77% for the second quarter 
and is down 2.87% year to date. On a quality basis, investment 
grade was down -0.77% for the quarter versus -2.99% for high yield. 
The Brazilian market sold off 3.3% during the quarter, accelerating 
in late May with the escalation of the truckers’ strike that ultimately 
led the Brazilian government to subsidize gasoline pricing and the 
CEO of Petrobras to step down. Despite the sell-off in Brazil, we 
continue to see some value opportunities. The Chinese high yield 
market was down -6.6% year to date on trade tensions, heavy 
property developer issuance, and the announcement by Chinese 
officials of a crackdown on overseas foreign-currency bond issuance, 
particularly among property developers. While defaults remain 
low in China, the distressed ratio for the Asian high yield market 
spiked to 16.7% from 2.1% at the end of the first quarter (see 
Figure 12). While we are not involved in Chinese credit markets, we 
will be watching closely to see how officials deal with mandated 
deleveraging and the issue of moral hazard. 

SOVEREIGN MARKET

Local-currency sovereign bonds as measured by the JPM GBI-EM 
Broad Diversified Index and the hard-currency JPM EMBI Index 
returned -10.40% and -3.54% during the second quarter and 
-6.44% and -5.23% year to date, respectively. This quarter marked 
the second-worst quarterly performance for the local index going 
back to 2003. USD stability reversed in the second quarter with the 
USD index rallying 5.2%, resulting in the GBI-EM Broad Diversified 
currency component of the index falling -9.2%. Some of the most 
vulnerable emerging markets sold off even more with a few seeking 
assistance from the International Monetary Fund (IMF). Drivers of the 
USD rally have been attributed to a pickup in global trade tensions 
and U.S. growth outperformance relative to a perceived slowdown 
in the rest of the world. With the recent selloff, we are assessing 
valuations and the opportunity set going forward against what appear 
to be attractive real yields in EM.

Emerging Markets

As of 06/30/2018 

 
Source: ICE BAML 
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MAX DRAWDOWN (%) FULL-YEAR RETURN (%)

GBI-EM EMBIGD CEMBI GBI-EM EMBIGD CEMBI
2003 -4.3 -7.0 -5.6 16.9 22.2 15.7
2004 -7.1 -10.4 -6.7 23.0 11.6 10.3
2005 -6.1 -4.6 -3.1 6.3 10.2 6.3
2006 -10.5 -5.2 -2.4 15.2 9.9 6.5
2007 -7.6 -4.5 -1.8 18.1 6.2 3.9
2008 -27.7 -29.5 -28.8 -5.2 -12.0 -16.8

2009 -14.0 -2.7 -3.0 22.0 29.8 37.5

2010 -7.7 -5.5 -3.3 15.7 12.2 12.5
2011 -11.6 -5.7 -9.1 -1.8 7.3 3.0
2012 -8.6 -3.1 -2.1 16.8 17.4 15.2
2013 -15.7 -11.4 -7.9 -9.0 -5.3 -1.3
2014 -14.4 -5.9 -5.8 -5.7 7.4 3.6
2015 -17.7 -4.6 -5.1 -14.9 1.2 1.2
2016 -9.8 -6.5 -2.7 9.9 10.2 10.8
2017 -5.5 -1.7 -1.0 15.2 10.3 8.0
2018 -11.4 -6.6 -3.4

Average -11.23 -7.18 -5.74

Figure 11 Large Drawdowns are Relatively Frequent, Particularly for 
EM Local Markets, Even in Positive Return Years As of 06/30/18

Source:  JP Morgan
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