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Overview

Last quarter we highlighted that the end of this economic cycle may ultimately be marked by weaker 
economic growth, spread widening, and increasing defaults—and may simply be the reverse of how 
the cycle began. As we know, nearly a decade ago the Federal Reserve (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. 

Today, interest rates are rising, thereby tightening credit conditions; loan origination already appears 
to be slowing, and reserves are being drained, creating U.S. dollar scarcity. By unwinding unorthodox 
stimulus, the Fed intends to pass the growth baton 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. In the U.S., self-sustaining growth is firmly in place. The question now is: will the 
rest of the world follow? 

To answer this question, we need to consider balance sheets. Yes, boring balance sheets!

BALANCE SHEETS MATTER

Whether analyzing sovereign bonds, corporate credit, or structured credit, one needs to understand 
balance sheets. And balance sheets are now extremely leveraged. 

Over the last 10 years, regional leverage measured on a debt-to-gross domestic product (GDP) 
percentage basis has grown significantly. In the U.S. and emerging markets, leverage in aggregate 
has grown at a much faster rate than in the Euro area, making these regions highly dependent on 
strengthening economic growth. Upon reviewing sector balances, corporate credit growth has been 
most aggressive in emerging markets while government debt growth has been most aggressive in 
Europe and the U.S. 

A review of the balance sheets in corporate credit and emerging markets is necessary to determine 
whether there is value in either of the asset classes.
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HIGH YIELD CREDIT OFFERS VALUE DESPITE RISING FUNDAMENTAL RISKS

The challenges within the global credit sectors have been well documented. We continue to be concerned by increasing leverage that needs to 
be supported by continued economic growth and margin expansion (Figure 2). The leveraged loan and high yield markets continue to grow; today, 
these markets are liquid and relatively deep, supported by earnings growth and no real probability of default brought on by tightening credit condi-
tions. However, the ratings quality distribution has turned notably worse in the loan market relative to the high yield market (Figure 3). While this 
degradation in quality distribution is not an immediate concern, we believe it will manifest itself in lower recoveries and larger price volatility in 
future years. 

Despite this decline in quality and rise in issuance, valuations appear fair 
given the state of the economy (Figure 4). Strong non-inflationary econom-
ic growth reflected in high capacity utilization and robust industrial produc-
tion more than offsets the covenant-lite and longer-duration high yield 
and leveraged loan capital structures. Fair value spreads are particularly 
appealing given rising rates; on a relative basis, the high yield asset class 
is attractive.
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Figure 4 High Yield Spread Appears Fair Given State of the Economy  
BPs, As of 08/31/2018 

*Based on Fed loan survey, industrial production, capacity utilization, 12-month trailing 
default rate, and 5-year treasury. 
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Figure 2 Leveraged Debt Markets Grow as Does the Attachment Point 
As of 10/01/2018 

0

500

1000

1500

2000

2500

3000

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

20
18

Institutional First-Lien Bank Debt
Second-Lien Bank Debt
HY Bonds

2.0

2.5

3.0

3.5

4.0

4.5

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

20
18

 Y
TD

Total Leveraged Debt Outstanding (Billions of USD)  New Issue 1L Loan Leverage (x) 

0

20

40

60

80

100

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

20
18

Split BBB/BB or higher BB+/BB/BB- Split BB/B B+/B/B- or CCC NR  
Source: Morgan Stanley 

Figure 3 Lower Quality in Leveraged Loans vs High Yield Bonds  
As of 10/01/2018 
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EMERGING MARKETS: DO LOWER PRICES MEAN THEY ARE CHEAP?

Emerging markets have faced one of their most challenging performance years in recent memory, particularly in local-currency terms. The questions 
we continually ask are why did these markets cheapen and are those mispricings warranted or anomalous?

The initial challenges emerging markets faced—and will continue to 
face—are rate normalization and balance sheet reduction. We anticipate 
that both of these trends will continue: rates will continue to ratchet high-
er to reflect improving economic fundamentals, yet inflationary pressures 
will remain contained. Developed market central bank balance sheets will 
shrink in aggregate as well (Figure 5). Excess reserves will be drained from 
the economic system, tightening dollar liquidity and creating continued 
challenges for emerging market currencies. Therefore, we are interested 
in emerging markets that possess a couple of important qualities. First, 
these countries should have central banks that are not only keenly aware 
of the surrounding changes to developed market rates and overall liquidity 
but are prescribing the right kind of monetary policy to address these 
issues. Incidentally, these rate environments should also be designed to 
attract inflows of foreign capital—an important point mentioned earlier. 
Secondly, these economies should already—or be on the precipice of—
capitalizing on the positive feedback loop created by weaker currencies. 
While the dynamics of global growth changed over the course of 2018, 
the fundamentals remain in place. We will be looking for commodity- or 
export-centric economies to benefit from global trade flows.

The next challenge is leverage. Leverage has increased in emerging markets, but the most significant component of this leverage increase is due to 
the Chinese financial and state-owned enterprises. Yet, when one reviews the growth in debt in the non-financial sectors, it is not extraordinary. In 
fact, credit growth in the non-financial emerging market sector appears quite reasonable with a few exceptions.  

If corporate and government debt growth have not been exceedingly aggressive, and liquidity withdrawal and rate normalization impact credit mar-
kets similarly, then why have emerging markets been so challenged? The answer is productivity. Simply put, productivity has not improved over the 
last decade and in some cases declined. The slack in these labor markets contrasts sharply with developed market economies, where productivity 
and low unemployment have significantly tightened labor market conditions. Therefore, there may be opportunity for emerging market productivity 
to inflect and improve, particularly as many developed market economies face credible prospects for rising wages and inflation.  

Capital was attracted to these higher-yielding markets during a period of developed market financial repression. However, these capital invest-
ments ultimately did not meet their hurdle rates; in turn, respective emerging market currencies needed to weaken to stay relatively competitive, 
thereby encouraging significant outflows on which many emerging markets are dependent to finance their current account deficits. 

Short of restructuring, these currencies have been the so-called “release valve” to maintain competitiveness. However, weaker currencies have 
now made debt burdens that seemed reasonable now appear more challenging. Emerging markets are not unilaterally cheap. Rather, idiosyncratic 
and tactical opportunities are available in emerging markets but not without heightened volatility and complex governance risk.

WILLING TO STRUCTURALLY TAKE CREDIT RISK AND TACTICALLY TAKE EMERGING MARKET RISK

We believe there will be select and tactical opportunities that present themselves in emerging markets—mostly in sovereign rather than corporate 
bonds. Generally, sovereign debt levels are lower, the bulk of the debt is fixed rate, denominated in local currency, and cash balances have been 
built up in central banks’ vaults. Conversely, emerging market corporate balance sheets are laden with dollar-denominated debt. Structurally, we 
are willing to take lower-quality credit risk given that we are being fairly compensated by higher real yields. 

Figure 5 Balance Sheets to Go Into Reverse 

Billions of U.S. Dollars; As of 10/01/2018 

Source: Citi 
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Index Summary AS OF SEPTEMBER 30, 2018

INVESTMENT GRADE
• We suggest prudence when allocating to investment grade credit, given current and projected fiscal and monetary conditions in the U.S., 

deteriorating quality, and expensive valuations for high-quality European corporate bonds. 

9/30/17 7/31/2018 8/31/2018 9/30/2018

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

ICE BAML Global Corporate Index 106 2.53 117 3.17 122 3.15 115 3.25

ICE BAML AA Global Corporate Index 64 1.99 67 2.53 68 2.47 63 2.58

ICE BAML A Global Corporate Index 86 2.32 95 2.93 98 2.88 93 3.00

ICE BAML BBB Global Corporate Index 134 2.84 148 3.52 155 3.52 147 3.61

ICE BAML U.S. Corporate Index 107 3.18 116 4.05 121 4.01 113 4.12

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

ICE BAML Global Corporate Index 0.42 -2.73 -1.32 3.19 2.15 4.85

ICE BAML AA Global Corporate Index 0.05 -2.28 -1.14 2.36 1.23 3.63

ICE BAML A Global Corporate Index 0.21 -2.80 -1.47 2.68 1.80 4.28

ICE BAML BBB Global Corporate Index 0.69 -2.74 -1.23 3.92 2.76 6.21

ICE BAML U.S. Corporate Index 0.96 -2.19 -1.10 3.15 3.56 6.27

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 mortgage-backed securities (CMBS), and certain asset-backed securities (ABS) sectors.

9/30/17 7/31/2018 8/31/2018 9/30/2018

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

ICE BAML U.S. Mortgage-Backed Securities Index 19 2.70 26 3.45 35 3.41 33 3.58

ICE BAML U.S. Fixed Rate CMBS Index 93 2.93 86 3.71 83 3.58 78 3.74

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

ICE BAML U.S. Mortgage-Backed Securities Index -0.12 -1.02 -0.88 1.00 2.00 3.33

ICE BAML U.S. Fixed Rate CMBS Index 0.52 -0.55 -0.21 1.71 2.41 5.43

Brandywine Global Investment Management, LLC
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GLOBAL HIGH YIELD & LEVERAGED LOANS
• The global high yield market, particularly the U.S.market, should continue to present the best relative value in an historically tight spread 

environment. 

• The U.S. high yield credit market should continue to be supported by the country's strong underlying economy, and in a rising rate environment, we 
prefer shorter-duration corporate bonds. 

9/30/17 7/31/2018 8/31/2018 9/30/2018

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

ICE BAML Global High Yield Index 354 5.07 369 6.01 390 6.16 364 6.08

ICE BAML BB Global High Yield Index 226 3.73 266 4.84 280 4.90 258 4.86

ICE BAML B Global High Yield Index 371 5.32 424 6.73 454 6.96 419 6.79

ICE BAML CCC & Lower Global High Yield Index 967 11.30 748 10.01 764 10.11 744 10.13

ICE BAML U.S. High Yield Index 356 5.47 346 6.36 349 6.31 328 6.29

ICE BAML European High Yield Index 262 2.35 351 3.29 367 3.39 355 3.37

Credit Suisse Leveraged Loan Index 432 6.16 388 6.83 388 6.74 381 6.86

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

ICE BAML Global High Yield Index 2.03 0.49 1.26 7.87 4.78 9.24

ICE BAML BB Global High Yield Index 1.75 -1.06 -0.05 6.78 4.69 8.88

ICE BAML B Global High Yield Index 2.32 1.69 2.42 8.01 4.58 8.31

ICE BAML CCC & Lower Global High Yield Index 2.43 5.34 4.95 13.09 6.30 11.77

ICE BAML U.S. High Yield Index 2.44 2.52 2.94 8.19 5.54 9.38

ICE BAML European High Yield Index 1.14 -3.31 -1.06 7.03 1.98 7.99

Credit Suisse Leveraged Loan Index 1.93 4.36 5.58 5.43 4.35 5.85

EMERGING MARKETS
• Select opportunities remain in local- and hard-currency emerging market sovereign bonds, though risks like escalating trade tensions and overly 

aggressive developed market tightening remain.  

9/30/17 7/31/2018 8/31/2018 9/30/2018

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

JP Morgan (JPM) CEMBI Broad  229  4.83  266  5.78  307  6.01  276  5.96 

JPM EM Bond Index Global Diversified  306  5.40  352  6.48  399  6.84  360  6.65 

JPM GBI-EM Broad Diversified  -    6.00  -    6.88  -    6.94  -    6.92 

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

JPM CEMBI Broad 1.44 -1.66 -1.13 5.58 5.02 8.01

JPM EM Bond Index Global Diversified 1.87 -3.46 -2.94 5.70 4.63 7.25

JPM GBI-EM Broad Diversified -3.22 -10.76 -9.89 3.57 -2.09 2.57

Brandywine Global Investment Management, LLC
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Investment Grade
The BofA Merrill Lynch (“BAML”) Global Corporate Index returned 0.42% in the third quarter while its yield widened by 10 basis points (bps) to 
3.3% and closed the quarter with a spread of 115 bps. For the trailing 12-month period, the index returned -1.32%. Lower-quality investment grade 
bonds (BBB) returned 0.69% for the quarter and -1.32% for the trailing 12-month period— slightly ahead of AA and A rated corporate bonds which 
returned 0.05% and 0.21% for the quarter and -1.14% and -1.47% for the year, respectively. In emerging markets, the JP Morgan CEMBI Broad 
returned 1.44% for the quarter and -1.13% for the trailing one-year period.

Global corporate bond issuance for the third quarter came in at $493.71 billion for 1,890 issues, according to Bloomberg data. Meanwhile there 
was $795.32 billion of global loans issued in the quarter and $95.43 billion of corporate high yield issuance during the same time period. Similar to 
the trend for the year, issuance was down quarter-over-quarter, but it was still a reasonable quarter of issuance across the credit-quality spectrum.

Fed Chair Jay Powell appeared to be taking a pragmatic approach to the economy by analyzing the effects of balance sheet normalization and inter-
est rate hikes have on the system. The Fed raised its reference rate for by 25 bps at the September 2018 meeting, bringing the upper-bound target 
to 2.25% after 75 bps worth of hikes during the year. Market expectations remained that the Fed will again move to hike interest rates an addi-
tional 25 bps by the end of 2018, as board members acknowledge some signs of inflation are taking hold in the U.S. economy. Fed leaders provided 
guidance on additional interest rate hikes in 2019 should the economy maintain its current path. More recent statements by Chair Powell during 
the first week of October guided the market to expect the Fed to continue on its current path with the possibility of moving further than the market 
had expected. Just as important, the pace of normalizing the Fed’s balance sheet continued to increase and will end the year with the central bank 
removing $50 billion per month from its balance sheet. It remains to be seen the exact impact quantitative tightening will have, but we believe that 
monetary conditions will continue to tighten as the Fed proceeds with balance sheet normalization.

With the U.S. economy performing well and the European Central Bank (ECB) formulating its own normalization policy, recent discussions caution-
ing investors to understand their exposure to interest rates has continued to play out. The generic 10-year Treasury yield began the quarter at 
2.86% and ended the quarter at 3.03%. As a frame of reference, the 10-year yield was at 2.41% as of December 31, 2017. Based on our research, 
investors should continue to remain vigilant when bearing interest-rate risk through their investment grade credit exposure, given this shifting 
monetary policy across the globe. When possible, we suggest continuing to reduce duration and move to floating-rate securities if permitted.

Investors should continue to focus on the longer-term trend of deteriorating quality within the investment grade credit universe to appropriately 
understand the risk being borne when allocating to the asset class. Figure 6 below from Barclays illustrates the continuous increase in issuance 
along with downgrades in the lowest-quality investment grade universe. Management teams continue to feel more comfortbable operating with a 
more aggressive balance sheet, which has generally entailed a focus on enhancing shareholder value through share repurchases and dividends.

Based on the monetary discussion above coupled with the questions 
around the synchronization of global growth, tightening labor markets, 
U.S. corporate and individual tax reform, the continued normalization 
of the Fed’s balance sheet, investors should position with a degree of 
prudence when structuring their allocation to investment grade corporate 
credit asset class. Additionally, the currently strained relationship between 
China and the U.S. and the consequences of the U.S. midterm elections 
also warrant caution (see Figure 6).

Short-dated floating rate corporate bonds may provide the ability to 
sidestep some of the aforementioned risks while allowing the underlying 
security to participate if interest rates should rise. Source: Barclays 

$ Trillion, As of 10/5/2018 
Figure 6 Amount Outstanding of BBB Industrial Debt ($bn)* 
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OVERVIEW 

Global markets responded very differently in an environment characterized by a divergence in global growth and central bank policies, subdued 
global inflation, and escalating trade tensions. Spreads on U.S. investment grade and high yield corporate bonds tightened in this quarter due 
to benign domestic financial conditions in spite of the rate hike. Structured credit continued to post positive returns, 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 flows, non-agency reperforming loan (RPL) bonds, Freddie K 
mezzanine bonds, and BBB-rated CMBS. However, we remain constructive yet 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 their 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 $85 billion year to date, exceeding the $68 billion for the same period in 2017. Issuance of RPL and non-
performing loan (NPL) deals have reached $41 billion.

CMBS 

CMBS issuance reached $173 billion year to date with agency CMBS issuance at $105 billion, outpacing non-agency CMBS at $68 billion. A 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 investments. 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 the 
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. CMBS conduit BBB- tranches have been outperforming other 
sectors in the third quarter.

ABS

Total issuance exceeded $188 billion year to date. Due to higher short-term rates, short-duration ABS offer a decent yield pickup and relative stability 
versus comparable corporate credits. We see some opportunities in private student loan, auto rental, and whole business securitization ABS. 

CLO

Total supply of U.S. collateralized loan obligations (CLOs) totaled $94 billion year to date, including refinancing, resets, and primary issuance. 
Spreads on AAA tranches have widened due to large new issue supply. There are some pockets of value in the 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 a lack of new issue supply. Distributed European ABS issuance totaled €54 billion year to date, broadly 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 within this space have been minimal since the inception of its asset buying program while asset managers remain the dominant buyer. 

Structured Credit

Brandywine Global Investment Management, LLC
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During the quarter, the U.S. High Yield Index returned 2.44%, with the lower-rated segment outperforming the BB and B-rated segments. The 
converse was true in European high yield, with higher quality outperforming the CCC-rated segment. The U.S. high yield bond and loan markets were 
supported by higher equity valuations and the continuation of strong U.S. economic data—despite a rising rate environment. The healthcare and 
telecommunications sectors outperformed relative to the U.S. High Yield Index during the quarter. Opportunities within these sectors—as well as the 
energy sector—continue to present value and potential opportunities for investment in an environment of tight spreads versus history.

The Leveraged Loan Index returned 1.93% for the quarter as LIBOR increased modestly and spreads were range bound. Through the third quarter 
of 2018, leveraged loans have returned 4.36% compared to a return of 2.52% for the U.S. High Yield Index. According to Leveraged Commentary & 
Data (LCD), there were no defaults within the S&P/LSTA Leveraged Loan Index during the quarter, although American Tire Distributors missed an 
interest payment in early September and filed for reorganization under Chapter 11 in early October. Loan issuance year to date remains high relative 
to history while high yield issuance volumes are down and were at the lowest level during the third quarter since 2010, according to BAML/ICE 
data. Additionally, use of proceeds for loan deals is increasingly leveraged buyout-related, which is indicative of late-cycle corporate behavior.

With a strong economic backdrop, a benign default outlook with a sub-
2% expected rate over the next year, and models suggesting options-
adjusted spreads at approximately fair value, U.S. high yield does not 
flag as particularly expensive despite tight spreads versus history. Major 
risks to the trade include a tightening of financial conditions as the Fed 
is expected to hike rates as it continues to unwind its balance sheet— 
although thus far, velocity has been able to offset tighter monetary 
policy. Additional risks include U.S. midterm elections, U.S.- China trade 
tariffs, the Italian budget negotiations, and reduced bond purchases by 
the ECB. Inflation may also surprise to the upside, potentially putting 
upward pressure on rates. We favor U.S. credit over European issuers 
given the relative growth outlook. Positions in shorter-dated and lower-
duration parts of the capital structure appear attractive, especially 
within the telecommunications, healthcare, and energy sectors. 
Preferred investments are typically shorter in maturity within capital 
structures that lack an imminent refinancing risk and maintain sufficient 
liquidity.

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

INDEX 3Q18 YTD Trailing 12-mo. 3Q18 YTD Trailing 12-mo.

U.S. HY Index 2.44 2.52 2.94 2.44 2.52 2.94
U.S. HY BB Index 2.36 0.55 0.89 2.36 0.55 0.89
U.S. HY B Index 2.41 3.48 3.87 2.41 3.48 3.87
U.S. HY CCC and Below Index 2.85 6.92 7.70 2.85 6.92 7.70

European HY Index 1.14 -3.31 -1.06 1.67 -0.04 0.70
European BB Index 1.23 -3.50 -1.10 1.76 -0.23 0.67
European B Index 1.46 -1.89 -0.30 1.99 1.43 1.47
European CCC and Below Index -2.28 -7.64 -4.58 -1.77 -4.51 -2.88

Figure 7 High Yield Performance As of 09/30/18

Source: ICE BAML

Source: ICE BAML 

Millions of USD, As of 09/30/2018 
Figure 8 Issuance Through Q3 
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Trade tensions, political uncertainties, desynchronized global growth, and external debt levels were all issues that remained in place for emerging 
markets during the third quarter. Some country-specific situations unfolded, including Argentina, which came to another agreement with the 
International Monetary Fund (IMF) and shifted from targeting inflation to monetary aggregates, as well as Turkey, where the central bank hiked 
rates by 625 bps in an attempt to stem further lira weakness. In Argentina’s case, the IMF changed the timing of funding by frontloading payments 
and therefore significantly reducing 2018 and 2019 rollover risks; however, markets are concerned with ability of the government to tighten policy 
enough to crack inflation amidst a presidential election cycle that will culminate in late 2019. This concern is reflected in the spread at the shorter 
end of the hard-currency sovereign curve, between the 2019s and 2021s where markets are pricing in the risks that the incumbent Cambiemos 
party loses the election to the left-wing Peronists. The other key question for broader emerging markets will be the degree of escalation in trade 
tensions between the U.S. and China. 

CORPORATE MARKET

The JP Morgan CEMBI Broad Index returned 1.44% for the third quarter but is down -1.13% year to date. On a quality basis, investment grade was 
up 1.14% for the quarter versus 1.54% for high yield. Emerging market 
corporate yields have widened out sharply relative to U.S. high yield 
following two fairly benign years for risk markets, characterized by the 
post-crisis globally coordinated central bank policy easing (Figure 9). The 
question now is where markets will be headed as developed market central 
banks embark on quantitative tightening coupled with the weakening 
Chinese renminbi. For the emerging market corporate asset class, this 
means paying closer attention to factors such as currency mismatches 
between revenues and debt given the risks of currency weakness. From 
a valuation standpoint, while spreads have widened out 6 bps to 187 for 
investment grade and high yield has widened 73 bps to 463 bps for the 
year to date, this still puts both indices around 25% percentile on a spread 
basis relative to their own history. While there does not appear to be broad 
degree of cheapness, we do believe there are pockets of opportunity in 
select sectors and countries. 

SOVEREIGN MARKET

Local-currency sovereign bonds, as measured by the JPM GBI-EM Diversified Index, and the hard-currency JP Morgan EMBI Index returned -1.83% 
and 1.77%, respectively, during the third quarter and -8.15% and -3.46% year to date, respectively. The asset class continues to be affected by the 
now-familiar narrative surrounding this year: emerging markets have 
been hurt by the appreciating U.S. dollar and retreating capital flows have 
been driven by the drawdown of global liquidity. Bond valuations appear 
attractive based on real yields—especially given the dispersion from 
advanced economies’ government debt. However, low trailing inflation 
across many emerging markets could potentially be at risk if oil prices 
rally further, along with continued emerging market currency weakness; 
therefore, we will be closely monitoring the pass-through effects and 
potential impact on real yields. For now, it seems that primary markets are 
open. For example, Colombia came to the market with a $2 billion two-
part deal with books peaking over $8 billion. This example highlights that 
funding is still available for the better situations such as Colombia, where 
there is a market-friendly president who continues with reforms and with 
an economy that benefits from higher oil prices.
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investment grade corporate debt publicly issued in the major U.S. markets. The ICE BAML European High Yield index tracks the performance of below-investment grade corporate bonds 
publicly issued in Europe. The Credit Suisse Leveraged Loan Index tracks the investable market of the U.S. dollar-denominated leveraged loan market. It consists of issues rated “5B” 
or lower, meaning that the highest-rated issues included in this index are Moody’s/S&P ratings of Baa1/BB+ or Ba1/BBB+. All loans are funded term loans with a tenor of at least one 
year and are made by issuers domiciled in developed countries. The ICE BAML U.S. Mortgage-Backed Securities Index tracks the performance of U.S. dollar-denominated fixed rate and 
hybrid residential mortgage pass-through securities publicly issued by U.S. agencies in the U.S. domestic market. The ICE BAML U.S. Fixed Rate CMBS Index tracks the performance of 
U.S. dollar-denominated investment grade fixed rate commercial mortgage-backed securities publicly issued in the U.S. domestic market. The JP Morgan Corporate Emerging Market 
Bond Index (CEMBI) Broad is a global, liquid corporate emerging markets benchmark that tracks U.S. denominated corporate bonds issued by emerging markets entities. The JPM 
Emerging Markets Global Diversified Index is composed of U.S. dollar-denominated Brady bonds, eurobonds, traded loans, and local market debt instruments issued by sovereign and 
quasi-sovereign entities. The JPM Government Bond Index-Emerging Markets (GBI-EM) Broad Diversified is a comprehensive emerging market debt benchmark that tracks local currency 
bonds issued by emerging market governments. The unique diversification scheme ensures that weights among the index countries are more evenly distributed by reducing the weight 
of large countries and redistributing the excess to the smaller-weighted countries with a maximum weight per country of 10%. The S&P/LSTA U.S. Leveraged Loan 100 Index is designed 
to reflect the performance of the largest facilities in the leveraged loan market. 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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