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Overview
TAKING STOCK

Credit markets continued to provide strong returns for investors willing to bear default and spread 
volatility risk. Rewards were enhanced for investors willing to venture further afield into emerging 
markets, whether those risks were in local-currency sovereigns or hard-currency credit. Will these 
returns persist? The best way to consider this question is to take stock of: 

1. Valuations across various credit and emerging markets and 

2. Examine the state of economic growth globally and across distinct regions

VALUATIONS ACROSS CREDIT AND EMERGING MARKETS

Credit and emerging market valuations are no longer synchronized while high yield credit market 
valuations are now overpriced (see Figure 1). Compounding the overvaluation is the fact that cov-
enant quality has reached an all-time low, according to Moody’s proprietary measure.  Counterintui-
tively, low covenant quality allows corporations to manage capital structures very opportunistically 
and reinforces—in our view —that credit investors are mispricing the structural subordination option 
that poor covenant quality permits. 

The refinancing wall and 
limited default outlook are 
offsetting valuation and 
covenant quality factors.  
Corporate treasurers and 
CFOs have taken advan-
tage of low nominal yields 
and longer tenured debt 
in the leveraged loan and 
corporate credit markets.  
All but the most stressed 
or distressed credits can 
refinance in today’s credit 
markets. 

Credit investors are using a 
low default rate outlook to 
further justify allocations to 
credit. Our own view is that 

Figure 1 High Yield Spreads Are Fully Valued
As of 8/31/2017
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defaults are low and will likely trend below 2% over the next 12 months based on our valuation models.  However, a low default rate should not be 
used to justify current spread valuations. Defaults pick up once recessionary impulses are well established, and the ability to refinance becomes 
more challenging. So, spread widening typically anticipates challenged credit markets and subsequent defaults—we believe one should not wait 
for increased defaults in order to reduce exposure to credit markets (see Figure 2).

STATE OF ECONOMIC GROWTH

The state of global economic growth is solid and improving.  Profit margin growth and trade volumes are expected to continue to improve.  While 
short-term interest rates are expected to increase modestly in the U.S. over the coming months and the Federal Reserve’s (Fed's) balance sheet is 
anticipated to decline in a well-documented manner, monetary policy in emerging markets are turning less restrictive (see Figure 3).

After years of higher inflation coupled with weaker economic growth, short-term rates are being reduced on the back of declining actual and 
expected inflation rates. In these emerging markets, corporate credit is growing again, and investors are enjoying improved currency valuations rela-
tive to the dollar, tighter credit and sovereign spreads, and improving economic activity.

Our proprietary recession indicators highlight expanding activity, albeit at a modestly lower rate (see Figure 4).  

POSITIONING

The challenge for credit investors is how best to position for a scenario where economic activity continues to improve but valuations in certain sec-
tors already fully incorporate this positive information risk (see Figure 5). 

Figure 2 Default Rates Below 2% Are Now Priced In
%, As of 8/31/2017
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Figure 3 Global Trade
Ann % Chg, 3-Month Moving Average; As of 7/31/2017
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Figure 4 U.S. Recession Indicator*
As of 9/25/2017
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Figure 5 Cross Credit Sector Valuations: 25th / 75th Percentile
OAS; As of 9/21/2017
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Index Summary AS OF SEPTEMBER 30, 2017

INVESTMENT GRADE
•  Second quarter earnings growth for investment grade issuers, while still stronger than the end of 2016, is expected to be muted.

•  Several factors, including increased duration, historically low yields and high valuations, and lower average quality, are overshadowing 
investment prospects within the segment.

12/31/2016 7/31/2017 8/31/2017 9/30/2017

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

BofA Merrill Lynch (BAML) Global Corporate Index 129 2.73 106 2.50 113 2.44 106 2.53

BAML AA Global Corporate Index 79 2.08 64 1.95 68 1.88 64 1.99

BAML A Global Corporate Index 107 2.45 87 2.28 92 2.21 86 2.32

BAML BBB Global Corporate Index 165 3.14 134 2.81 142 2.76 134 2.84

BAML U.S. Corporate Index 130 3.40 109 3.15 116 3.09 107 3.18

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

BAML Global Corporate Index 2.30 7.70 3.00 2.57 2.59 4.35

BAML AA Global Corporate Index 2.06 6.39 1.31 1.74 1.23 3.41

BAML A Global Corporate Index 2.11 7.11 2.07 2.40 2.08 3.42

BAML BBB Global Corporate Index 2.54 8.59 4.34 2.94 3.56 5.77

BAML U.S. Corporate Index 1.37 5.30 2.27 3.99 3.52 5.67

STRUCTURED CREDIT
• Improving economic conditions, solid housing fundamentals, and favorable demand outpacing supply led to strong returns in certain structured 

credit sectors while new issuance continued to exceed last year’s volume.

•  Near-term opportunities remain attractive due to supportive financial conditions and fundamentals, and the prospect for U.S. deregulation.

• While spreads generally tightened across credit markets, not all structured credit sectors have seen the same spread compression, leading to the 
potential for additional, select spread pickup relative to other credit sectors.

12/31/2016 7/31/2017 8/31/2017 9/30/2017

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

BAML U.S. Mortgage-Backed Securities Index 16 2.77 22 2.71 24 2.61 19 2.70

BAML U.S. Fixed Rate CMBS Index 109 2.96 92 2.80 90 2.70 93 2.90

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

BAML U.S. Mortgage-Backed Securities Index 0.92 2.30 0.28 2.41 1.94 4.14

BAML U.S. Fixed Rate CMBS Index 0.82 3.01 0.67 2.87 2.69 4.85

Brandywine Global Investment Management, LLC
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GLOBAL HIGH YIELD & LEVERAGED LOANS
•  Spreads tightened across U.S. dollar-, euro-, and sterling-denominated high yield, supported by a benign default outlook and low rate 

environment.

•  Leveraged loans lagged high yield bonds, mostly due to the lack of interest rate sensitivity.

• While we prefer high yield bonds over loans, we remain most constructive on select credit opportunities in the U.S. and Latin America over Europe.

12/31/2016 7/31/2017 8/31/2017 9/30/2017

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

BAML Global High Yield Index 436 5.84 367 5.12 382 5.18 354 5.07

BAML BB Global High Yield Index 291 4.33 237 3.74 247 3.75 226 3.73

BAML B Global High Yield Index 439 6.00 380 5.36 400 5.47 371 5.32

BAML CCC & Lower Global High Yield Index 1118 12.58 993 11.44 1026 11.70 967 11.30

BAML U.S. High Yield Index 422 6.17 361 5.46 385 5.61 356 5.47

BAML European High Yield Index 378 3.30 268 2.42 273 2.33 262 2.34

Credit Suisse Leveraged Loan Index 461 6.30 423 5.94 436 5.99 432 6.16

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

BAML Global High Yield Index 2.87 9.36 9.86 5.50 6.29 7.66

BAML BB Global High Yield Index 3.10 9.73 8.87 5.56 6.28 7.94

BAML B Global High Yield Index 2.48 8.20 9.50 4.98 5.78 6.46

BAML CCC & Lower Global High Yield Index 2.85 10.73 15.95 7.15 7.95 8.96

BAML U.S. High Yield Index 2.04 7.05 9.06 5.87 6.38 7.72

BAML European High Yield Index 5.52 18.76 13.50 3.16 5.74 5.99

Credit Suisse Leveraged Loan Index 1.05 3.04 5.36 3.96 4.40 4.43

EMERGING MARKETS
•  Emerging market corporate and sovereign bonds posted solid returns, with high yield and Latin America generally outperforming.

• Above-average gross issuance has been a major theme in 2017, helped by the recovery in commodity markets and a surge of first-time issuers in 
Asia stemming from the region’s strong real estate market.

• While the valuation opportunity in emerging markets has diminished with corporate spreads rallying from their peak in February 2016, we are still 
finding some of the most compelling opportunities in certain Latin American export sectors, namely oil and gas, and local-currency sovereigns.

12/31/2016 7/31/2017 8/31/2017 9/30/2017

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

JP Morgan (JPM) CEMBI Broad  288 4.99  243 4.44  247 4.34  229 4.37

JPM EM Bond Index Global Diversified  341 5.79  303 5.31  299 5.12  286 5.19

JPM GBI-EM Broad Diversified 6.79 6.09 6.04 5.99

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

JPM CEMBI Broad 2.28 7.25 6.00 5.53 4.80 6.56

JPM EM Bond Index Global Diversified 2.63 8.99 4.61 6.50 4.91 7.46

Brandywine Global Investment Management, LLC
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Investment Grade
Global investment grade corporate credit spreads widened slightly in September returning -0.25% for the month. However, the Bloomberg Barclays 
Global Aggregate Corporate Index returned 2.25% for the third quarter and 7.54% for the year. Both European and U.S. corporate spreads have 
tightened significantly for the year as issuance has remained robust (see Figure 6 and Figure 7). 

Based on valuation, investors should expect returns for the balance of the year and 2018 to be derived from coupon and roll-down and should, 
therefore, not reach for yield. On a fundamental basis, U.S. and European financials offer value on a senior basis as balance sheets have improved 
dramatically since the financial crisis, along with the potential for steepening yield curves across the globe and U.S. deregulation led by the new 
administration (see Figure 8).

Figure 6 Year-to-Date Spread Change of Investment Grade Indicies
BPs; As of 9/28/2017
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Figure 7 Year-to-Date Yield Change of High Yield Indicies
%; As of 9/28/2017
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Figure 8 Barclays U.S. Corp Investment Grade Bond Spreads Relative to 
Nominal GDP
BPs, As of 6/30/2017
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OVERVIEW 

The third quarter of 2017 was characterized by synchronized global growth, subdued global inflation, and a more hawkish tone from major central 
banks around the world. China continued with slowing credit growth while balancing its growth stabilization, and Europe saw a pickup in growth 
momentum. The fundamentals of credit risk transfers (CRTs), Freddie Mac multifamily K certificate mezzanine bonds, and BBB-rated commercial 
mortgage-backed securities (CMBS) continued to generate solid performance, albeit with considerable volatility in valuations due to the market's 
overreaction to Hurricanes Harvey and Irma. Given the relatively healthy state of consumer balance sheets, solid housing market fundamentals, an 
expected gradual approach to Fed tightening, benign financial conditions, and stable global growth, we are still constructive on structured credit in 
the fourth quarter of 2017, but we remain cautious due to the historically tight spreads across the sector. We do not think the market is pricing in 
U.S. political uncertainty and geopolitical risk. We sold down our position to profit from the gain and also to wait for a better entry point. 

U.S. RMBS

Mortgage credit fundamentals remain robust with legacy borrower credit profiles continuously deleveraging, and pristine new mortgage origination 
as a result of restrictive underwriting standards. We are constructive on the non-agency mortgage-backed securities (MBS) market, as well as the 
CRT MBS market as its floating-rate nature will hedge against a rising-rate environment. In addition, supported by good performance and bond 
deleveraging, CRT bonds have seen frequent ratings upgrades, which could further tighten spreads. Non-agency MBS new issuance reached $51 
billion year to date. Issuance remains on track to hit a full-year total of $50-$60 billion but remains outpaced by the paydown of legacy non-agency 
RMBS bonds.

CMBS 

Commercial mortgage-backed securities (CMBS) issuance reached $175 billion with agency CMBS issuance at $105 billion, outpacing non-agency 
CMBS at $63 billion. The more hawkish Fed, advanced credit cycles, structural challenges in retail, and significant construction in the high-end, 
multi-family sector all warrant caution in CMBS investments. The price appreciation in commercial real estate (CRE) slowed down to the low 
single-digit area with lower cap 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 their high quality collateral, conduit CMBS BBBs of 2014 
vintage with embedded property value appreciation, and operating income growth —currently offer attractive opportunities.

ABS

Total asset-backed securities (ABS) issuance printed has 
equaled $187 billion year to date and is on its way to reach 
$200 billion this year. We believe the ABS market still 
offers a decent spread pickup and relative stability versus 
comparable corporate credits. We see some opportunities 
in whole business securitization ABS.

EUROPEAN RMBS

Both Spanish and U.K. residential mortgage-backed securi-
ties (RMBS) performed well, driven by solid fundamentals, 
borrower deleveraging, ratings upgrades, increasing buyer 
demand with reinvestment needs, and lack of new issue 
supply. European issuance totaled €60 billion this year. 

Structured Credit

Figure 9 Gross Issuance across Structured Credit Sectors
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In the third quarter, U.S. high yield outperformed pan-European and U.K. 
high yield markets in local-currency terms. However, a weak U.S. dollar  
resulted in European and U.K. high yield outperformance versus U.S. 
high yield in dollar terms by 3.48% and 2.77%, respectively. Despite 
a negative return in August—only the second month to result in a 
negative return in the past 19 —leveraged loans returned 1.05% for the 
quarter. The last negative quarterly return occurred in the fourth quarter 
of 2015.

After underperforming higher-rated bonds in the second quarter, 
and despite lagging the BB-rated segment of the market in August,         
CCC-rated bonds regained their dominance in the third quarter, once 
again outperforming the higher-quality portion of the U.S. High Yield 
Index. Despite the Fed's announcement of balance sheet tapering, 
CCC-rated bonds regained momentum in the third quarter versus BB 
and B-rated bonds. Although the potential for regulatory and tax reform 
could lift risk assets, at this stage of an economic recovery that began in 
2009, we prefer decreasing exposure to lower-quality credit rather than 
chasing yield. 

Continued asset purchases by the European Central Bank (ECB) have 
provided a supportive backdrop for European credit markets. Despite 
ECB asset purchases and a favorable European growth outlook, we are 
hesitant to increase exposure to European high yield markets given the 
absolute yield levels of what are ultimately default-prone instruments. 
The yield-to-worst for European High Yield has converged to the yield on 
nominal U.S. treasury 10-year notes (see Figure 10).

Leveraged loan issuance continued at a strong pace in the third quarter 
with repricing continuing to account for the majority of use of proceeds. 
Although loans are typically more senior in a corporation’s capital 
structure, covenant-lite issuance accounts for an increasing share of 
overall issuance in both the U.S. and Europe. Although this is not a new 
phenomenon, with repricing diluting the return potential of a higher 
London Interbank Offered Rate (LIBOR) and the continued prevalence of 
covenant-lite issuance, we prefer higher-quality fixed-rate bonds over 
loans (see Figure 11).

Global High Yield & Leveraged Loans
Figure 10 European High Yield Yield-to-Worst vs.
U.S. Treasury 10-Year (Nominal Yield)
%; As of 9/26/2017
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Figure 11 Percentage of Cov-Lite Issuance
%; As of 9/30/2017
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CORPORATE MARKET

As is the case across most credit markets, the JP Morgan Corporate 
Emerging Markets Bond Index (CEMBI) yields and spreads—broadly 
speaking—are at or near decade lows. However, we continue to believe 
there are opportunities in Latin American corporate credit, specifically 
Brazilian banking, beef exporters, and the oil & gas sector. Banks should 
continue to recover despite aggressive cuts to the Selic rate, with a 
pickup in loan demand that is expected to offset net interest contraction 
as the economy starts to grow, confidence improves, and job creation 
increases. Reforms in the oil & gas sector—including rules around 
domestic content and internationalizing local gasoline prices— along 
with asset sales have helped the deleveraging story in Brazilian oil & 
gas. Risks around the Carne Fraca investigations earlier this year have 
subsided, as illustrated by an increase in Brazilian beef exports. 

SOVEREIGN MARKET

We believe there are attractive opportunities in local currency emerging 
market sovereigns, including countries such as Brazil and Peru. As 
shown in Figure 16, the the JPMorgan Government Bond Index-Emerging 
Market Bond Index (GBI-EMBI) has significantly underperformed both the 
JPMorgan Emerging Market Bond Index (EMBI) and the CEMBI index for 
several years, primarily due to the rise of the U.S. dollar and collapse 
of emerging market currencies following the commodity bust. There is 
certainly no shortage of uncertainty in the markets today, especially 
as developed market central banks transition away from quantitative 
easing; however, unlike the taper tantrum in May 2013—when real yields 
were approaching 0%—emerging markets now offer approximately 
3% real yields with some markets, such as Brazil, in the mid-5%. We 
believe this is an adequate real yield cushion compared to developed 
markets, which are still around 0%. Synchronized global growth looks 
to have legs and should continue to provide a constructive backdrop for 
global capital flows. Overall, we think global monetary policy will remain 
accommodative, particularly as emerging market central banks have 
started cutting rates and have room to continue easing. Positive economic 
indicators have globally crystallized and should create marginally better 
global growth. 

Emerging Markets: Where are the Opportunities?
Figure 12 CEMBI Diversified Yield-to-Worst and OAS As of 10/10/2017
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Figure 13 Rolling 3 Year Cumulative Returns %, As of 9/29/2017
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Figure 14 Emerging Countries* Real 10 Year Bond Yields %, As of 9/18/2017
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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. The BofA Merrill Lynch (BAML) Global Corporate Index tracks the performance of investment grade corporate 
debt publicly issued in the major domestic and eurobond markets. Qualifying securities must have an investment grade rating (based on an average of Moody’s, S&P and Fitch), at least 
18 months to final maturity at the time of issuance, at least one year remaining term to final maturity as of the rebalancing date, and a fixed coupon schedule. The BAML AA Global 
Corporate Index is a subset of the BAML Global Corporate Index including all securities rated AA1 through AA3, inclusive. The BAML Single-A Global Corporate Index is a subset of the 
BAML Global Corporate Index including all securities rated A1 through A3, inclusive. The BAML BBB Global Corporate Index is a subset of The BofA Merrill Lynch Global Corporate Index 
including all securities rated BBB1 through BBB3, inclusive. The BAML U.S. Corporate Index tracks the performance of U.S. dollar-denominated investment grade corporate debt publicly 
issued in the U.S. domestic market. Qualifying securities must have an investment grade rating (based on an average of Moody’s, S&P and Fitch), at least 18 months to final maturity 
at the time of issuance, at least one year remaining term to final maturity as of the rebalancing date, a fixed coupon schedule and a minimum amount outstanding of $250 million. The 
BAML Global High Yield Index tracks the performance of USD, CAD, GBP, and EUR denominated below investment grade corporate debt publicly issued in the major domestic or eurobond 
markets. The BAML BB Global High Yield Index is a subset of the BAML Global High Yield Index including all securities rated BB1 through BB3, inclusive. The BAML Single-B Global 
High Yield Index is a subset of The BofA Merrill Lynch Global High Yield Index including all securities rated B1 through B3, inclusive. The BAML CCC & Lower Global High Yield Index is a 
subset of The BofA Merrill Lynch Global High Yield Index including all securities rated CCC1 or lower. The BAML U.S. High Yield Index tracks the performance of USD denominated below 
investment grade corporate debt publicly issued in the major U.S. markets. The 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 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 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 BAML Euro High Yield Index tracks the performance of EUR denominated 
below investment grade corporate debt publicly issued in the euro domestic or eurobond markets. The BAML Sterling High Yield Index tracks the performance of GBP denominated below 
investment grade corporate debt publicly issued in the sterling domestic or sterling bond markets. 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. The Bloomberg Barclays Global Aggregate Corporate Index measures global investment grade, fixed-rate corporate debt. It is a 
multi-currency benchmark that includes bonds from developed and emerging market issuers within the industrial, utility, and financial sectors. Indices are unmanaged and not available 
for direct investment. 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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