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In a July 2014 interview with The New Yorker, titled The Hand on the Lever, American 
economist George Akerlof told the reporter that “both of us” care very deeply about 
unemployment. Of course, by “us” he was referring to himself and his wife, who is more 
famously known as fellow economist and Federal Reserve (Fed) Chair Janet Yellen. Akerlof 
went on to expound on the double impact of unemployment. When someone wants to work 
but jobs are unavailable, he recognizes that individual’s savings may run short. But that 
unemployed worker is also likely “sitting at home, feeling bad” and certainly not fulfilling 
his or her personal aspirations. Again turning to the use of the plural pronoun, Akerlof 
emphasized that “we feel very seriously,” as he referred to their shared concerns and sense 
of personal responsibility regarding unemployment.

While these statements are not exactly recent, nor are they even the words of Janet Yellen, they 
interestingly echo themes in a speech she gave in Boston on October 15, 2016. Clearly, both Yellen 
and her husband share a deep and moral commitment to combating unemployment. This singular 
focus on unemployment, particularly during periods of severe economic distress, appears to drive 
their—and more importantly, her own—public policy deliberations and decisions.

Given the Fed Chair’s longstanding views toward unemployment, one likely can no longer assume 
that this central bank is one that will aggressively hike interest rates to avert budding inflationary 
pressures. Instead, this is a Fed that appears to view one of its functions as a salve for the wounds 
caused by the severe economic contraction from 2007 to 2009.  

Back in 2014, Ms. Yellen stated that she is “doing this to help American families who are 
struggling in the aftermath of the Great Recession.” The Fed Chair’s mindset and policy stance 
must be considered when bearing risk in credit markets and emerging markets—particularly when 
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denominated in local currency. Additionally, relative valuations and 
fundamentals must be evaluated. Looking at both considerations, we 
believe the opportunity in high yield is compelling (see Figure 1 on the 
previous page and Figure 2).

RESPONSIBLE IRRESPONSIBILITY REQUIRES A CHANGE IN 
PERSPECTIVE

It appears that the central bank is poised to act “responsibly 
irresponsible” with respect to monetary tightening, to use a term from 
Paul Krugman’s 1999 essay Thinking about the Liquidity Trap. If the Fed 
continues to be extraordinarily reticent in confronting inflation proactively, 
remains overly concerned that underemployment is firmly entrenched, 
and stands prepared to let the economy run a little hot, tolerating some 
inflation in exchange for extended, low unemployment, then we believe 
a material change in both perspective and positioning is warranted for 
credit portfolios. 

Both emerging market credit—hard assets, and especially in local 
currency—and higher real-yielding sovereigns may offer better 
protection against a dovish monetary policy stance, in our view. As 
well, low-quality credit, including fallen angels, single Bs, and even 
select CCCs, may afford the most attractive opportunities in the global 
fixed income markets (see Figures 3 and 4). When analyzed using a 
historical perspective, these credit and emerging market opportunities are 
particularly apparent.

All of these positions—emerging market and single B credit—may be 
able to reduce the sensitivity of a fixed income portfolio to a central bank 
that wants to act “responsibly irresponsible.” We believe minimizing this 
key risk—monetary policy “irresponsibility”—in credit portfolios is best 
achieved through shorter-duration, mid-tier credit and select non-dollar 
sovereign exposure. However, further steps may need to be taken to 

Figure 3 Option-Adjusted Spreads for Global High Yield Markets
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Figure 4 Select Emerging Markets Offer Value Relative to Credit

BPs, (%), As of 10/03/2016
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Figure 2 Leverage Is Still Elevated, but Coverage Is Solid 

U.S. High Yield, As of 9/30/2016
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reduce interest rate sensitivity, such as using short positions in developed 
market sovereign bond futures to further remove interest rate risk while 
bearing select emerging market high, real-yielding local currency risk.

Given these exposures, our credit portfolios likely will have a decidedly 
non-benchmark orientation. This benchmark-agnostic approach also 
happens to be a Brandywine Global philosophy and hallmark. 

While defaults are already at or approaching 5% on a 12-month historical 
basis, those economic stresses are largely centered on commodity oriented 
sectors, namely metals & mining and energy. While the interrelated 
challenges of commercial mortgages and traditional retailers confront the 
credit markets, their combined stress should not materially infect or cause 
significant credit market weakness over the ensuing year, in our view. In 
fact, our own proprietary credit models indicate that defaults will be 20 to 
30 basis points below 4% in August 2017 (see Figure 5).

SLOW, STEADY HAND POINTS TO SELECT CREDIT 
OPPORTUNITIES

However, investors should not just reach for yield in low-quality credit, 
as we do not think such an approach is particularly appropriate at a 
broad portfolio level. We think valuations in aggregate, at this point, are 
“fair” based on our state of the economy valuation models (see Figure 6). 
Furthermore, our recession indicators are not emphasizing any immediate 
risks (see Figure 7). The steady, slow hand of monetary policy has removed 
that near-term risk in mid-tier, below investment-grade quality and 
emerging market credit that was so apparent in late 2015 and early 2016. 
Given this outlook, we believe investors would be wise to responsibly 
allocate to credit.

Figure 5 Estimated versus Actual Default Rates

(%), As of 8/31/2016
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Figure 6 Merrill Lynch High Yield Spreads Model

Basis points, As of 8/31/2016
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Figure 7 U.S. Recession Indicator*

As of 10/14/2016
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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. The JPMorgan Emerging Markets Bond Index (EMBI) Global tracks total returns for U.S. dollar denominated debt 
instruments issued by emerging market sovereign and quasi-sovereign entities: Brady bonds, loans, Eurobonds, and local market instruments. 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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