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Description: The strategy invests primarily in a diversified portfolio of 

government and corporate issuers in emerging market countries. Value 

can be added through sector rotation, issuer/issue selection and country 

rotation. Western Asset uses various tools, both external and proprietary, 

to help identify, measure and manage portfolio risk.
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Fixed-income market volatility continued in the fourth quarter of 2025 as

investors and policymakers digested the mixed data signals. The longest

US government shutdown, which limited the data availability, came to an

end in November after 43 days. Short and intermediate US Treasury

(UST) yields ended the quarter lower, whereas long-term yields rose. UK

gilt yields declined across the curve. Core European and Japanese yields

generally rose.

The Federal Open Market Committee (FOMC) cut the Federal Reserve

(Fed) policy rate twice, by 25 basis points (bps) to a target range of 3.50%

to 3.75%. In December, the committee added language to its statement

linking “the extent and timing” of further policy actions to incoming data

and the evolving outlook. The Fed also resumed reserve purchases to

provide for ample liquidity and smoother policy transmission. US 3Q GDP

rose 4.3% (annualized) on strong consumer spending and investment.

The unemployment rate reached 4.56%, while inflation moderated with

headline Consumer Price Index (CPI) at 2.7% and core CPI at 2.6%.

The European Central Bank (ECB) held policy rates unchanged.

However, following hawkish comments from ECB member Isabel

Schnabel that highlighted potential upside surprises to eurozone growth,

markets moved to expect higher rates in 2026. S&P downgraded France’s

sovereign credit rating from AA- to A+ citing slower than expected

budgetary consolidation and deteriorating debt metrics.

UK gilts outperformed as the Bank of England cut rates 25 bps to 3.75%

and UK economic data was weaker than expected. Real GDP in the UK

contracted 0.1% from August to October. Retail sales fell 1.1% month-

over-month (MoM) in October and by 0.1% MoM in November. UK core

CPI declined from 3.4% in October to 3.2% in November.

The Bank of Japan (BoJ) raised its policy rate by 25 bps to 0.75%, but

forecasted sluggish inflation and modest growth, while the yen weakened

on expectations of slower rate hikes. Sanae Takaichi became Japan’s

Prime Minister, launching a bold fiscal stimulus of ¥21.3 trillion and

abandoning the single-year primary budget surplus target, which pushed

Japanese government bond yields higher.

Many emerging market (EM) central banks continued to cut policy rates.

Local currency EM government bonds posted strong positive returns. In

China, the yield curve steepened with shorter-dated government yields

falling.

Spread sectors outperformed. However, significant long-dated issuance

for AI infrastructure investment saw the US investment-grade corporate

media and technology subsectors underperform.
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▪ At Western Asset, we anticipate some volatility in 1Q26, but believe any market repricing will create attractive opportunities in the EM space.

▪ In frontier markets, we continue to hold select exposures and see value in certain new issuances.

▪ EM corporates remain a core holding as they continue to benefit from conservative financial policies and strong duration-adjusted carry.

▪ For EM local markets, we still see room for selective tightening and continue to view the segment as a useful portfolio diversifier.
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Western Asset’s outlook remains constructive, though we recognize that 

growth momentum is tempered by uncertainty in areas such as 

geopolitics and fiscal sustainability. 

US financial conditions are largely supportive, which, alongside proposed 

fiscal loosening and solid household balance sheets, points toward a 

positive foundation for growth in 2026. Headwinds remain, including 

doubts over the state of the US labor market, core inflation lingering 

above target and the potential lagged impact of tariffs. Having cut rates at 

three successive meetings since September, the Fed may now moderate 

its pace of easing and await further signals from the post-shutdown data 

releases. Fiscal vulnerabilities and persistent inflation may see the yield 

curve steepen further. 

European growth is expected to benefit from German and EU fiscal 

support with the ECB judging the eurozone economy to be “in a good 

place” with growth remaining positive and inflation close to 2%. In Japan, 

above-trend growth is expected in 2026 with a more expansionary fiscal 

policy under the new prime minister. The gradual pace of BoJ policy rate 

hikes is expected to continue. In China, policy is expected to focus on 

reflation and improving domestic confidence with further fiscal and 

regulatory support.

While we retain a modest overweight to interest-rate duration, we are 

concentrated in shorter maturities and biased to select countries and 

regions such as core Europe, Australia and the UK. While fundamentals 

remain positive, spreads are at the tight end of historical ranges in many 

sectors and warrant caution. We will continue to look for further periods of 

volatility to add to spread risk.

We viewed 2025 as the beginning of a favorable multi-year window for 

EM outperformance, driven by attractive valuations and a supportive 

macro environment. One year later, we believe our thesis that EM is 

“coiled for a comeback” remains intact. Growth across many EM 

economies continues to outpace developed markets, disinflation has 

progressed without destabilizing activity and real policy rates remain 

elevated as central banks have maintained relatively restrictive monetary 

settings despite recent cuts. Frontier markets that initially came under 

stress in 2024 have largely remained market accessible and extended 

maturity profiles, while IMF program engagement has continued. Reform 

momentum through 2025 has supported ongoing disbursements and 

improved investor confidence. Overall, we anticipate another period of 

market volatility in the first quarter of 2026 due to ongoing tariff 

uncertainty, political headline risk and geopolitical tensions. However, any 

market repricing should create attractive investment opportunities across 

the EM universe.
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Risk Disclosures

All investments involve risks, including possible loss of principal. Fixed-income securities involve interest rate, credit, inflation, and reinvestment risks; and 
possible loss of principal. As interest rates rise, the value of fixed-income securities falls. International investments are subject to special risks, including 
currency fluctuations and social, economic and political uncertainties, which could increase volatility. These risks are magnified in emerging markets. Asset-
backed, mortgage-backed or mortgage-related securities are subject to prepayment and extension risks. High yield bonds are subject to greater price 
volatility, liquidity, and possibility of default.

The Consumer Price Index (CPI) tracks prices for a basket of more than 80,000 goods and services.

The Federal Reserve Board (Fed) is responsible for the formulation of policies designed to promote economic growth, full employment, stable prices, and a sustainable 
pattern of international trade and payments.

The Fed Funds Rate is the interest rate at which depository institutions trade federal funds (balances held at Federal Reserve Banks) with each other overnight.

Gross domestic product (GDP) is an economic statistic that measures the market value of all final goods and services produced within a country in a given period of 
time.

The JPMorgan Emerging Markets Bond Index Global (“EMBI Global”) tracks total returns for US dollar-denominated debt instruments issued by emerging market 
sovereign and quasi-sovereign entities: Brady bonds, loans, Eurobonds.

The JPMorgan Emerging Markets Bond Index Global Diversified Index (EMBI® Global Diversified) is a uniquely-weighted version of the EMBI Global. It limits the 
weights of those index countries with larger debt stocks by only including specified portions of these countries’ eligible current face amounts of debt outstanding. The 
countries covered in the EMBI Global Diversified are identical to those covered by the EMBI Global.

The S&P 500 Index is an unmanaged index of 500 stocks that is generally representative of the performance of larger companies in the U.S.

Inflation is the rate of increase in prices over a given period of time. Disinflation is a slowdown in the rate of price inflation, not a decrease in overall prices.

This material is intended to be of general interest only and should not be construed as individual investment advice or a recommendation or solicitation to buy, sell or 
hold any security or to adopt any investment strategy. It does not constitute legal or tax advice. This material may not be reproduced, distributed or published without 
prior written permission from Franklin Templeton.

The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as at publication date and may change without 
notice. The underlying assumptions and these views are subject to change based on market and other conditions and may differ from other portfolio managers or of the 
firm as a whole. The information provided in this material is not intended as a complete analysis of every material fact regarding any country, region or market. There is 
no assurance that any prediction, projection or forecast on the economy, stock market, bond market or the economic trends of the markets will be realized. The value of 
investments and the income from them can go down as well as up and you may not get back the full amount that you invested. Past performance is not necessarily 
indicative nor a guarantee of future performance. All investments involve risks, including possible loss of principal.

Any research and analysis contained in this material has been procured by Franklin Templeton for its own purposes and may be acted upon in that connection and, as 
such, is provided to you incidentally. Data from third party sources may have been used in the preparation of this material and Franklin Templeton (“FT”) has not 
independently verified, validated or audited such data. Although information has been obtained from sources that Franklin Templeton believes to be reliable, no 
guarantee can be given as to its accuracy and such information may be incomplete or condensed and may be subject to change at any time without notice. The mention 
of any individual securities should neither constitute nor be construed as a recommendation to purchase, hold or sell any securities, and the information provided 
regarding such individual securities (if any) is not a sufficient basis upon which to make an investment decision. FT accepts no liability whatsoever for any loss arising 
from use of this information and reliance upon the comments, opinions and analyses in the material is at the sole discretion of the user.

Products, services and information may not be available in all jurisdictions and are offered outside the U.S. by other FT affiliates and/or their distributors as local laws 
and regulation permits. Please consult your own financial professional or Franklin Templeton institutional contact for further information on availability of products and 
services in your jurisdiction.
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Risk Disclosures

Brazil: Issued by Franklin Templeton Investimentos (Brasil) Ltda., authorized to render investment management services by CVM per Declaratory Act n. 6.534, issued on 

October 1, 2001. Canada: Issued by Franklin Templeton Investments Corp., 200 King Street West, Suite 1400 Toronto, ON, M5H3T4, Fax: (416) 364-1163, (800) 

387-0830, www.franklintempleton.ca. Offshore Americas: In the US, this publication is made available by Franklin Templeton, One Franklin Parkway, San Mateo, 
California 94403-1906. Tel: (800) 239-3894 (USA Toll-Free), (877) 389-0076 (Canada Toll-Free), and Fax: (727) 299-8736. US: Franklin Templeton, One Franklin 
Parkway, San Mateo, California 94403-1906, (800) DIAL BEN/342-5236, www.franklintempleton.com. Investments are not FDIC insured; may lose value; and are 
not bank guaranteed.

Issued in Europe by: Franklin Templeton International Services S.à r.l. – Supervised by the Commission de Surveillance du Secteur Financier – 8A, rue Albert 

Borschette, L-1246 Luxembourg. Tel: +352 342080 9861, Fax: +352-46 66 76. Poland: Issued by Templeton Asset Management (Poland) TFI S.A.; Rondo ONZ 1; 

00-124 Warsaw. Saudi Arabia: Franklin Templeton Financial Company, Unit 209, Rubeen Plaza, Northern Ring Rd, Hittin District 13512, Riyadh, Saudi Arabia. 

Regulated by CMA. License no. 23265-22. Tel: +966-112542570. All investments entail risks including loss of principal investment amount. South Africa: Issued 

by Franklin Templeton Investments SA (PTY) Ltd, which is an authorized Financial Services Provider. Tel: +27 (21) 831 7400, Fax: +27 (21) 831 7422. 

Switzerland: Issued by Franklin Templeton Switzerland Ltd, Talstrasse 41, CH-8001 Zurich. United Arab Emirates: Issued by Franklin Templeton Investments (ME) 

Limited, authorized and regulated by the Dubai Financial Services Authority. Dubai office: Franklin Templeton, The Gate, East Wing, Level 2, Dubai International 

Financial Centre, P.O. Box 506613, Dubai, U.A.E. Tel: +9714-4284100, Fax: +9714-4284140. UK: Issued by Franklin Templeton Investment Management Limited 

(FTIML), registered office: Cannon Place, 78 Cannon Street, London EC4N 6HL. Tel: +44 (0)20 7073 8500. Authorized and regulated in the United Kingdom by the 

Financial Conduct Authority. 

Australia: Issued by Franklin Templeton Australia Limited (ABN 76 004 835 849) (Australian Financial Services License Holder No. 240827), Level 47, 120 Collins 

Street, Melbourne, Victoria 3000. Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 62/F, Two IFC, 8 Finance Street, Central, Hong Kong. Japan: 

Issued by Franklin Templeton Investments Japan Limited. Korea: Issued by Franklin Templeton Investment Advisors Korea Co., Ltd., 3rd fl., CCMM Building, 101 

Yeouigongwon-ro, Yeongdeungpo-gu, Seoul, Korea 07241. Malaysia: Issued by Franklin Templeton Asset Management (Malaysia) Sdn. Bhd. & Franklin Templeton 

GSC Asset Management Sdn. Bhd. This document has not been reviewed by Securities Commission Malaysia. Singapore: Issued by Templeton Asset Management 

Ltd. Registration No. (UEN) 199205211E, 7 Temasek Boulevard, #26-03 Suntec Tower One, 038987, Singapore. 

Please visit www.franklinresources.com to be directed to your local Franklin Templeton website.

Copyright © 2026 Franklin Templeton. All rights reserved. 

INVESTMENT PRODUCTS: NOT FDIC INSURED • NO BANK GUARANTEE • MAY LOSE VALUE
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