
1Q 2016  |  March 31, 2016

STRATEGY OVERVIEW

Global Sovereign Credit

At the end of 2015, we wrote to you saying that “something had to give,” and it did during the first quarter of 
2016.

For two years, the macro story has been deflation, fed by the relentless drip of slower global nominal gross 
domestic product (GDP) growth. The deflationary crescendo came to a head in early January. Markets rioted 
as if a debt-deflationary disaster lay around the corner. The S&P 500 Index dropped over 13% from December 
30, 2015, to its intra-day low on January 20, 2016. Energy stocks were priced as miserably as financial stocks 
in 2009, the blowout in U.S. credit spreads predicted recession, and the historic level of the trailing earnings 
yield on U.S. large banks priced in balance sheet impairment led by the oil sector. A daisy chain of events 
spread through the global economy, with emerging market (EM) currencies in free fall and China’s export-driven 
economy choking on lackluster global trade.

But by the end of the first quarter, many risk assets had staged spectacular recoveries:  the S&P 500 returned 
to where it ended 2015; the Mexican peso did a complete round trip from 17.25 to almost 20 and back again; 
and Moody’s BAA corporate bond yield index rose from 320 basis points over 10-year notes to 360 basis points 
before dropping to a quarter-end level of only slightly more than 300 basis points.

What changed the deflationary story line to a more reflationary one? And how long will it last? How are our 
strategies positioned?

We think there have been four main culprits behind the deflation story. 

 � The first has been the dramatic slump in Chinese economic growth, from over 20% in 2011 to less than 
6% more recently. Most of the incremental expansion in the global economy since the Great Financial 
Crisis has come from the emerging world, with China’s growth the biggest contributor to that trend. A 
slide in growth of this magnitude from an economy this important has had global repercussions.

 � The second has been the timing of the Federal Reserve’s (Fed) move to renormalize. The central bank 
has, until recently, dismissed the slump in monetary base growth, the surge in the dollar, and the wider 
corporate bond spreads as signals that monetary conditions might be less expansionary than they initially 
thought.

 � Third, U.S. dollar strength created a global nominal dollar shortage. If there was only one global central 
bank, monetary policy would have been expansionary during the past two years. Instead, the dollar—the 
de facto global reserve currency—has become scarcer. 

 � Lastly, the steady decline in the global commodity complex threatened potentially destabilizing asset 
impairment and draconian restructuring. 

Each of these four factors shifted during the first quarter, causing fears about global growth to recede.

First, the Chinese authorities have shifted to a more urgent short-term focus on stabilizing economic growth, 
based on an assessment of the February G20 meeting and the more recent Government Work Report. Their 
short-term fix relies heavily on fiscal stimulus, stronger credit growth on a selective basis, and cautious monetary 
stimulus.

Second, the Fed has become more dovish, as the dot-plot trajectory has been lowered and downgraded. 
Chairperson Yellen has stressed that rates need to be lifted very carefully, with special attention given to global 
economic and financial conditions.

Third, the U.S. dollar has weakened, allowing commodity prices to recover and global funding conditions to 
stabilize. Correspondingly, the pressure on emerging markets has eased. The mainstream view is that the dollar 
has weakened on the back of a softer Fed. But, the dollar peaked against the major currencies a year ago. We 
think its decline is more a reflection of Herbert Stein’s famous dictum “If something cannot go on forever, it will 
stop.” Another 10% surge in the dollar likely would have triggered cascading emerging market corporate bond 
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defaults and a deeper manufacturing recession.

Fourth, the rebound in commodity prices tempered the worries that the world was falling into another credit shock and put a floor under the real effective exchange 
valuations for the emerging economies.

It is probably no coincidence that many capital markets reversed in anticipation of the February G20 meeting. There was no Plaza-like currency accord aimed at 
weakening the dollar. But, there was broad agreement that currency devaluation in the current global environment amounted to beggar-thy-neighbor stimulus and 
should be resisted. It was an opportunity for the international community to impress upon the U.S. authorities the fragility of the global picture and the vulnerability 
of many emerging market economies to U.S. policy. Policymakers seem to have gotten the message.

WILL THESE CHANGES WORK IN SUPPORTING GROWTH? AND WILL THEY LAST?
There are still no clear, concrete signs that the slide in global nominal GDP growth has been arrested, let alone reversed. Nevertheless, we believe that the 
dominant macro trend this year is more likely to be reflation, although getting there could be bumpy.

 � On the positive side, there have been a few tentative signs that the manufacturing recession is bottoming, particularly in the U.S. and China. Dollar weak-
ness should also prop up U.S. profits.

 � The risk is low of a policy mistake over the next couple of quarters. The G20 meeting acknowledged the fragile state of the world economy and the need for 
more support.

 � 2016 should be the sweet spot for low energy prices to boost growth. The lag time between a drop in energy prices and a benefit to growth averages about 
18 months.

 � There has been a welcome rise in the U.S. labor force over the last six months. The post-crisis growth path has been dismal, with productivity and labor force 
growth collectively averaging about 1%. But the latest rebound in the labor force suggests what could be the start of a significant uptick in the pace of non-
inflationary growth.

 � The most important potential source of global growth likely will come from the positive feedback effects in the emerging world from a lower U.S. dollar. 
These countries can cut interest rates and meaningfully stimulate growth if the inflation pass-through worries from weaker currencies subside. Of course, if 
the dollar begins to strengthen again for whatever reason, this feedback loop would be short circuited.

But, there are plenty of challenges. 

China’s short-term stimulus measures do not solve its longer-term problems. Still, it would be a mistake to overly worry about the economic situation getting out of 
control and China sliding into a generalized recession. The economy generates massive savings which can paper over a lot of cracks in the system for a long time. 
If the short-term fix does not work, odds are that the country will shift away from liberalization and the politicians will revert back to more control in their bid to 
stabilize conditions. In our opinion, this is the playbook they are moving toward.

A bigger issue down the road could be the Fed. The U.S. central bank has flip-flopped enough times over the past six months to question its credibility. Credit 
spreads continue to reflect economic weakness, and the decline in profits could represent a squeeze between poor productivity and rising wage costs. Ultimately, 
we expect the Fed will be rational and will not raise rates if growth remains subdued. But, there exists a small but loud group of hawks on the Federal Open Market 
Committee who believe rates should be higher. For now, Yellen has taken control of the debate and put the global economy, commodities, and the dollar above the 
worries of the hawks.

Geopolitical risks continue to grow. Among many hot spots, Europe sees its future once again being called into question. By the end of the second quarter, the 
U.K. electorate will have decided whether to remain in or leave the European Union (EU). An exit, or Brexit, could lead to roiling market action. Syrian immigration 
has left Germany resentful and feeling like they are carrying the bulk of Europe’s burden once again. Perhaps out of frustration, the Germans have rebuffed any 
discussion of a banking union in Europe at the next EU summit in June. Declining popularity has forced Italy’s Renzi government to retreat on some reform plans 
in order to placate opposition parties traditionally hostile to Europe. French President Hollande, who has so far avoided economic reform measures, will be under 
pressure to boost employment going into the next election a year from now. Potential reform measures threaten to undermine Socialist Party consensus and 
potentially lead to more Euroscepticism in France. Another growing source of uncertainty is the success of Donald Trump and Bernie Sanders in the American 
primaries. Their success underscores the frustration and anger of the American electorate, and their desire to change the status quo. It is easy to imagine the 
uncertainty following a Trump win of the Republican primary, and the market turbulence it would potentially trigger. Lastly, tension in the South China Sea continues 
to simmer. The Hague Court will soon rule on the territorial claims that the Philippines has filed against China over the disputed areas. In the meantime, a U.S. Navy 
aircraft carrier strike group continues to patrol the South China Sea.

PERFORMANCE AND POSITIONING
During the first quarter of 2016, the Global Sovereign Credit strategy composite returned 9.24% (net 9.13%), outperforming the Barclays Custom 60/40 (emerging/
developed) Sovereign Credit Index return of 8.01%. Strategy gains were quite dramatic in the first quarter, echoing the enormous reaction in global markets, 
as sentiment shifted from worries about a debt-deflationary bust to less concern about the global economy due to the factors previously mentioned. Absolute 
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performance was in the high single digits; the strategy outperformed the benchmark, but the index also rallied strongly with German and Japanese bonds leading 
the charge toward zero yields in the 10-year part of the curve. As a result, attribution was not as dramatic as the absolute numbers would suggest. The strategy 
gathered outperformance from weakness in the U.S. dollar against several emerging market currencies which staged very dramatic rallies during the quarter, 
including the Colombian peso. The currencies in combination with the longer-dated bonds in Brazil, Chile, Australia, Indonesia, Malaysia, and Mexico also helped 
power the outperformance. Detracting from relative performance was our underweight in the euro and yen and the bonds within the regions which rallied during the 
quarter.

Going forward little has changed in the broad orientation of our asset allocation since last quarter. 

A relatively high yield is embedded in the strategy. There are no German or Japanese bonds. There is a barbell-structured weighting between lower-yielding U.S. 
Treasury bonds (2.6% on the 30-year) and higher-yielding sovereign credits in the developed and developing world. The economic view embedded in this spread 
seems overly pessimistic relative to our outlook for reflation and more stable economic growth at home and abroad. However, the heavy weighting in U.S. Treasurys 
does provide ballast to the rest of the duration exposure in the strategy which is more aligned with a generalized upturn in risk assets. The Treasurys will provide 
support if the macro story of deflation persists and overwhelms the reflationary tendencies seen during the first quarter.

On the currency front, we believe we are in the early stage of a reversal of the four and a half year bull market in the U.S. dollar and expect the tailwind to unfold 
throughout the year. We continue to deploy currency exposure across a wide range of other developed economies, like Mexico and Australia, and many emerging 
market countries, including a subset of the famous “fragile five” economies of Brazil, India, Indonesia, South Africa, and Turkey. Even after their rally in the first 
quarter, many of these currencies are trading at substantial discounts to what we believe is their intrinsic values based on our own and third-party research. We 
contend there needs to be a sense of improving global growth prospects in order for capital to migrate to these higher-yielding currencies. However at the moment, 
global growth conditions remain very fragile, an opinion we share with Christine Lagarde, managing director of the International Monetary Fund. What has changed 
during the quarter is broad recognition of this fact by all the key players, including the Fed and the Chinese authorities. While mindful of the potential for turbulence 
along the way as we described above, we believe this recognition will pave the way for more reflationary stimulus and coordination as the year plays out.

Supplemental information to the attached Global Sovereign Credit GIPS compliant composite. Data is for informational purposes only and should not be considered as marketing for any 
Brandywine Global product or service and 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. The views expressed represent the opinions of Brandywine Global and are not intended as a forecast or guarantee of future results. Performance results are presented gross 
and net of management fees and include the reinvestment of all income. Gross returns will be reduced by investment advisory fees and other expenses that may be incurred in the 
management of the account. Net of fee performance was calculated using the highest management fee as described in Part 2 of the Firm’s Form ADV, which is available upon request. 
The sectors, industries, countries and regions discussed herein should not be perceived as investment recommendations and may no longer be held in an account’s portfolio. It should 
not be assumed that investments in any sector, industry, country or region discussed were or will prove profitable. Sector/industry weights and country and regional allocations of any 
particular client may vary based on investment restrictions applicable to the account. 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 other legal factors. Brandywine 
Global believes that transactions in any option, future, commodity, or other derivative product are not suitable for all persons, and that accordingly, clients should be aware of the risks 
involved in trading such instruments. There may be significant risks which should be considered prior to investing. Transaction 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. These 
risks may be magnified in emerging markets. The Barclays Capital 60/40 Sovereign Credit Index is an unhedged, customized blend of the Barclays Capital Global Treasury Index and the 
Barclays Capital Local Emerging Market index.  The weighting between developed (DM) and emerging markets (EM) is fixed at 40%/60% respectively, and the maximum weight per 
country is 10%. Non-investment grade countries are excluded.  If a country is included in both the Barclays Capital EM and DM indices, it is deemed to be EM and therefore fall into the 
60% bucket. Indices are unmanaged and not available for direct investment. Past performance is no guarantee of future results. Performance returns and other data are current as 
of the date at the top of the document.
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Global Sovereign Credit Composite (USD) 

ANNUALIZED RETURNS (%) (Results shown in USD) 

 Gross Net B6040

QTD 9.24 9.13 8.01 
YTD 9.24 9.13 8.01 
1 Year - 1.34 - 1.73 1.44 
3 Year 0.44 0.04 - 2.48 
Since Inception 3.70 3.28 - 1.02 

Inception Date: 5/1/2012 

GIPS INFORMATION (%, Unless Otherwise Noted) (Results shown in USD) 

 Gross Net B6040
# of

Accounts
Market

Value (M)
Total Firm
Assets (M)

Composite
Dispersion

Composite
Rolling 3Y SD

B6040
Rolling 3Y SD

2016 9.24 9.13 8.01 3 2,894 70,224 - 9.51 7.69 
2015 - 11.99 - 12.34 - 9.07 3 2,686 68,819 - 8.63 6.77 
2014 10.93 10.49 - 1.64 3 2,661 63,375 - - - 
2013 - 4.30 - 4.69 - 5.03 3 1,453 50,050 - - - 
2012 12.96 12.66 4.69 3 945 42,894 - - - 

B6040 = Barclays 60/40 Sovereign Credit Index      

Organization: Brandywine Global Investment Management, LLC (the "Firm") is a wholly owned, independently operated, subsidiary of Legg Mason, Inc. The Firm has prepared and presented this report in compliance
with the Global Investment Performance Standards (GIPS). For the periods July 1, 2000 through June 30, 2014, the Firm has been verified by Kreischer Miller. A verification includes assessing whether the Firm (1)
complied with the composite construction requirements of the GIPS standards on a firm-wide basis, and (2) designed its processes and procedures to calculate and present performance results in compliance with
the GIPS standards. A copy of the verification report is available upon request. Disclosed total firm assets represent the total market value of all discretionary and nondiscretionary, fee-paying and non-fee-paying
assets under the Firm's management. Composite Description: The Global Sovereign Credit Composite (the "Composite") Inception date: May 1, 2012. Creation date: May 1, 2012. The Composite includes all fully
discretionary, fee-paying, actively managed accounts within the Global Sovereign Credit strategy that are unhedged. The strategy strives to capture interest income and additionally generate principal growth
through capital appreciation when market conditions permit. Our goal is to outperform the investment benchmark by at least 2.5% per annum over rolling three-year periods while minimizing volatility of return
relative to the composite index. The Composite utilizes over-the-counter forward exchange rate contracts to manage its currency exposure. These contracts are valued daily using closing forward exchange rates.
Brandywine uses WM/Reuters daily FX rates taken at 4 p.m. London time. Benchmark indices' exchange rates may vary from Brandywine's exchange rates periodically. Benchmark: The Barclays Capital 60/40
Sovereign Credit Index; an unhedged, customized blend of the Barclays Capital Global Treasury Index and the Barclays Capital Local Emerging Market index. The weighting between developed (DM) and emerging
markets (EM) is fixed at 40%/60% respectively, and the maximum weight per country is 10%. Non-investment grade countries are excluded. If a country is included in both the Barclays Capital EM and DM
indices, it is deemed to be EM and therefore fall into the 60% bucket. Performance Calculation: Preliminary data, if so noted, reflects unreconciled data for the most recent reporting period. Portfolios are valued
daily on a trade date basis and include dividends and interest as well as all realized and unrealized capital gains and losses. Return calculations at the portfolio level are time-weighted to account for periodic
contributions and withdrawals. Performance results are calculated on a before tax, total return basis. The Composite returns consist of size-weighted portfolio returns using beginning of period values to weight
the portfolio returns. Monthly linking of interim performance results is used to calculate quarterly and annual returns. Composite's valuations and returns are computed in U.S. Dollars ("USD"). The results are
presented in USD or in other currencies (to accommodate overseas investors), the latter by converting monthly USD returns into other currency returns using the appropriate currency exchange rate returns. Gross
returns reflect the deduction of trading expenses. Net of fee returns reflect the deduction of trading expenses and the highest investment management fees charged within the composite membership as stated in
the fee schedule below. Composite dispersion is calculated using the asset-weighted standard deviation method for all portfolios that were in the Composite for the entire year. Composite dispersion is not
presented for periods with five or fewer portfolios. The number of accounts and market values are as of the end of the period. The three-year annualized standard deviation measures the variability of the
composite and the benchmark returns over the preceding 36-month period. Past performance is no guarantee of future results. A complete list describing the Firm's composites as well as any additional information
regarding the Firm's policies for calculating and reporting performance results is available upon request. Fee Schedule: Institutional Client Separate Account Management Fee Schedule (minimum initial investment:
$1 million): 0.400% on the first $100 million; 0.330% on the next $400 million; 0.250% on any portion of assets in excess of $500 million. Additional information on the Firm's fee schedule can be found in Form
ADV Part 2A which is available upon request. 

Past performance is no guarantee of future results. 
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