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STRATEGY OVERVIEW

Global Sovereign Credit

Numerous important developments occurred during the second quarter, but none quite as dramatic as the 
outcome of the British referendum on membership in the European Union (EU). A tempest in a teapot? Or the 
beginning of the end of globalization? Either way, rarely have investors got it so wrong. The reason: markets 
assume that people are rational, yet the British electorate was angry enough to vote against the “elites” and 
chose the option most contradictory to their economic interests. Political suicide is now a wild card that must be 
added to potential tail risks in the investment outlook. 

The near-term economic repercussions from the vote seem straightforward. A U.K. recession is probable if the 
country ever does exit, given the scale of Britain’s current account deficit, due to its reliance on foreign capital 
flows, and a dependence on the European economy for its exports. The British economy had already been 
slowing heading into the referendum; it could deteriorate further. But the knock-on effects to the European 
economy will be small, and tiny for the rest of the world. Central banks and policymakers were much more 
prepared for a “Brexit” vote than investors. Their readiness has prevented the development from turning into 
the kind of gut-wrenching evaporation of liquidity that could undermine the financial system. In turn, the most 
lethal international conduit for panic would have been U.S. dollar strength and the meltdown of risk assets. 
However, central banks blunted the initial reaction by executing their risk playbook and not debating it. Pleasant 
change! So for the time being, the economic fallout has largely been contained with the onus on the U.K. and 
the EU to get their house in order and try to make the union work. It is in everyone’s best interests to negotiate a 
settlement as close to the status quo as possible, an outcome so obvious that it might explain why leaders of the 
Brexit campaign stepped down so quickly, or why none of the potential heirs to the leadership of Team Brexit are 
in a rush to invoke Article 50 of the Lisbon Treaty.

What is much less clear about Brexit for the big picture is the potential for a populist political contagion to 
undermine world trade. The spread of entrepreneurial capitalism around the globe has lifted hundreds of millions 
of people out of poverty, boosted profits for western companies through outsourcing, afforded consumers in 
developed countries a high standard of consumption, and increased per capita gross domestic product (GDP) in 
most countries. Yet protectionism is already on the rise for several reasons. For one, the middle class in many 
developed countries has not seen much of an improvement in real median incomes despite the global gains in 
GDP. For another, the collapse of the U.S. debt super cycle has shifted the focus of households from spending to 
savings. This change in attitude short-circuited the feedback loop of global consumption and investment/savings 
between the developed and emerging world. The spillover has cut global growth in half and halted the secular 
rise in trade growth. 

The uncertainty fostered by Brexit over the future of globalization lends itself to both a negative and positive tail 
risk. 

 � The doomsday tail risk is that Brexit ignites populist backlashes in other countries. A truculent reaction on 
the part of Europe to the British vote could lead to more chaos and ultimately the disintegration of the EU. 
The U.S. elections this coming November are another potential source of negative tail risk. Neither the 
presumptive Republican nor Democratic presidential nominees are in favor of free trade.

 � The positive tail risk is that Brexit serves more as a cohesive force for rallying policy and political efforts 
to preserve and sustain the global order. Amid the rhetoric and politicking there is some evidence of that 
already in Europe. In addition, the trade ministers at the G20 meeting in Shanghai in early July have 
called on their governments to roll back anti-trade measures that have become more pervasive than any 
time since 2009.

HOW HAS THE BREXIT ALTERED OUR ECONOMIC AND INVESTMENT OUTLOOK?
We believe that deflationary forces have been the predominant macro trend since 2008. The first wave came 
with the collapse of the U.S. household debt super cycle and the housing bust. The second wave came with the 
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European sovereign debt crisis. These were both demand shocks. The last wave—the dramatic slump in the Chinese economy, which started in 2014—has been 
a supply shock. The world’s factory has effectively consolidated in the wake of the slump in global spending and the deflationary outturn has been intensified by 
Federal Reserve (Fed) efforts to “renormalize,” which has been associated with dollar strength. 

Each wave of deflation has eventually stabilized on the back of strong reflationary forces, led either by the market or by policymakers. In 2009, it was the G20 
package of coordinated stimulus. In 2012, it was the European Central Bank’s (ECB’s) commitment to “do what it takes,” open-ended quantitative easing (QE) on the 
Fed’s part, and “Abenomics” in Japan.

In recent quarters our focus has been on the latest reflationary salvos aimed at curbing the most recent deflationary tendency. In our first-quarter letter written in 
April, we noted Chinese action to stabilize the economy through spending and borrowing measures, the ratcheting lower of the Fed’s dot plots, and dollar stability. 
Based on these measures, we expected a modest but clear stabilization and upturn in global nominal GDP growth by the end of 2016, which we believed paved the 
way for a fairly flat profile in Treasury yields, but a big dispersion in return from the various bond markets within the benchmark.

In line with our expectations, the economic data have improved during the last quarter due mainly to gains in the developing world. Based on Purchasing Manager 
Index (PMI) survey data for instance, manufacturing export orders are surging in Brazil, orders are expanding smartly in South Africa, while activity levels in general 
are picking up in Russia and Mexico. Europe continues to expand at above-trend rates—except for the U.K.—and the U.S. continues to muddle along with wages 
rising in the background and signs that profit growth may finally be putting in a bottom. China’s long, drawn out growth slump, which began in 2011, ended in the 
last quarter of 2015. Independent research by Evercore ISI estimates second quarter nominal GDP at roughly 8.2%, well off the low in late 2015 of less than 6%. 
Put in a global context, there is enough information to conclude that nominal GDP growth stopped slowing sometime during the second quarter before the vote on 
Brexit. This is confirmed by the turn in the Organization for Economic Cooperation and Development’s (OECD’s) leading economic indicator and by a strong upturn in 
global economic surprise indexes.

Normally, these kinds of economic trends would be negative for safe-haven bond markets. Instead, post-Brexit has coincided with an elevator drop lower in the 
structure of global interest rates. The scale of the deflationary shock emanating from Brexit in and of itself does not justify the scale of the rally in safe-haven 
bonds. Instead, it is more likely that the market does not believe in the sustainability of the better-than-expected economic data, and is more sympathetic about 
political contagion from Brexit. There is an enormous book of hedges that will profit from a negative tail risk scenario. The disintegration of the EU and/or the 
demise of the euro would clearly be a deflationary event of epic proportions. In the meantime, the spread in valuation between safe-haven global bonds and 
developing-country bonds attests to the pessimism for the future.

In our view it is unlikely that the disconnect between the marginal improvement in the global economy and the pessimism/fear-based rally in safe-haven bonds is 
sustainable, even if the opportunity turns out only to be tactical. Bond prices in the safe-haven markets that were at extremes previously associated with mean-
reverting inflection points have, in our mind, redefined the meaning of extreme. As a frame of reference, 33% of the Citigroup World Government Bond Index is now 
in negative yield territory! It seems increasingly an oxymoron to label these markets as safe havens.

Moreover, the uncertainty triggered by the Brexit outcome has fostered even more policy reflation on the part of the world’s policy leaders. In the U.K., the monetary 
policy conditions index reflects extremely expansionary settings and the government has announced its intention to cut corporate taxes. The ECB President, Mario 
Draghi, is reportedly considering expanding the range of assets eligible for purchase and has called for international coordination. The Italian government is 
trying to use the Brexit as an excuse for recapitalizing the banking system without resorting to creditor bail-ins. The market has further reduced the number and 
probability of future Fed rate hikes this year. In Japan, Prime Minister Abe is putting pressure on his policy mandarins to find ways to boost the economy. In China, 
the government has indicated it will not permit the domestic economy to get caught up in any potential international economic rollercoasters. International agencies 
are calling for even more stimulus. In its recent annual report, the Bank for International Settlements (BIS) called for “prudential fiscal and structural policies to play 
a greater role” in promoting economic growth. All this suggests that the macroeconomic landscape may be getting set for an even more significant upturn in global 
nominal GDP growth than what appeared to be in train during the second quarter. 

PERFORMANCE
During the second quarter of 2016, the Global Sovereign Credit strategy composite returned 2.14% (net 2.04%), outperforming the Barclays Custom 60/40 
(emerging/developed) Sovereign Credit Index benchmarkreturn of 1.52%. In general, the greatest source of contribution to the strategy came from global bonds. 
However, within the aggregate, performance was skewed across markets. The biggest drag on performance came from what we don’t own. For example, 30-year 
Japanese Government Bonds (JGBs)—a large weighting in the benchmark—contributed over 20 basis points to benchmark performance, even with a current yield 
of 7 basis points as of July 7. Gains from Treasurys and  other sovereign bonds also soared in value, with U.S. Treasurys as a source of high-quality duration and 
contributed to performance while providing relief during periods of late-quarter volatility. We are pleased with performance in terms of the high real-yield bonds 
that had a risk-free real-yield reset. This is more rational than investing in the reset from a central bank. What are the unintended consequences of buying a 30-year 
bond yielding 7 basis points? Is it a store of value or risk? In currency markets, the same script played out with the yen soaring by nearly 17% in the first half of 
the year; the currency contributed over 90 basis points to the benchmark’s performance for the quarter. In general, all the other currencies were firm but were more 
subdued, except for the Brazilian real at over 20% versus the dollar year to date. Exposure to the real was a leading contributor to relative performance during 
this period. The Colombian peso also contributed to performance after gaining against the dollar. Unsurprisingly, exposure to European currencies detracted from 
performance, as the Brexit referendum results and incidental fear of a continental political contagion weighed on valuations. 
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POSITIONING
Going into the third quarter and second half of the year, we think the strategy is positioned for what should be a fairly significant shift in relative performance away 
from the developed country bond markets to the developing bond markets.

First, the profile of valuation in the global bond market is clearly skewed to extreme pessimism. Developing market bond yields offer reasonably positive valuation 
profiles based on our own indicators and models, while developed country bond markets are obviously expensive and offer a poor reward profile. Again, using the 
Citigroup World Government Bond Index as a frame of reference, approximately 72% of sovereign bonds in this particular index yield less than 1%. The post-Brexit 
elevator drop in global yields has especially distorted valuations in the safe-haven markets. Ten-year bond yields are significantly below nominal GDP growth rates 
in the U.S., Japan, Germany, and the U.K. There should be a narrowing and some convergence in global bond spreads if the actual economic outturn is better by 
the end of the year, than the view reflected in current valuations. The skewed character of valuation could improve somewhat as the year goes on, based upon 
improving macroeconomic data and an outturn not as bad as what is currently priced in. In addition, as of May 31 the BIS estimates of nearly $8 trillion in negative 
nominal-yielding sovereign debt calls for a narrowing and convergence in global bond spreads as the year carries on and as investors grab yield.

Secondly, it is very clear that the economic pessimism embedded in the valuation profile of global bonds is fueling efforts from the world’s authorities to develop 
new ways to stimulate growth. This combination of extreme valuation and proximity to policy action leaves overvalued markets vulnerable. There are growing 
expectations for a significant new package of stimulus in Japan by the end of July. Similarly, in the run up to the U.S. presidential election in November, markets 
may begin to anticipate growth-enhancing measures promised by both presidential nominees. In Europe, it is possible that the EU leaders rally around some of the 
key political issues which drove the Brexit vote. 

Finally, the shift from a vicious to virtuous cycle of currency and interest-rate changes appears to be underway in the emerging world, led by a drop in domestic 
inflation. Ever since former Fed Chairman Ben Bernanke’s taper tantrum, downward pressure on many emerging market currencies fueled upward pressure on their 
domestic interest rates due to worries about inflation pass through. Stabilization in recent months has started to see this dynamic reverse, with Brazil as the most 
notable recent example. Although a lot of attention has been paid to Brazil’s governance struggles, the more likely causes for currency support are fundamental: 
current account turning on the back of weak imports and surging exports, inflation peaking, and a bottoming of economic growth.  

Mexico remains a significant emerging market allocation in our strategy, which has lagged several of the turnaround stories in the last 12 months. The valuation 
anomaly is in the currency, which seems very weak relative to some competitiveness indicators. However, on the balance of payments front, Mexico did not raise 
interest rates much in the past few years unlike other Latin American economies, which caused imports to stay strong and weaken the current account. The 
manufacturing slowdown has not helped either, although stabilizing energy prices, signs that U.S. manufacturing may be starting to firm up, and the Banco de 
Mexico’s more aggressive action on interest rates should pave the way for greater strength, especially if the rest of the emerging market currency basket is firm. 
The peso continues to be used as a vehicle for hedging general emerging market exposure due to its relative liquidity. 

Although we didn’t touch on the old “silver bullet” story in this letter, the buildup in securities outside the U.S. has gained traction over the past eight months. The 
returns from the success of this story playing out are what we believe will carry through to year’s end.

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. 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.

© 2016 Brandywine Global Investment Management, LLC
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Global Sovereign Credit Composite (USD) 

ANNUALIZED RETURNS (%) (Results shown in USD) 

 Gross Net B6040

QTD 2.14 1.96 1.52 
YTD 11.59 11.21 9.66 
1 Year 3.57 2.85 3.88 
3 Year 2.49 1.77 - 0.23 
Since Inception 4.00 3.28 - 0.60 

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 11.59 11.21 9.66 5 3,110 69,828 - 9.16 7.56 
2015 - 11.98 - 12.61 - 9.07 5 2,835 68,819 - 8.63 6.77 
2014 10.93 10.17 - 1.64 3 2,661 63,375 - - - 
2013 - 4.30 - 4.97 - 5.03 3 1,453 50,050 - - - 
2012 12.96 12.44 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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