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STRATEGY OVERVIEW

Global Sovereign Credit

THE RISK OF SUCCESS GOES GLOBAL
In 2012 our investment team coined the phrase “the risk of success.” The prevailing investment mood at the 
time was fear—most investors worried about negative tail risks and all the things that could go wrong. Plenty of 
events offered the potential for systemic collapse: the disintegration of the European monetary union was one. A 
potential credit bust in China was another. The U.S. fiscal cliff was a third.  

While the investment community took a pessimistic view on these economic boogeymen, we actually felt that 
the scale and unorthodox nature of the policy response might work to reflate asset prices and stabilize the world 
economy. Instead of things going wrong, the risk might be that things go right or at least better than what the 
market anticipated. If policy was successful, then the distribution of outcomes might skew toward the “risk of 
success.” And at some point in the future, central banks would need to renormalize conditions, causing asset 
prices to realign. By 2012 we concluded that positive tail-risk surprises were a bigger source of information risk 
than what everyone was worrying about.  

Our risk-of-success theme has played out pretty much as expected, but mainly for the U.S. During 2013 the 
U.S. economy began a transition away from a macro environment dominated by unorthodox monetary stimulus 
and disappointing growth to one of less liquidity creation and better growth. And the big shift toward a self-
propelled, decent expansion with low inflation really took hold last year. Cold weather hijacked growth early in 
the year, but by the second half the more robust and resilient character of the expansion was evident across a 
broad swath of economic, financial, and confidence readings. Correspondingly, the Federal Reserve (Fed) has 
steadily dialed up its rhetoric on the need for renormalization.

Despite the successful rehabilitation of the U.S. economy, the persistence of depression-level interest rates 
remains unsettling. In January 2015, 30-year Treasuries dropped below the record levels experienced in 2012. 
We have written a lot about this phenomenon. In our last strategy review, we drew your attention to insights 
that could be gained from the economic experiences of the late 1990s and mid-2000s. The bottom line is that the 
level of interest rates in the U.S. says less about the American economy than it does about excess savings in the 
rest of the world. There exists a savings glut in the world and a dearth of demand, the combination of which is 
creating a very deflationary global economy. The “risk of success” has yet to spread to the world economy which 
is the main reason why perennial forecasts of higher Treasury yields have been consistently wrong.

 The key for global fixed income investors going forward rests on two macro questions:

 � Will global growth improve or deteriorate over the next 12-24 months?

 � How will the divergence in growth trajectories between the U.S. and rest of the world play out?

Overall we are on the optimistic side of the answer to these questions. Capital markets have already acted to 
stabilize the world economy and this year’s major new policy initiatives from outside of America increase the 
odds of a better-than-expected outcome in the rest of the world economy. The dollar’s unprecedented surge since 
July also increases the odds of more synchronous world growth without overly depressing the pace of the U.S. 
expansion. Most countries export much more of their gross domestic product (GDP) than the U.S.; therefore, 
global redistribution of growth outside the U.S. may be a key theme for 2015, and the U.S. economy may 
experience only a small drag, most prominently through reduced profits of multi-nationals and a hanging stock 
market—certainly an absorbable effect for the U.S. given the low amount of U.S. exports to GDP and the all-time 
high profitability of U.S. companies.  

THE ECONOMIC OUTLOOK
The world economy was losing momentum in the second half of 2014, even with U.S. growth pointing solidly 
higher. Europe was mired in deflationary stagnation which was not helped by Russia’s invasion of Ukraine or the 
subsequent trade sanctions. The Chinese economy was growing at a pace far below potential and growth in the 
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developing countries dropped below the pace of the expansion in the U.S. for the first time since 1999. 

Policymakers failed to react. European Central Bank (ECB) President Draghi dragged his feet on quantitative easing (QE). The Chinese authorities welcomed its 
country’s economic slowdown as a shift to greater sustainability. Many emerging market (EM) policymakers reacted to weak currencies and reduced terms of trade 
by raising interest rates even more. The Fed initially ignored the rally in the dollar and continued to talk up renormalization.

The failure of the authorities to react meant the burden of stabilizing the world economy fell on capital markets, causing three major moves:

 � The dollar rallied, providing a powerful redistributive market mechanism. It has risen at the fastest pace since it was floated in the 1970s. Normally it takes 
one to two years after the Fed starts tightening for the dollar to rally. However, in a world bound by zero policy rates, monetary policy operates through cur-
rency valuation. As a result, the dollar began to lift off once the Fed started to openly discuss ending QE. And the Fed’s renormalization rhetoric began at the 
same time that Europe and China were beginning to lean in the other direction.  

 � Falling G7 bond yields throughout 2014 have been another reflationary tonic. For the U.S., lower bond yields offset the deflationary impact of the dollar 
strength. For the euro zone, the combination of a cheapened currency and meltdown in bond yields has propelled the recovery process. 

 � The third stimulating mechanism has been the $60 collapse in oil prices. This represents a $2 trillion tax cut to the global oil consumer assuming everyone 
pays the market price and oil stays low for a year. The relatively high intensity of oil usage means the developing world is the biggest beneficiary. 

These adjustments alone may have been enough to reset the world economy on to a path of more positive and more synchronized growth. However, what has 
happened in early 2015 increases the probability of this outcome even more.

First, the Europeans have finally introduced a sizeable QE program. It is late and many questions of market distortion remain, but the size of the ECB’s asset 
purchase program is unquestionably big. The ECB has a single mandate, unlike the Fed, and it is the pursuit of a 2% inflation target. No one knows what the 
equilibrium interest rate should be in the current environment. But there is no question that the negative real, and in many instances, negative nominal yields, 
popping up across the continent will push capital out the risk curve and stimulate growth.

Second, China’s policymakers have rapidly shifted from welcoming the slowdown to fighting it. The inter-bank money market rate has dropped more than 100 basis 
points (bps) this year, bank reserve requirements have been cut, mortgage lending restrictions have been eased, infrastructure spending has been fast tracked, and 
the government has moved to restructure provincial debt. The Chinese authorities are also on the path of deregulating aspects of its security markets ahead of full 
currency convertibility later this year or beyond. China’s mix of targeted stimulus and financial deregulation is extremely positive for growth. 

In addition, some EM countries are beginning to lower interest rates as inflation falls. India and Indonesia were the first. Russia has been able to cut rates while the 
ruble and equities rally. Both are supported by the move in oil prices and the stabilization of the Ukraine crisis. Brazil has yet to cut rates but narrow money growth 
is close to zero, implying a big dose of disinflation is already in the pipeline. The surprise in 2015 could be how low Brazilian rates are by the end of the year given 
the improvement in fiscal governance and the potential for the Petrobras debacle to resolve. Information risk in Brazil remains high, but the fact that the judicial 
system and central bank are operating with little government interference is encouraging. In general, more monetary easing is in the pipeline for EMs with inflation 
in retreat.

Lastly, the Fed has acknowledged the potential economic drag from a strong dollar. A large part of the weakness recorded in the U.S. economy during the first 
quarter could be transitory. But the central bank has acknowledged falling net exports and the hit to multi-national profits caused by dollar strengthening and has 
lowered its expected path of renormalization. 

Going forward, we believe that the distribution of economic outcomes around the world continues to lean toward the risk of success. Ultimately, the trajectory for 
the benchmark U.S. Treasury and global yields in general will be determined by how fast these reflationary forces overcome structural deflation around the world. 
Our view is that this process is going to be slow but there are positive signs that it is already happening. European activity has already picked up. Japanese wages 
are beginning to rise. China, on the other hand, has yet to show much of an inflection in growth trends, but booming stock prices indicate an impending turn for the 
better. The scope of the policy response in 2015 suggests that better times lie ahead. Similarly, many EM countries that have been in the throes of fighting currency-
depreciation-driven inflation with tight monetary policy are just starting to implement easier policy in addition to structural reforms that will prove beneficial in the 
medium term. Cheap oil, sagging global inflation, and easier monetary policy from major central banks have given cover for some EM banks to ease policy already, 
like India and Indonesia. We believe others will follow in 2015.

At some point the trajectory in global yields will change if market stabilization and policy reflation are successful. It could be as early as late this year or as late as 
18 months. We feel this development will be the most important macro factor to get right in terms of setting appropriate levels of duration, country, and currency 
exposure.

STRATEGY PERFORMANCE
The Global Sovereign Credit strategy produced -2.55% returns on a gross-of-fees basis (-2.65% net) during the quarter, outperforming its Barclays Custom 60/40 
Sovereign Credit Index (Emerging 60 / Developed 40) benchmark return of -3.18%. Yield curve effects contributed the most significant relative performance. 
Positions in Australia, New Zealand, Indonesia, and the euro-zone periphery benefited performance most. Currency decisions did not add or detract from 
performance in aggregate, although benefits from a short position in euro were mitigated by negative relative effects from a Swiss franc short and a long position in 
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Brazilian real. The euro fell swiftly during the quarter on the ECB’s announcement of open-ended QE. The Swiss National Bank stopped defending its euro valuation 
ceiling, causing the franc to spike. 

Absolute returns ended slightly negative for the quarter. The main driver for this quarter’s negative absolute return was U.S. dollar strength. The buck’s rally was 
indiscriminate, which meant that any non-dollar exposure created a negative contribution to absolute return. The strategy has been overweight the dollar in 
absolute terms and relative to the index, but it is not invested 100% in the U.S. currency. 

POSITIONING
Overall duration is a little less than one year shorter than the benchmark. Our lack of exposure in Japanese government bonds (JGBs) or core euro-zone bonds drives 
one of the most significant differences between the strategy and its benchmark. Our G3 bond exposure is concentrated in long-term Treasuries, which we don’t 
believe exhibit a valuation anomaly when looked at from a global perspective. We believe powerful forces will keep Treasury yields down in the near term, including 
ultra-low German and Japanese bond yields, large excess savings globally, extremely low inflation, and a large output gap around the world. 

So at what point do the reflationary measures discussed earlier start to revive the world economy enough to bid up demand for credit and push Treasury and 
global yields upward?  We think this process will eventually happen, but very slowly. It probably won’t be a smooth process either when it happens in view of the 
distortions we believe are building in JGBs and Bunds, especially if the ECB and Bank of Japan (BoJ) ever succeed in pushing inflation to the 2% mandate and 
growth in those countries feels sustainable.

The current environment should be very friendly to fixed income markets in many emerging economies where interest rates are much higher than the developed 
world. With Treasury yields stable, yields in emerging countries should be able to take full advantage of receding inflation.  

Mexico continues to be one of our favorite allocations. Nominal yields are almost 400 bps higher than Treasuries and capital continues to be attracted by Mexico’s 
agenda for economic reform. The spread of Mbonos—Mexican local-currency sovereigns—over Treasuries has been compressing for years and is currently close 
to its 10-year average. It is possible that the postponing of the Fed liftoff date could see this spread ratchet even lower. Financial inflows remain supportive for 
Mexican assets and we believe the country’s current-account deficit will continue narrowing from 2013 levels. The bigger question for most foreign bond investors 
in Mexico is the currency, which we discuss later.

The other significant contributor to duration continues to be Italian government bonds. Our investments in Italian and other peripheral European debt have taken full 
advantage of the collapse in core bond yields and narrowing peripheral spreads. The depression in Bund yields has extended further than we expected, dragging 
with them most yields from across the euro zone.

When the first quarter closed, Bund yields were negative up to seven years in maturity. Furthermore, the negative level of 10-year Swiss bond yields suggests Bunds 
at longer maturities could eventually trade at negative yields. It is possible that the scale of the ECB’s asset-purchase program has created an artificial shortage, as 
many have argued, with the ECB acquiring more than net new issuance. This phenomenon seems like a classic valuation anomaly that can only end badly. 

If the ECB successfully reflates the European economy, Bund yields should move higher. However, the rise in yields may only occur at the time when the ECB is 
ready to wind down the scale of its purchases or when private holders of Bunds have enough confidence to get rid of them and invest in something else. The irony is 
that the current collapse in yields is partly driven by investors’ determination to invest in something thought to be safe. 

It may be premature to state that JGBs have reached this tipping point but yields are no longer going down, having bottomed at 20 bps in January. Since then, JGB 
yields have risen while Bund yields have declined. Confidence may be rising fast enough in Japan to cause institutions to disgorge their holdings of JGBs on a scale 
that overwhelms the BoJ’s purchase plan. Japan’s Government Pension Investment Fund, for instance, is looking to unwind JGB assets in favor of higher-yielding 
global bond exposure. Also delaying higher yields is the fact that shorting JGBs has caused so much pain for so many investors over the last decade or more, 
leading most JGB bears to give up that fight. But the current environment could change. The valuation anomaly in the JGB market is the main reason we continue to 
stand clear of yen securities.

This quarter’s performance speaks to the question of the dollar and currencies in positioning for the outlook. We think the dollar has moved a long way in a short 
time frame and by enough to make a big adjustment toward resetting the global economy. The bulk of the move may be over already. The Fed has acknowledged the 
impact of the dollar’s rally on its data-dependent, decision-making framework. It is interesting to note that the interest rate on December 2015 Eurodollar futures—
which represent financial market participants’ best collective guess for the Fed Funds rate in the future—has receded steadily since the taper tantrum. On June 30, 
2013, the rate was 1.5%. By the end of last June it had fallen to below 1%. The rate in early April this year was 62 bps, a little more than 30 bps higher than the 
spot rate—implying one or two rate increases by the end of the year. The point is that dollar strength has done much of the work of narrowing the gap between 
policy trends in the U.S., Europe, and Japan.

Despite the rapid change in valuation profiles, a decline in dollar/yen or dollar/euro is difficult to anticipate. The yen, in particular, looks very inexpensive against a 
range of yardsticks but the BoJ continues to press on with its aggressive asset-purchase program given that inflation remains below its 2% target. What keeps us 
out of the Japanese market has more to do with JGB valuation than the currency at this point.

The euro has front-run the ECB’s asset-purchase program but the latter only started on March 9. ECB President Mario Draghi has already thrown cold water on 
speculation that the ECB could end QE prematurely in view of the improving economic picture by emphasizing the central bank’s sole mandate is a 2% inflation 
target, which it is well short of reaching. Europe’s current account is big due to an enormous bust in demand that has depressed imports. Will President Draghi’s 
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“shock and awe” QE campaign inspire enough confidence to slow the pace of euro weakness? International investors may already be convinced: equity capital is 
pouring into Europe, which could slow the pace of euro weakness.  

Nevertheless, with the euro and yen down 25% and 16% respectively against the dollar since last May, the market may enter into an extended consolidation phase, 
which could allow many EM currencies to rally. Negative nominal yields are a powerful incentive for European fixed income investors to look offshore—not only to 
the U.S. but to the emerging world as well. Consequently, we continue to leave much of our EM debt exposure unhedged, believing that we could be in the early 
stage of a shift from the vicious cycle of rising rates and falling currencies to a more virtuous circle of falling rates and stable to rising currencies.

India is one case where the central bank has been able to cut rates on the back of falling inflation while the bond and currency markets have rallied. Russia is a 
more extreme case. Stability in oil and a Ukrainian ceasefire have resulted in falling short-term rates and a strong ruble. Inflation in Russia is likely to melt with the 
currency strengthening, further reinforcing the positive trend. We don’t own this market but it makes the point for how EM countries can improve growth alongside 
lower interest rates and stronger currencies.

Greater stabilization in EM currencies would especially benefit the Mexican peso. It offers excellent value based on our research. The peso has weakened for three 
reasons: falling oil prices, interest rate cuts in past years, and because shorting the currency is viewed as a liquid hedge against EM exposure. Oil prices should 
stabilize if global growth improves and the central bank has said rate cuts are over. Rising commodity prices and improved global growth would be a great support 
for Mexican assets.

RISKS
Fed policy has become data dependent and has moved away from forward guidance. The latter acted to suppress volatility so it is not surprising that volatility has 
picked up with this new orientation. The risk is that the Fed raises rates too far and too soon. The central bank recognizes this possibility, which is why we see it as 
a risk and not a most likely scenario. Still the trajectory of tightening implied by the Fed’s “dots” is higher than market expectations. If the Fed tightens too much, it 
would clearly propel the dollar higher and undermine absolute returns in the strategy due to non-dollar holdings.

A related risk is that signs of recovery in Europe turn out to be ephemeral, which would also produce a much weaker euro. Leading indicators on the outlook imply 
that this is an unlikely outcome.

Another threat is that the Chinese authorities continue to lag behind the deflationary curve. The damage to the Chinese economy would be a negative for the 
reflation theme and global economic recovery.

We have noted several times over the course of the last six years that we believe we are living in a financial experiment. Nothing could be illustrative of this more 
than the negative nominal yields emerging across Europe. The key structural attribute of the post-crisis world economy is the amount of excess savings over the 
perceived lack of investment opportunity. This trend has been building for a long time but the financial crisis in 2008 really brought things to a head. The crisis 
ended a multi-decade super cycle of private credit growth in the U.S. which had propped up spending for over three decades. Following the crisis, global spending 
was clobbered and interest rates collapsed. The world economy would have collapsed too, had monetary authorities not responded. Unfortunately, the only 
reflationary policy game in town has been central banking because of the wide-spread focus on fiscal austerity. Affecting economic outcomes in this kind of regime, 
with this kind of tool, takes time and runs the risk of a massive mispricing in financial assets. It is too soon to get worried about what happens when this process 
goes into reverse, but it is still important to keep in mind. We reference this point because markets will certainly discount the risk of success well in advance of the 
trend becoming clear in economic data.

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. 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. Indices are unmanaged and not available for direct investment. The Barclays Capital 
Emerging Markets Bond Index measures the performance of the sovereign, local currency bond markets of emerging marketing countries. The Barclays Global Treasury Index includes 
government bonds issues by investment-grade countries, in local currencies, that have a remaining maturity of one year or more and are rated investment grade. 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.

© 2015 Brandywine Global Investment Management, LLC

Brandywine Global Investment Management, LLC               2929 Arch Street, 8th Floor, Philadelphia, PA 19104  |  800.348.2499 / 215.609.3500  |  BrandywineGlobal.com



STRATEGY OVERVIEW
Global Sovereign Credit Quarterly Commentary 1Q 2015  |  March 31, 2015

STRATEGY OVERVIEW 
1Q 2015 | As of March 31, 2015 

Global Sovereign Credit Composite (USD) 

ANNUALIZED RETURNS (%) (Results shown in USD) 

 Gross Net B6040

QTD - 2.55 - 2.65 - 3.18 
YTD - 2.55 - 2.65 - 3.18 
1 Year 2.05 1.64 - 6.94 
Since Inception 5.48 5.07 - 1.85 

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

2015 - 2.55 - 2.65 - 3.18 3 2,623 66,493 - - - 
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, 2013, 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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