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STRATEGY OVERVIEW

Global Sovereign Credit

REFLATION TO NORMALIZATION
Last September we wrote to you about something we called “Stirrings of an End to Financial Repression.” U.S. 
households—arguably the world’s most important consumers—appeared to stop deleveraging. In addition, the 
slide in output growth and relentless deflation from the world’s most important factory—China—also came to a 
halt. We argued that, if sustained, these developments might mean the beginning of the end to the extraordinary 
period of feeble and deflationary economic growth that has enveloped the world since the Global Financial Crisis 
(GFC). 

The “stirrings” idea was provocative at the time because it contradicted Larry Summer’s popular thesis of 
“secular stagnation,” which asserts that dismal growth is here to stay. The difference in viewpoint is more than 
academic. In the middle of 2016, over 70% of the bonds in the Citigroup World Government Bond Index were 
trolling below a 1% yield, in keeping with the unbridled pessimism of the stagnationists. If we were right about 
“stirrings,” last year’s lows in long-term interest rates might possibly be the low of a lifetime, weighed down 
temporarily by the anxiety surrounding Brexit and the possibility of a Trump presidency.

The shift in the investment narrative since last September has been quite astounding. The world economy 
discarded secular stagnation, leapt past “stirrings,” and rebounded into a relatively strong synchronized 
expansion. This reflation has been on the back of strong policy stimulus measures, including a dramatic credit 
impulse from China, deferred tightening by the Federal Reserve (Fed), and persistent monetary expansion in 
Europe and Japan. In addition, dollar stability has permitted the emerging world to join in the policy reflation and 
taken the edge off deflation. 

The abrupt turn of events caught most analysts by surprise, judging from the global Citigroup Economic Surprise 
Index. The index rose to its 97th percentile during the first quarter. Global purchasing manager indices (PMI) are 
near historic highs, production growth is on the rise, global trade has picked up, employment and wage growth 
are expanding around the world, and the price of risk assets is rising despite higher interest rates. Especially 
noteworthy are commodity prices, which have been firm since November 2015, even during the second half of 
2016 when the dollar was strong. Stronger nominals in a deflation-weary world are a potent tonic for corporate 
top and bottom lines. 

As impressive as the scale of the reflation has been, the breadth of participation around the world is even more 
so. All the major economic blocs have participated in the upturn led by China, the emerging world, Europe, and to 
a lesser extent America. Coordinated recoveries are self-reinforcing just as unsynchronized business cycles can 
muzzle one another.

The yield on Treasury bonds—the global risk-free benchmark—rose in line with these developments in the 
latter part of 2016, correlating closely with economic cycle indicators like the U.S. ISM Manufacturing Index. 
Nonetheless, the biggest part of the increase occurred in the month immediately following the Trump victory. 
Since last December, Treasury yields have been range-bound. The combination of the stable risk-free fixed 
income benchmark and better global growth has been ideal for emerging economy bond markets and their 
currencies. The tilt in the strategy toward these markets explains the strong performance recorded during the 
first three months of this year.

GRADUAL, SELF-SUSTAINING EXPANSION
The sustainability of this synchronized global expansion is now the issue going forward. This is the third time 
since the GFC that reflationary policy stimulus has pumped up the world economy. In the previous two instances, 
the world economy relapsed into another wave of deflationary pressure and disappointing growth. 

By our lights, we believe this reflationary trend is real and sustainable.

First, previous relapses back to a more deflationary environment were triggered by specific policy measures, 
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none of which exist currently. In 2010 to 2011, the Fed prematurely ended quantitative easing. In addition, European Central Bank (ECB) President Claude Trichet 
made a colossal monetary mistake by raising European policy interest rates, which triggered the sovereign debt crisis. Fiscal policy was in retreat throughout this 
period in both the U.S. and Europe. Again in 2015, the Fed prepared to raise interest rates despite a powerful dollar rally and a slump in domestic corporate profits 
and revenues. The most important factor of all, the Chinese authorities targeted a reduction in credit growth. Deflation is the predictable consequence of trying to 
smother credit growth in a high-savings economy that intermediates mainly through the banking system. In China’s case, they accomplished more than they wanted; 
the gross domestic product (GDP) deflator went negative, commodity prices collapsed, and inventories were liquidated.

In contrast, the aggregate balance sheet of the world’s most important central banks is expected to expand most of this year. In the United States, the Fed is tip-
toeing its way toward more restraint, its self-confidence undermined by years of forecasting mistakes. Headline inflation measures are expected to roll over this 
year, and surveyed inflation expectations are in retreat. Chinese economic policy has become decidedly less expansionary than a year ago but this change should 
not be confused with restraint. The Chinese authorities used fiscal stimulus measures to produce the biggest credit impulse since 2009. Retreating from that stance 
is more a shift to neutral than a turn toward restraint. Short-term money market rates are roughly 4% in an economy growing at 11% in nominal terms, hardly a 
measure of restraint.

Second, there are signs of stable wage and income growth around the developed world. In the U.S., the growth rate of nominal employment income could exceed 
5% with an increasing dearth of labor likely to support even higher wage growth. The tightness in the labor market could even spur a long-awaited capital spending 
cycle. Similarly in Europe, nominal labor income is growing close to 3%, and European Commission surveys of employment intentions are on the rise. Even in China, 
newly created urban jobs reached over 13 million in 2016. Moving labor from the low productivity rural economy to the high productivity urban centres helps sustain 
economic growth. 

Third and lastly, the balance of payments for a host of emerging economies is in much better shape than what existed a few years ago. Consequently, the 
opportunity for these economies to continue reflating remains high. Brazil is one example where the central bank is way behind the curve in terms of stimulus. India 
is another where monetary and fiscal policies support the economy with the currency at competitive levels.

Accordingly, our expectation is for the current period of remarkable reflation in the global economy to settle down to a more gradual but self-sustaining economic 
expansion. We are not looking for inordinate pressure on the global interest rate complex, at least for this year. However, the two big macro swing factors in the 
outlook that could affect the interest rate profile are U.S. and Chinese fiscal policy.

MACRO POLICY OUTLOOK
In the U.S., the Trump victory has unleashed a boom in sentiment across all categories of the economy: business, households, investors, and entrepreneurs. The 
enthusiasm is based on expectations for a reset of the rules for conducting business in America: reduced regulation, lower taxes, and a reformed tax code. Treasury 
Secretary Mnuchin has stated that the administration wants an economic growth rate of more than 3%. Growth has averaged 1.9% in America since June 2009 so 
achieving this growth target would be very bearish for bonds. Moreover, stoking the economy with heavy-duty stimulus at this stage of the cycle could fuel more 
inflation than growth, in which case the results could be particularly negative for the market. 

So far, it has been all bark and no bite. There has not even been a proposal on tax reform from the White House. What is left is an unsustainable gap between 
expectations, as reflected in the survey results, and reality, as reflected in hard economic data. The Federal Open Market Committee, among others, has made note 
of the divergence. Skepticism has started to build in the aftermath of the inability of the House Republicans to advance healthcare reform. In the meantime, all 
the old questions still apply. How will any tax cuts be funded? If the plan is revenue neutral, how expansionary would that be for the economy? What about border 
taxes? Are they not more likely to depress consumer spending or invite trade retaliation? 

The other major macro uncertainty comes from China. China’s fiscal and credit impulse contributed more to the latest reflationary surge than any other single global 
factor but leaves unresolved all the well-known issues: mounting domestic debt-to-GDP that is largely concentrated in the corporate sector, inefficient allocation of 
capital, reliance on guidance instead of market prices, and the use of regulations and soft capital controls to stem capital outflows and a weaker currency. 

There has been a strong correlation between China’s property price inflation rate and the cycle in the U.S. PMIs. The retreat from full-fledged stimulus and signs that 
property price inflation is cooling once more suggests some tempering in the pace of the global expansion in the second half of 2017. Anything more extreme than 
that seems unlikely. Japan was able to support its zombie banks for 25 years because of a high savings rate. China’s savings rate is even higher and more spread 
out across both corporate and household sectors. Urbanization is seen as the main source of economic growth since the GFC. Correspondingly, urban employment 
creation has been expanding at a pace of over 13 million people a year, a number dwarfing U.S. employment creation, and in an economic zone with substantially 
higher productivity.

GEOPOLITICS
In the background there continue to be a slew of geopolitical tail risks with uncertain implications for the world economy. Collectively, these factors in some way 
must manifest in higher risk premiums and lower risk-taking. To name a few:

 � It is unclear how the Trump administration will change the liberal rules-based global order that America fostered and enforced over the last 60 or 70 years. 
How this shift plays out and its implications for asset markets and investors is not clear, but history shows that the world is more stable with a global hege-
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mon than without.

 � What is America’s position on trade? The Trump administration has already put its stake in the ground by withdrawing from the Trans-Pacific Partnership 
Agreement and by not endorsing a commitment to free trade at the last G20 meeting. The new administration seems to view trade in zero-sum terms, cali-
brating the need for bilateral trade reform based on the size of America’s bilateral trade deficits. China accounts for close to half of America’s trade deficit. 
Consequently, initiatives affecting this relationship will be very important for the future.

 � The European project and the euro likely would be finished, at least in present form, if National Front leader and far-right candidate Marine Le Pen emerges 
victorious in the French elections. The possible ascent of the Five Star Movement to power in Italy later in the year also raises the spectre of an erosion of 
support from one of Europe’s biggest economies. So far, most people in Europe still seem to want the euro.

 � The Korean peninsula continues to be a theatre of nuclear brinkmanship that markets seem to completely dismiss as any kind of meaningful tail risk. The 
presumption is that China and America will keep North Korea in check. The risk is that something goes wrong.

PERFORMANCE
The Global Sovereign Credit strategy composite returned 6.66% gross of fees (6.48% net), outperforming the Bloomberg Barclays 60/40 (emerging/developed) 
Sovereign Credit Index, which gained 4.53% for the quarter. Gains were split fairly evenly between currencies and bonds. But the single overall biggest addition to 
performance came from the investment in Mexican sovereign bonds. Both the peso and bono prices bottomed close to or on the inauguration date of U.S. President 
Trump, after which they rallied steadily into the end of the quarter. More than half the total gains from currencies came from the Mexican peso’s extraordinary rally 
in the first quarter. As for total gains arising from bonds, the Mexican bono contribution was significant but not as dramatic as the currency. Gains from bonds were 
spread across other country markets as well, including Brazil, Indonesia, Turkey, Colombia, and Poland. 

The Australian dollar also contributed positively to quarterly results, along with several emerging market (EM) currencies, including the Brazilian real and Indian 
rupee. Improving commodity prices and Chinese construction demand helped Australian iron ore exporters and the Aussie dollar. Emerging markets saw strong 
interest from yield-seeking investors during the quarter, benefiting bonds and driving up most currencies. Improving demand from Europe and Asia helped boost 
commodities and exports, and last year’s enormous Chinese stimulus continued to work to the benefit of many emerging markets.

POSITIONING
Mexico, including the Mexican peso and bond market remains one of our biggest allocations notwithstanding the size of the rally in the first quarter. The currency 
is universally regarded as undervalued, a view with which we concur. The issue is the macro story that has depressed the currency. Since Mexico did not squeeze 
domestic spending in the same manner as other EM countries over the last few years, its balance of payments has not shown the kind of improvement seen 
elsewhere. Nonetheless, the bulk of the story driving the peso lower has been the harsh trade rhetoric of the new U.S. administration. We have taken the view 
that the U.S. wants to avoid materially damaging the Mexican economy as such an outcome is not in America’s best interests. The aggressive trade rhetoric may 
be posturing ahead of renegotiating NAFTA because it is clear that American jobs are at stake if the U.S. approach to “fair” trade is overly reactionary. We are still 
convicted to the idea that the Mexican long government bond should be trading closer to 6.5% and the currency around 17 pesos to the dollar.

More generally, the strategy is underweight or short the three major currencies: dollar, yen, and euro. In the developed world, our currency allocations have been 
skewed to the U.K., Australia, Poland, and the Scandinavian currencies. We are more constructive on the euro and yen than the U.S. dollar based on our economic 
outlook and where we see the big valuation anomalies; correspondingly, we are more underweight dollars relative to some benchmarks than euro and yen. 

We are generally constructive on the euro based on economic factors alone. The currency is discounted relative to various measures of intrinsic value. Europe runs 
a large surplus with the rest of the world that has grown with the weakness of the currency. We anticipate the ECB to suspend balance sheet expansion later this 
year. Furthermore, sentiment is still fairly bullish on the dollar, due mainly to expectations of U.S. domestic tax cuts and possibly new border-adjusted import taxes. 
Although Europe’s election cycle poses a possible threat to the currency, we expect Le Pen to lose the French election. This outcome will place a bid under the euro 
and, in our opinion, will resurrect interest in the cross-currency trades. This environment is one where investors prefer the currencies of smaller countries with more 
robust growth and higher inflation to the euro. As a generalization, we believe this strategy in aggregate has the potential to modestly outperform the euro. 

Sterling is one of the “cheapest” currencies, its value clearly impacted by the negativism associated with Britain’s post-Brexit outlook. The actual economic data, 
however, register steady improvement across many sectors. Real wage growth has been supressed by headline inflation, which has been provoked higher by 
sterling’s weakness. However, breakeven inflation rates are rolling off, suggesting the recent stability in the currency will end the inflation surge and help prop up 
domestic real incomes. In the meantime, British exporters are going to town, tourism is strong, and with a typical lag, the current account deficit is shrinking. We 
are exploiting the Brexit decision, which was a catalyst for this valuation anomaly.

The overweight in the Australian dollar has performed well on the back of the upturn in commodity prices. As noted earlier, the Chinese story drives commodities. 
That demand for commodities provides a tailwind for Australia growth and filters through the real effects of the exchange rate via a higher currency valuation.

The big story is that currency positioning in the strategy is skewed to the emerging market currencies. In most instances this narrative is motivated first by the 
high real rates in most local bond markets, but just as importantly, the undervaluation of these currencies. Remember, it was just a few short months ago that the 
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financial repression and strong dollar story were making the headlines. We took the other side of that debate: normalization and a weak dollar.

The Bank for International Settlements (BIS) recently published a measure of the U.S. real effective exchange rate showing it to be as expensive as its two previous 
tops in the early 1980s and again in the early 2000s, when the Chinese currency is excluded. Much has been made about the bullish consequences for the dollar 
resulting from the Trump tax agenda, not to mention the offsetting dollar appreciation that would be expected to follow a border-adjusted tax according to most 
mainstream and academic economists. There are multiple sources of information risk embedded in this view. How aggressive will the tax agenda turn out to be, and 
is the currency vulnerable to disappointment? If it is revenue neutral, how bullish is that for the dollar? How can a border tax fully offset by a dollar rally be positive 
for American exports? And what are the consequences if the border tax invites trade retaliation? Trump wants to boost U.S. manufacturing and reduce the trade 
deficit. These goals will not be achieved with a strong dollar. 

The strategy is generally underweight benchmark duration due to our anticipation of normalization ahead, as well as the risks of fiscal stimulus in the U.S. We do 
not believe that a 2.3% yield on 10-year Treasury notes offers much protection for an economy where nominal employment income growth is above 5%, inflation is 
sticky at 2%, and short-term interest rates are at recession levels. Beginning in late 2016, we made a series of tactical moves to add two years of duration in long-
term U.S. Treasury bonds because the pace of the selloff seemed unduly rapid. At the very end of the first quarter, we covered a portion of this tactical bet.

OUTLOOK
In summary, our economic view lends itself to EM currencies and bonds. Our research validates these markets from a valuation viewpoint and based on our macro 
outlook for gradual normalization in the U.S. and a steady-to-weak dollar. Driving our dollar strategy is our view of a gradual synchronized global economic recovery 
led by growth that is relatively faster in the rest of the world.

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. 
These transactions may increase liquidity risk and introduce other significant risk factors of a complex character. All securities trading, whether in stocks, options or other investment 
vehicles, is speculative in nature and involves substantial risk of loss. These risks may be magnified in emerging markets. Indices are unmanaged and not available for direct investment. 
The Bloomberg Barclays 60/40 Sovereign Credit Index is an unhedged, customized blend of the Bloomberg Barclays Global Treasury Index and the Bloomberg Barclays 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. 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.

© 2017 Brandywine Global Investment Management, LLC
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Global Sovereign Credit Composite (USD) 

ANNUALIZED RETURNS (%) (Results shown in USD) 

 Gross Net B6040

QTD 6.66 6.48 4.53 
YTD 6.66 6.48 4.53 
1 Year 2.01 1.30 - 1.02 
3 Year 0.90 0.20 - 2.23 
Since Inception 3.36 2.64 - 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

2017 6.66 6.48 4.53 4 3,045 69,480 - 9.44 7.81 
2016 4.49 3.77 2.28 7 3,435 65,498 - 9.66 7.87 
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 = Bloomberg 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, 2016, 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 Bloomberg Barclays 60/40
Sovereign Credit Index; an unhedged, customized blend of the Bloomberg Barclays Global Treasury Index and the Bloomberg Barclays 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 Bloomberg Barclays 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:
$50million): 0.700% on the first $50 million; 0.650% on the next $50 million; 0.600% on any portion of assets in excess of $100 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. 

©2017, Brandywine Global Investment Management, LLC. All rights reserved. 
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