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Balancing Objectives: How We Generate
Income While Preserving Capital

The lead portfolio managers of our Global Multi-Sector strategies, Gary Herbert and Brian Kloss, team up to
discuss two objectives that are increasingly important for investors: delivering attractive income coupled with
capital preservation. It is even more challenging to deliver these goals in a manner that also reduces portfolio
volatility and correlations with other components of one’s broad portfolio. Gary will explain how the team finds
income opportunities, by highlighting past examples. Brian will follow up with another blog on capital
preservation.

The post-global financial crisis (GFC) investment climate has been characterized by periods of financial and
commodity market volatility, and the steady decline in G10 bond yields. Developed market bond yields have
remained persistently low over the last few years, with several recently retreating into negative territory. This
environment has presented challenges for investors who are interested in risk-adjusted income opportunities.

We believe a fixed-income portfolio can provide attractive, stable income and capital preservation if one
considers a global opportunity set. The ideal approach must be flexible, aware of relevant risk benchmarks, and
allocate to opportunities in a more significant and focused manner when they present themselves.

Perhaps the best way to understand the process is to review where we have taken risk during the last 10 years.
Markets have been punctuated by many mini-slowdowns and recession scares over the past decade, yet these
periods may be value opportunities for income-oriented investors.

Two specific examples highlight the opportunities we capitalized on:

1. The European sovereign debt crisis and the subsequent repricing of European and U.K. credit relative to
the U.S. and

2. The energy sector revaluation throughout 2015 and early 2016.

The European Sovereign Debt Crisis

Let’'s examine the European sovereign debt crisis from 2011-12 first. European policymakers did not respond to
deteriorating economic conditions quickly enough and corporate credit yields rose alongside sovereign bond
yields, though not to the same degree as during the GFC. At the time sterling- and euro-denominated corporate
credit offered the best value relative to U.S. corporate bonds. Our allocation was concentrated in the European
high yield credit market, particularly issuance rated single-B and BB. European credit spreads compressed after
the European Central Bank (ECB) pledged to do “whatever it takes.” Two years later, in 2014, the central bank
implemented its asset purchase program, which significantly compressed credit spreads even further. Chart 1
and Chart 2 highlight the valuation anomalies relative to history and the multi-year value opportunity that we
were able to capitalize upon.
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Chart 1: OAS Spread: U.S. High Yield B Minus European B
BPs, As of 3/28/2019
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Chart 2: OAS: 25t to 75t Percentile and Current
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The U.S. Energy Sector



Now, let’s examine the U.S. energy sector from the opportunity presented in 2015-16—which became
particularly opportunistic in early 2016. Following the collapse in crude oil prices over the prior two-year
period, spreads on high yield credit in the energy sector topped 500 basis points versus investment grade
corporate bonds. We chose to focus on better quality segments of the U.S. energy market. Spreads compressed
significantly due to industry consolidation, low cost of borrowing, and the eventual recovery in crude prices.
Chart 3 and Chart 4 again highlight the historical valuation anomaly and the opportunity across the quality
spectrum.

Chart 3: Energy BBB
As of 1/31/2018
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Chart 4: Energy OAS: 25% to 75 Percentile and Current
Data sample from 12/31/1996 to 12/31/2015
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Next week, Brian will examine how this approach reduces volatility at the portfolio level and broadly minimizes
correlations with other asset classes—which are notable components of our capital preservation efforts.

Groupthink is bad, especially at investment management firms. Brandywine Global therefore takes special care
to ensure our corporate culture and investment processes support the articulation of diverse viewpoints. This
blog is no different. The opinions expressed by our bloggers may sometimes challenge active positioning within
one or more of our strategies. Each blogger represents one market view amongst many expressed at Brandywine
Global. Although individual opinions will differ, our investment process and macro outlook will remain driven by
a team approach.
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Social Media Guidelines

Brandywine Global Investment Management, LLC ("Brandywine Global") is an investment adviser registered with the U.S.
Securities and Exchange Commission ("SEC"). Brandywine Global may use Social Media sites to convey relevant
information regarding portfolio manager insights, corporate information and other content.

Any content published or views expressed by Brandywine Global on any Social Media platform are for informational
purposes only and subject to change based on market and economic conditions as well as other factors. They are not
intended as a complete analysis of every material fact regarding any country, region, market, industry, investment or
strategy. This information 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 under the laws of that jurisdiction. Additionally, any views
expressed by Brandywine Global or its employees should not be construed as investment advice or a recommendation
for any specific security or sector.

Brandywine Global will monitor its Social Media pages and any third-party content or comments posted on its Social
Media pages. Brandywine Global reserves the right to delete any comment or post that it, in its sole discretion, deems
inappropriate or prevent from posting any person who posts inappropriate or offensive content. Any opinions expressed
by persons submitting comments don't necessarily represent the views of Brandywine Global. Brandywine Global is not
affiliated with any of the Social Media sites it uses and is, therefore, not responsible for the content, terms of use or
privacy or security policies of such sites. You are advised to review such terms and policies.



