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STRATEGY OVERVIEW

Classic Large Cap Value 

The performance of the Classic Large Cap Value strategy, as we end the first quarter of 2016, has been 
disappointing to us. This substandard performance is the result of an extraordinarily undervalued portfolio, 
unfortunately due to our cheap holdings getting cheaper, rather than to our buying at the current levels. This 
leaves the strategy at the biggest relative price-to-earnings (P/E) discount in its history.

This result has been produced by stock declines, not economic calamity, poor company execution, or faulty 
fundamental analysis. We will discuss these market impacts and our process in much more detail below. 
We believe the strategy offers unusually compelling opportunity for future returns, even if we wish we were 
initiating existing positions at today’s even more undervalued levels. The only way we are going to realize that 
value for you, our investors, is if we stay the course. Think of a coiled spring, with the potential to release its 
energy.

Right now, we have stocks with a 3 P/E, a 4.5 P/E, a 6 P/E, five more stocks with P/Es below 7, three more 
stocks with P/Es under 8, and eight more with P/Es below 10x. Unfortunately, many of these valuation levels 
were reached by declining stock prices, even though the companies looked cheap before the declines. In total, 
we have 19 stocks with trailing P/Es below 10x, and 23 with forward P/Es below 10x. This situation is simply 
amazing in a broader market that closed the quarter just 4% below its all-time high.  

With six of our eight largest positions (greater than 3% weightings) fitting the above description, the result, to 
put it mildly, is not good. Our largest positions haven’t worked. Additionally, the 3 and 4 P/E stocks (which aren’t 
among our largest positions at this point) are two of our worst performers. Simply put, companies don’t get to 
a 3 or 4 P/E without every story being negative, and in most markets, they don’t even go to these levels with 
negative sentiment. Nine of our 10 worst performers have trailing and forward P/Es below 10x. What we are 
seeing today is truly unusual. As one analyst noted to us recently, “These aren’t just orphan stocks… they’re 
abandoned orphans.”

The last two to three weeks of the quarter were especially brutal as investors fled underperforming names. We 
know that there is a temptation to avoid showing names that have underperformed – as if “window dressing” 
somehow changes the performance – but we remain convicted in our analysis, and we have not given up. Given 
the results and valuations, it might be worth reviewing what has not happened in the industries that have 
caused us the most pain. Banks have not seen increased credit losses. Private equity hasn’t stopped raising 
money. The most recent Fed move was a hike. Airplanes are still full. Car sales remain strong.  Subprime auto 
lending hasn’t become unprofitable. Specialty pharmaceuticals are still being prescribed and paid for. The U.S. 
has not entered the recession that the bears have been predicting with great confidence.  

In other words, the bad news so many predicted hasn’t happened, although for some reason, the stocks trade as 
if it did!

WHAT HASN’T WORKED?
As many of you know, we are very disciplined when it comes to following our investment process. It is the strict 
adherence to that process that allows us to be confident in our research and our strategy even during trying 
times. Over the past 18 months, we have followed our process consistently, the same process that produced 
exceptional returns for the first 10 years of our strategy’s history. Unfortunately, over this particular 18-month 
time period, we have nothing good to show for it. What have we gotten wrong? The biggest misjudgment 
appears to be sentiment, which analysts back to Ben Graham have argued is not part of an analyst’s job to 
predict. When you buy a stock at a low price and get the fundamentals right, there is a high probability of a good 
outcome. So why has there not been this time? Was it fundamentals or was it stock market sentiment?

Did we anticipate that a leading global bank could trade to below 60% of book value? No. This particular bank 
started the year at approximately 80% of book value, and ended up being one of the worst stocks in the strategy. 
Credit losses remain low and the company is earning approximately $24bn per year pre-tax, with a well-
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capitalized balance sheet.

Did we anticipate that another financial services company specializing in car loans could trade as low as 4x earnings and 80% of book value despite a mid-20% 
return on equity (ROE)? No. The shares of this automotive finance company fell 34% in the first quarter, despite starting the year with less than a 7 P/E. Their auto 
loan securitizations have never lost money, even in 2009.

Did we anticipate that a multinational semiconductor company could trade at half of replacement value? No. However, one in particular did fall from 67% of 
replacement cost to 40% of replacement cost. There will be another cycle.

Did we anticipate that airlines could be pouring out cash, buying back stock, showing capacity discipline, and yet still trade at 5-7x earnings? No. The industry 
continues to show capacity discipline and is acting rationally.

Did we model the possibility of a pharmaceuticals firm earning $10 instead of $14? Yes. Did we think it could trade at 2.5-3x earnings in that scenario? No. Most of 
the company’s biggest drugs were not built on price increases, despite what the headlines tell you, and its assets are worth far more than its current price reflects. 
The company produces real cash flow.

These moves are not fundamentals-driven. They are evidence of extreme sentiment. This sentiment extends to assets we don’t own as well, which also hurt our 
relative returns.

On the flip side, did we anticipate that utilities, which we have been highlighting as historically expensive, would continue to rise? Did we anticipate that 
companies like a major American branded food manufacturer—with a P/E above 20x, despite 1% earnings growth last year and 0% earnings growth this year—
would meaningfully outperform the market? Or, as an even better example, would we have guessed that a U.S. multinational consumer goods company—the 
sixth-largest constituent in the Russell 1000 Value Index—trades at 21.7x expected earnings, despite those earnings falling  5% last year and being forecast to fall 
another 10% this year? Again, the answer is a resounding “No.”

WHAT HAS WORKED?
We do not mean to claim that our analysis has been perfect, and given what has been rewarded by the market, we are not surprised to see the strategy 
underperforming. We do think, however, that our analytical work has been solid and correct, and we are baffled by the magnitude of the underperformance. For 
example, one specialty pharmaceutical company based in Ireland has seen its 2016 earnings estimates rise from $1.72 to $2.45 per share over the past year. The 
company has been rewarded with a 15 P/E moving to a 6 P/E and a 40% decline in the stock price; at current free cash flow levels, it could buy back all of its 
outstanding shares in less than five years. Each stock in the strategy, particularly the ones that have been bruised, is reviewed regularly and the thesis is retested. 
We try not to bury our heads in the sand or succumb to stubbornness. 

Simply put, the biggest problem with our analysis appears to be that factors—stock market factors, not fundamental factors—situations that rarely happen, 
have happened, and while these are rarely (again, that word) long-lasting, it certainly creates pain, which we hope eases shortly. Does any of the above matter? 
We hope so. The strategy’s discount to intrinsic value today is exceptional, and the silver lining is we are confident that that gap will close at some point. Given 
this mismatch between value and market sentiment, we suggest, with the utmost humility that now is a good time to invest in the strategy. Our strategy is at the 
extreme end of cheapness, without giving up quality and growth versus our peers or the index, and it continues to attract interest from potential clients for that 
reason.

We know from historical data that, in general, disliked value stocks outperform. Many of you have heard us note that the stocks of the “Most Despised” companies 
have historically outperformed companies on the “Most Admired” list. Our goal is not to buy the despised companies; our goal is to buy undervalued companies… 
but sometimes they go hand-in-hand. The effectiveness of value investing persists because stocks get overly discounted, and situations generally aren’t as bad 
as they seem. Over the past 18 months, however, the market has been assuming and pricing in the worst-case scenario for controversial companies. A correct 
appraisal of intrinsic value is seldom unrewarded longer term, and we are optimistic about the potential for meaningful outperformance from here.

A TWO-FOLD MANDATE: MAKING MONEY AND BEATING OUR BENCHMARK
We also know we have a dual mandate: first, to make money; second, to beat our benchmark. We are optimistic about both. We have addressed the first above, but 
let’s now address the second.  

First, on a forward P/E basis, our top holdings generally are below 12x earnings; the index holdings currently are above 18x earnings. The index’s top 10 only include 
two stocks below 13x earnings; we only hold two above that level. The top 10 stocks in the index include six with P/E ratios above 16.5x, and three above 20x. 
Second, note that expected earnings growth is similar: -1.7% for the index, and approximately -1.0% for Brandywine Global. Third, note the price changes over the 
prior 12 months: a 22% gap. This is despite faster earnings growth for our top holdings in 2015, and similar 2016 growth. Stretched valuations got more stretched; 
cheap stocks got cheaper.

Keep in mind that as we reference these higher multiples, we are still talking about a Value index. We also know from ownership reports that many value managers 
own these higher-multiple stocks. It has been a safe place to hide, to do well. However, the history of value investing suggests that owning more expensive stocks 
is not the route to long-term outperformance. Yes, we’ve underperformed our value manager peers, but eVestment manager data suggests that we have one of the 
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cheapest strategies among all of our peers, and we expect to be able to make up ground versus both them and the index.

In retrospect, what would we do differently? That’s a hard question to answer because we have carefully and thoroughly reviewed our research on these companies 
with the team and we believe we followed our stated process in a disciplined manner. Perhaps we could have made different trading decisions about adding at 
various levels, but that really would not have avoided the underperformance.

Legendary value investor Seth Klarman had a very insightful year-end letter describing some of the challenges with value investing. We can’t quote the letter here, 
but we can describe some of the ideas that resonated with us:

1. In investing, a process can be repeatable, and discipline can be in place, but that is no guarantee that the outcome will be the same in a given time period. 
We have to be willing to be judged “wrong” at times because we are following our process, not despite following our process. Consistent processes are 
necessary, but they cannot control market irrationality. A good process should not be changed due to a period of bad results. The tech bubble made no sense, 
but that didn’t stop many investors from chasing it.

2. Because market irrationality cannot be controlled, an investor has to be willing to take the long view, absorbing a prolonged challenging period if necessary. 
In Klarman’s case, he has managed to structure his client contracts so that he doesn’t have the same risk of withdrawals that we do, but that doesn’t mean 
we can’t act in a similar manner as he does. Our team is exceptionally patient, and Brandywine Global is fully behind our efforts.  

In the face of underperformance, we continue to invest in the team. Joining us at the beginning of April was Steven Shin, an analyst who brings 15 years of 
experience to Brandywine Global. We first met Steven in 2010. We talked with a number of qualified candidates over the past few months, from experienced buy-
siders to sell-side analysts from top firms, and concluded that Steven brought the best balance of value instincts, experience across industries, and an appreciation 
of risk.  We look forward to the contributions he will bring to the team.

ATTRIBUTION
Our holdings in financials and healthcare were the largest trouble spots this quarter, as each sector subtracted roughly 300 basis points of relative performance. 
Despite the Fed’s interest rate hike in December, and predictions of additional hikes this year, investors abandoned rate-sensitive stocks that were already cheap. 
Quantitative strategist Michael Goldstein noted in March that “banks stand out” as historically cheap. No matter, several major banks each declined more than 
19%, and subtracted a combined 203 basis points. Others declined more than 10% each. We also took a large hit in an auto finance company, as investors seem 
to be predicting a crash in the auto lending cycle.  We’ll see who is right, but history suggests that this firm can navigate through a variety of environments, and it 
is currently priced for disaster. And, by the way, so far its results remain strong.  For all of these financial companies, the problem is not current results, it is fear of 
future cataclysm.  

Within healthcare, we had five holdings with substantial declines. It turned out that diversification didn’t matter, as companies that sell opioids, U.S. generics, had 
prior high price increases, use patient assistance programs, and grew through acquisition, all got hammered. Certainly one particular pharmaceutical company was 
the high-profile example, but investors sold any asset that could be labeled as having anything in common with that firm. We are happy to discuss our research into 
these companies, and we have discussed it already with some clients, but the five stocks that hurt us now have P/E ratios between 2.6x and 9.6x.

We had some successes, outperforming in four sectors, with the most notable stock selection success being a designer clothing retailer.  That holding achieved 
a 42% stock price gain and was a large position; it is a reminder that the abandoned stock in one period can quickly snap back. Our energy holdings were a net 
positive as well, led by a 24% gain in a Canadian oil and gas producer.

THE OUTLOOK AHEAD
Our view on the economy is best summed by a quote widely attributed to Samuel Clemens, “The report of my death was an exaggeration.” For certain, the current 
expansion is long-lived, and we believe we are at a low ebb in GDP. However, at worst, the evidence presents an inconclusive case. Our contention, and that 
of Brandywine Global’s Macro team, is that the U.S. avoids recession and maintains its current expansion. This outlook is formed by several considerations – 
employment, the consumer, and bank lending. 

Employment has been a bright spot in the U.S. economy as evidenced by the low level of unemployment, 5.0% in the March report. The offset to that, in the 
minds of critics, is that wage growth has been historically low at 2.3% for the current cycle. That is true, but several data points suggest that might be changing. 
Household income expectations, as measured in the University of Michigan Real Income Expectations survey, have been on the rise, and those expectations are 
consistent with what CFOs see, per the April 2016 Duke Fuqua School of Business/CFO Magazine Business Outlook survey. Another criticism of the employment 
outlook has been the historically low level of the Labor Force Participation Rate; however, it’s worth noting that this statistic has been quietly improving for several 
consecutive months now.

Notwithstanding the recent sluggish income growth, the U.S. consumer is generally in good shape. The Household Debt Service Ratio has improved dramatically 
over the cycle and is currently at a level not seen since the early 1980s. Additionally, household net worth is at a record high level through March 2016. All this 
positive consumer data is at a time when the Housing Affordability Index is at a historically low level. Despite this, it should be unsurprising, then, that against this 
backdrop, housing starts and new home sales have been accelerating.  Additionally, household formations have begun to increase, reversing the trend since the 
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recession. Demographic trends suggest that this phenomenon could persist or even accelerate. This should produce manifest benefits to home sales, and also to 
retail sales.

The U.S. consumer has been resilient throughout the recovery. True, we’ve seen recent evidence of softening in the trend; the Bureau of Economic Analysis’s US 
Retail Sales Index has been in a down channel since 2012 (although appearing to break out currently). However, in real terms, it is in a solid upward trajectory 
over that period. Furthermore, light vehicle sales have slowed to a 16.5 million unit pace, but are projected to rise in 2016; as mentioned earlier, home sales have 
been increasing.  The U.S. savings rate has picked up recently, although we would expect that to moderate in the face of higher consumer spending. While some 
are vexed by the consumer having not spent the “tax cut” afforded by the decline in gasoline prices, the explanation could be as simple as the principle behind 
Friedman’s theory of permanent income. As consumers become more certain of the level of their disposable income, as opposed to perceiving the increase as a 
mere one-time windfall, they would become more likely to spend it.  If this becomes the case and if wages do rise, we would expect consumer spending to revert to 
normal higher levels.

The manufacturing sector has been a drag and is currently burdened with too much inventory for the current level of activity. The strong dollar has been a factor in 
demand, as has the fall-off in North American oil and gas expenditures. Within the context of the broader economy, the availability of credit and the fact that banks 
are not tightening credit are a positive. Bank lending (including commercial and industrial loans) has been increasing at a steady pace. Standards for mortgage 
approvals, as measured by average FICO scores, appear to have stabilized suggesting that mortgage availability is not overly restrictive.

From a policy perspective, there are several positives. Around the globe, trade-weighted rates are low as central bankers attempt to reflate the world’s economies. 
In the U.S., the Fed has recently retreated from its “dot plots” policy. Fed Chair Janet Yellen’s actions suggested that the Fed understands the negative feedback 
loop created by a strong dollar and the attendant distress experienced in developing economies, as well as the potential for economic weakness to leak back into 
the U.S. The Fed Chair has changed her mind, and the rest of the world is increasingly important to the Fed’s outlook. In Europe, the European Central Bank (ECB) 
has fostered modest growth in the Eurozone that, by comparison, makes it one of the bright spots in the world economy.  Finally, in the U.S., fiscal policy should be a 
modest positive as a highway bill has been passed by Congress and should have a positive impact here. 

WE CONTINUE TO FOLLOW OUR DISCIPLINED PROCESS
We understand we have not delivered on our expectations recently. However, we continue to follow our process in a disciplined manner, and we believe that the 
exceptional valuation of the strategy will be amply rewarded. We, like you, hope this reward comes soon.

Supplemental Information to the attached Classic Large Cap Value GIPS-compliance Composite.

The views expressed represent the opinions of Brandywine Global and are not intended as a forecast or guarantee of future results. Information is being provided 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 sectors, industries, countries, regions or currencies 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, region or currency discussed were or 
will prove profitable. Sector/industry weights and allocations of any particular client may vary based on investment restrictions applicable to the account. Returns 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 2A of the firm’s ADV, which is available upon request. The 
Russell 1000 Value Index measures the performance of the large‐cap value segment of the U.S. equity universe. It includes those Russell 1000 companies with lower price‐to‐book 
ratios and lower expected growth values. The Russell 1000 Value Index is a trademark of Russell Investments (©2016, Russell Investments).Indices are unmanaged and not available 
for direct investment. eVestment is a third party, global provider of institutional investment data intelligence and analytic solutions. eVestment universes are based on a set of criteria 
which includes qualitative and quantitative factors to create and maintain a comparative peer group. eVestment collects information directly from investment management firms and 
other sources believed to be reliable and accurate. Past performance is no guarantee of future results. Information is current as of March 31, 2016.

© 2016 Brandywine Global Investment Management, LLC
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STRATEGY OVERVIEW 
1Q 2016 | As of March 31, 2016 

Classic Large Cap Value - Unrestricted Composite 

ANNUALIZED RETURNS (%) (Results shown in USD) 

 Gross Net R1000V SP500

QTD - 3.36 - 3.53 1.64 1.35 
YTD - 3.36 - 3.53 1.64 1.35 
1 Year - 13.74 - 14.35 - 1.54 1.78 
3 Year 7.01 6.27 9.37 11.81 
5 Year 8.78 8.03 10.23 11.57 
7 Year 14.69 13.90 16.30 16.95 
10 Year 7.36 6.61 5.71 7.00 
Since Inception 8.51 7.76 7.02 7.71 

Inception Date: 10/1/2004 

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

 Gross Net R1000V SP500
# of

Accounts
Market

Value (M)
Total Firm
Assets (M)

Composite
Dispersion

Composite
Rolling 3Y SD

R1000V
Rolling 3Y SD

SP500
Rolling 3Y SD

2016 - 3.36 - 3.53 1.64 1.35 20 3,936 70,224 0.20 13.64 11.25 11.20 
2015 - 9.67 - 10.31 - 3.83 1.38 20 3,663 68,819 0.29 12.96 10.68 10.47 
2014 11.37 10.60 13.45 13.69 18 1,254 63,375 0.27 10.84 9.20 8.97 
2013 40.97 40.02 32.53 32.39 16 678 50,050 0.38 14.53 12.70 11.94 
2012 22.39 21.56 17.51 16.00 19 386 42,894 0.39 16.60 15.51 15.09 
2011 - 5.08 - 5.74 0.39 2.11 26 516 33,122 0.26 19.77 20.69 18.71 
2010 13.99 13.21 15.51 15.06 21 463 31,996 - 20.47 23.18 21.85 
2009 29.83 28.94 19.69 26.46 1 32 29,199 - 18.36 21.10 19.63 
2008 - 30.33 - 30.83 - 36.85 - 37.00 1 13 32,755 - 12.91 15.36 15.08 
2007 7.37 6.63 - 0.17 5.49 1 20 49,208 - 7.16 8.06 7.68 
2006 22.63 21.79 22.24 15.79 1 20 39,241 - - - - 

R1000V = Russell 1000® Value Index      SP500 = S&P 500® 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: Classic Large Cap Value Unrestricted Composite (the "Composite") Inception date: October 1, 2004. Creation date: January 1, 2014. The Composite
includes all fully discretionary, fee-paying portfolios invested in the Classic Large Cap Value Unrestricted strategy (the "Strategy") with no client mandated restrictions. The strategy invests primarily in domestic
equity securities with market capitalizations of greater than $1 billion, and have a lower price to book (P/B) and price to earnings (P/E) ratios, but may also invest in select preferred, convertible, and debt
securities. This results in approximately 55 - 75 security positions in each portfolio. Benchmark: The Russell 1000 Value Index measures companies from the Russell 1000 Index that exhibit lower price to book and
price to earnings ratios and lower forecasted growth values.The S&P 500 is a broad measure of U.S. domestic large cap stocks. The 500 stocks in this capitalization-weighted index are chosen based on industry
representation, liquidity, and stability. 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. Prior to July 1, 2007, portfolios were included in the Composite beginning with the first full quarter of performance through the last full
quarter of performance. After July 1, 2007, portfolios are included in the Composite beginning with the first full month of performance through the last full month of performance. Composite returns are reported on
quarterly 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: The Institutional Client Separate Account Management Fee Schedule (minimum initial investment: $25 million): 0.700% on the first $10 million; 0.500% on the next $40 million; 0.450% on
the next $50 million; and 0.350% 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. 

©2016, Brandywine Global Investment Management, LLC. All rights reserved. 
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