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STRATEGY OVERVIEW

Classic Large Cap Value 

Last quarter, we made a concerted effort to reach almost all our clients—many of them with a visit—to discuss 
our underperformance during 2015. Every five years or so, value investments suffer quarter after quarter of 
investors seemingly ignoring what a business is worth, to the point where even we begin to wonder why 
anybody would think that buying companies with less than rosy outlooks could ever make money. Academic 
studies say so, our experience says so, but periods like the one we’re in now underscore what we always say 
about why everybody doesn’t do value investing—it is very hard at times, but times like this are when it is most 
costly to capitulate. 

Our process is disciplined, and it has resulted in a strategy that is positioned very differently from the index. 
We believe we can take advantage of a longer-term viewpoint—part of value investing’s historical success is 
the time arbitrage— and we are willing to stick to our process when the positioning is out of favor. We are not 
looking to make excuses for being out of favor—far from it, as you read last quarter— but we also believe that 
if we follow our process, the periods that are out of favor will be meaningfully outweighed by all other periods. 
Certainly results since the inception of our strategy give us some evidence to support that contention. 

We often hear people say being early is the same thing as being wrong. Yes, if you measure results by the 
quarter, or in cases like this, even by the year, that statement looks to be a true. We have often said we invest 
with a multiyear time horizon, and our research, holdings selection, and the expectations we put forward are 
consistent with that. We believe the multiyear horizon provides us with an advantage that we will see and be 
able to monetize opportunities that the majority of investors looking at next quarter will not. We are fortunate 
that some of our younger analysts remind us daily of the opportunities in front of us; instead of making market 
calls, they are pointing out the exciting prices available to us should we wish to add to positions.

The price for that long time horizon is that performance is less than smooth. To put that into perspective, one 
might consider that the path of returns for the Amazon/Netflix crowd is also far from smooth. We think that 
crowd will have their turn in the hot seat once again, and theirs won’t be a 10% loss. We are not adept enough 
to switch optimally between value and momentum investing, so we will just continue to do what we do—which 
clearly does not work all the time, but our process does have a way of working over time.

In years like 2015, when all you had to do was join the crowd in buying the narrowing number of stocks that 
were working, makes us look foolish. Approximately 40% of the S&P 500’s positive returns came from just 10 
stocks. We were at best early, but were we wrong?

Think about buying a stock for $20 that you think is worth $30, and you get instant gratification when the price 
goes up in a year—you made 50%. Now think about the same stock, the same analysis, but for whatever reason 
the stock trades down to $10 the first year and then goes to $30 later. You were early, but not wrong. In this case 
maybe you add 50% to your position at $12, giving you an average cost of $17. If you are right it takes a little 
longer, but you make 76% on a larger investment.

If you are not correct in your analysis, it’s a different story. We call that permanent loss of capital. We design 
diligence, conservatism, and research redundancy into our process to keep permanent loss of capital to a 
minimum, but it can happen. Sometimes the loss can occur by just getting an industry or the management team 
wrong, other times it is buying a risky balance sheet.

But in other times things just happen. We believe equity investors must rely on probabilistic thinking and risks 
judged as having a 10% likelihood do happen 10% of the time even if you get your analysis precisely right. We 
do not put these in the category of mistakes unless the 10% events are happening 40% of the time.

So where do we stand on our analysis of what hurt the strategy in 2015?

There were a handful of positions that we got wrong. We are sure there are a couple more where we are 
deluding ourselves—there always are. For the most part these positions look like stocks that went down, not 
businesses that went broke, not bubbles that popped, but rather stocks that went from 12-13 times earnings 
to 9-10 times, or cyclicals which entered a down cycle. This happens with some stocks in a value strategy, but 
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what offsets the underperformers are the stocks that go from 12 to 18 times earnings, or cyclicals which come out of a down cycle. These stocks with improving 
valuations were almost totally absent from the strategy in 2015—which is highly unusual since value managers count on some companies reverting to the mean. 
That didn’t happen in 2015, in any sector.

Of the five biggest losers, which were from multiple sectors, we sold one in December where we judged the balance sheet to be questionable in a very extended 
down cycle. An energy company’s balance sheet looked okay with oil at $50, which was at a time when we thought there was a possibility of a short cycle, but 
didn’t look so good a year later with oil below $40. That was the exception.

Another company on our “loser list” is a company with both a fortress balance sheet and a business which probably gets more valuable in a downturn. In this case, 
we added to a position in a private equity firm in the fourth quarter when it became clear that management shares our view that its stock is undervalued and are 
taking action to capitalize on the low stock price by buying it back.

Or take a luxury retailer, where we were clearly early when we purchased it at an average of 13 times earnings in a luxury goods sector trading at 20 times. 
Earnings are still about the same, but the multiple went to 9 times, now by far the lowest multiple in its sector. The retailer has a balance sheet with no debt and a 
pile of cash, and we believe it still has room to grow its business. We do not think we are wrong here.

Oil is a harder case based on the current environment. If the right price for oil going forward is indeed $30 a barrel, then we certainly paid too high a price for 
virtually all of our energy stocks and our loss of capital will be permanent, although that holds true for the benchmark too; however, we do not believe there is 
evidence to make that conclusion. If $30 is the right price forever just because that is where it trades today, wasn’t $100 the right price forever because that 
was where it traded a year and a half ago? We think all that has been proven over the last 18 months is that nobody can forecast oil prices. It’s worth noting that 
Goldman Sachs called for $200 oil when oil was at $147, and now they call for $20 oil with oil near $30. A race to be the most bearish can often mark a bottom.

More importantly, we feel that the data strongly suggests $30 is not the right price. North American oil producers are losing $2 billion per week. Saudi Arabia ran a 
16% budget deficit in 2015, and even with spending cuts, faces a projected 11% budget deficit in 2016. Russia’s reserve fund is projected to be emptied out by mid-
2016. There is simply not one private, public, or national oil company producing excess cash with crude prices at this level. That is simply not sustainable. The time 
when crude oil prices will turn is uncertain, but we continue to believe oil will trade between $65 and $80 in the next two years. 

Our biggest loser, a semiconductor manufacturer, has a solid balance sheet and while the company had a combination of operational issues and challenges from the 
memory cycle, we don’t view any of this as a permanent destruction of capital.

From the abovementioned four stocks from four different industries, the common thread was investor emotion. We believe investor fears drove prices far more than 
company fundamentals. This is rarely a permanent condition, as we’ve discussed over the years.

MACRO FEARS
Ever since 2008 there has been a degree of fear in the market that such a calamity is going to happen again, leading to what we see as frequent overreactions. 
Every prediction of a recession prompts a panic, and every recession is presumed to be 2008 all over again. This fear has been most evident in the persistent 
premium investors have been willing to pay for anything perceived as “safe” versus businesses deemed to be “cyclical.” We are not saying put your head in the 
sand, but this backdrop of fear has led to many opportunities for us since the financial crisis to take the other side when prices were in our favor.

The latest proof statement that the U.S. economy is entering recession is the high yield market’s spread to treasuries. It is being presented as a night-follows-day 
argument that the high yield market calls recessions, which is going to of course lead to a market collapse. The proof statement is that this same high yield spread 
called the 2008 calamity. By that logic, yes, we need to be aware of this. It’s worth remembering though, that the corporate-led recession of 2001 had a total gross 
domestic product (GDP) decline of 0.3%, and the 1991 recession had a total GDP decline of 1.5%. In the former, consumer spending grew throughout the recession. 
Even if we are wrong and a recession does happen, it is unlikely to be cataclysmic, and valuations may already reflect a recessionary outcome. 

The high yield spread also called the great recession of 2012-2013. Perhaps you don’t remember that one either? Those were years in which the U.S. stock market 
finally broke the shackles of the great recession and advanced the S&P 500 with a cumulative return of 72.54% for the two-year period. They were also among the 
best relative performance years our product has ever had.

What preceded those two years was very similar to what we see today. Here is a sampler of Wall Street Journal headlines from 2011, though if we told you they 
were from 2015 we do not think many would notice the difference:

 � Junk Bonds Point to Recession Claimed high yield prices pointed to recession.

 � Central Banks Run Short of Policy Options Argued that conditions posed financial nightmare.

 � If Junk Is a Leading Indicator, Look Out Compared conditions to those of 2008 and assigned 56% probability of recession due to high yield and credit 
market conditions.

 � Dow Tumbles 513 Points Suggested no reason to buy US equities predicting ten additional years of austerity ahead.

 � Treasury Yield Curve Flashes Warning Wrote that yield curve indicated looming recession.

.
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We underperformed badly in 2011 and were faced with the same challenge we have today, explaining how we so significantly trailed every value index and most 
competitors. The next two years were precisely the opposite and easily made up for 2011 and then some. We wondered during that time why other value managers 
were not doing better; those were not known as great years for value investors.

We believe the answer to both questions is that even many managers that described themselves as value investors were not really doing it with conviction. If you 
were reacting to macro news in 2011 rather than buying the opportunities, if you were in defensive sectors because you thought you “had to be” even though you 
knew full well that the risk-reward was terrible, if you were scared to own banks (which were 2011’s oil stocks), then you probably beat us in 2011, but you were 
not value investing. That really mattered in 2012-13. 

ATTRIBUTION
For the fourth quarter, the Brandywine Global Classic Large Cap Value Equity strategy composite returned 3.88% for the quarter on a gross-of-fees basis (3.70% 
net), while the benchmark returned 5.64%. The fourth quarter was much more mixed than the first three quarters of the year, as we actually had some winners 
in the quarter. Healthcare was our best performing sector, with a takeover of a small position and a meaningful purchase of a pharmaceutical company through 
its panic lows—which paid off very quickly. An automotive manufacturer had a solid quarter with its best earnings release in memory, and our large weighting in 
airlines was also up by double digits.

Nevertheless, the downside outweighed these gains. As discussed earlier, our worst four detractors for the year don’t have a lot in common with each other. One 
stock hurt us badly in the oil sector, not coincidently the worst balance sheet we held in the sector. Leverage cuts both ways. In financials we were hit in a number 
of holdings,  including the aforementioned private equity firm and a bank; for the latter, investors chose to believe the worst about subprime auto lending and 
ignored the company’s strong capital position and solid credit metrics. Financials were our worst performing sector by far. The reasons weren’t what one might 
have thought, though. Banks only subtracted 1 basis point (bps) for the year. Apparently we should have owned property/casualty insurers and property real estate 
investment trusts (REITs). Add those two groups and remove the private equity firm and we gained close to 170 bps. Generally, defensive stocks such as food, 
pharmaceuticals, utilities, and industrials all hurt us as we did not own these significant index weightings.

With only an exception or two, the stocks we spent the most time discussing, like autos, airlines, and energy, weren’t what hurt us. For the year, Energy was 
our sixth worst performing sector. Yes, you read that right. For as much time as we spent thinking about it and discussing our position, and for as bad as sector 
performance was, we only lost 43 bps of relative performance in energy. Of course, we didn’t have to be in energy, even though our stock selection within that 
sector was pretty good in some cases. Strong performance by an energy servicing company, and what we believe was a well-timed sale helped, and a large 
multinational energy company was an outperformer within the sector as well. We’re always happy to discuss our thoughts about energy since it is a subject on top 
of investors’ minds. As for another high-profile position, two auto companies added a combined 39 bps to relative performance.

The pharmaceutical and biotech basket held its own overall. Our five biggest gainers for the year on an absolute basis all came from the basket, but so did two of 
our three biggest losers. Still, we believe it performed pretty much as expected: some big winners, some big losers, and a lot of creative thinking. The purchase of a 
pharmaceutical company late in the year ended up being one of our biggest positive contributors for the year, proving yet again that the price you pay matters. 

As we’ve discussed repeatedly over the past year, the strategy is exceptionally cheap, with a 30% discount to the value index on a price-to-earnings (P/E) basis. 
That didn’t help. Our quantitative team’s factor analysis shows that being low P/E and low price-to-book (P/B) was a detractor for the year, but we lived it. Within 
the value index, momentum is what mattered. 

BUYS/SELLS 
We purchased two retailers in the quarter as the sector fell more and more out of favor. One was a leader in shoe retail and the other was a leading department 
store chain in the U.S. Both generate exceptionally robust free cash flow and we believe we purchased them at favorable prices, although we did sell our shoe 
retailer position early in 2016 to move up in quality and cheapness with the purchase of a large department store.

We also purchased a position in a financial service company that we have been watching for some time as we were preparing for it to split from its parent 
company. This company is the partner for some of the largest retailers in the U.S. for private label charge cards.

We sold two energy stocks in the quarter, the first was the energy servicing company we mentioned, which had held up remarkably well. We concluded that the risk 
of something going wrong outweighed the reward in the near term. That is a name we have gotten to know well and we could very well come back to it some day. 
The second was also an energy company that we sold completely in December as oil fell to new lows. The company has tremendous upside leverage to a recovery 
in oil prices, but the balance sheet may become strained if the downturn is much longer than we expect, and investors may price in that risk. The position seemed to 
make sense when it was possible we were looking at a short-term oil price drop, but now going into its second year we do not want to own companies that might 
not have the strength to survive a prolonged trough.

We sold a small pharmaceutical position which got taken over and we bought and sold another at a small profit as we uncovered more controversy at the company 
than we had seen in our original work. We also sold the remainder of a software company, which was a very good stock for us, but at current prices we think better 
future returns are available. Finally, we sold a telecommunications company, where the original thesis of increased sales of its products to cable companies seemed 
likely to be delayed.
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OUTLOOK
The outlook is fairly simple: we have cheap holdings, we believe we’ve done the necessary work to analyze the companies we own—and while the past five 
quarters haven’t shown it—we believe the value we see in many of these companies will be realized.  Quantitative strategist Michael Goldstein of Empirical 
Research noted on January 13 of this year that value-driven strategies are in their “fourth longest period of underperformance since 1959...the market is discounting 
a fairly extreme scenario.” We don’t think our job is to react to emotion and fear; rather, we think our job is to value businesses and buy the quality companies at a 
discount. We believe we are doing that, and while we understand that recent results don’t measure up to our standards, the last thing we want to do is capitulate 
or change our process. 

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 country and regional 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. Indices are unmanaged and not available for direct investment. Past performance is no guarantee of future results. Information 
is current as of December 31, 2015.

© 2016 Brandywine Global Investment Management, LLC
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Classic Large Cap Value - Unrestricted Composite 

ANNUALIZED RETURNS (%) (Results shown in USD) 

 Gross Net R1000V SP500

QTD 4.22 4.04 5.64 7.04 
YTD - 9.74 - 10.37 - 3.83 1.38 
1 Year - 9.74 - 10.37 - 3.83 1.38 
3 Year 12.32 11.55 13.08 15.13 
5 Year 10.48 9.72 11.27 12.56 
7 Year 13.56 12.78 13.03 14.81 
10 Year 8.37 7.62 6.15 7.30 
Since Inception 9.03 8.28 7.03 7.76 

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

2015 - 9.74 - 10.37 - 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 - - - - 
2005 8.79 8.03 7.07 4.91 1 17 26,332 - - - - 

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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