
2Q 2016  |  June 30, 2016

STRATEGY OVERVIEW

Diversified Small Cap Value Equity

MARKET AND STRATEGY PERFORMANCE
Broad U.S. equity markets extended their gains for the year after recovering the majority of quarter-end losses 
from Britain’s surprise vote to leave the European Union. Safe haven assets and higher-yielding segments of the 
market rallied while interest rates plummeted after the vote. The yield curve flattened and the 10-year Treasury 
yield ended the quarter at 1.47%, down 30 basis points for the quarter and down 80 basis points since the 
beginning of the year. Uncertainty in the aftermath of the British referendum added to fears of low global growth 
and the deflationary pressures that remain a major risk for the global economy. In the U.S., the economy likely 
rebounded modestly in the second quarter with early gross domestic product (GDP) estimates in the 2-3% range 
following 1.1% growth in the first quarter. Decelerating job creation in May was a concern; however, the June 
report was strong and jobless claims remain near business cycle lows. The unemployment rate rose to 4.9% 
from 4.7% as labor force participation grew after contracting in May. Housing moderated in May after strong 
gains in April, but prior strength in contract signings signal prospects for further growth. The global oversupply 
of oil continued to fall, prompting oil to rise from $38 to $48 per barrel while precious metals spiked as investors 
sought safety after the Brexit vote. 

The S&P 500 Index ended the quarter with a 2.5% gain. However, the sharp increase in volatility and decline in 
interest rates drove investors to the perceived safety of higher-yielding stocks with lower volatility. As a result, 
utilities, REITs, and telecommunications outperformed. With oil prices up 26%, exploration & production, drillers, 
and integrated oil & gas companies drove strong energy returns despite the weakness in refiners. Within small 
cap stocks, materials posted the strongest returns from a recovery in commodity-related stocks and a rally in 
metals and miners exposed to precious metals. A major technology company led to weaker performance in 
technology while consumer discretionary stocks posted negative returns in both large and small cap stocks. 
Value stocks across the capitalization range outperformed growth stocks in the quarter, extending their lead 
for the year. On a factor basis, stocks with a high dividend yield outperformed and quality and valuation factors 
lagged. In particular, stocks trading at a low price-to-earnings multiple lagged while those without earnings had 
strong gains. Likewise, stocks with low return on equity (ROE) and stocks with higher levels of share issuance 
outperformed, further underscoring the lower-quality rally that occurred during the quarter. 

The Brandywine Global Diversified Small Cap Value Equity strategy composite underperformed in the quarter 
with a return of 1.25% gross of fees (1.05% net of fees) compared to 4.31% for the Russell 2000 Value Index. 
For the year, the strategy is behind as well, returning 3.66% gross of fees (3.25% net of fees) versus 6.08% 
for the benchmark. The strategy’s large underweight in higher-yielding assets, including REITs and utilities, 
was the biggest detractor as these stocks performed strongly following the Brexit vote. Financials were the 
weakest sector so far this year primarily from a lack of REITs. However, an insurance overweight also negatively 
impacted returns as interest rates declined. Consumer discretionary was another detractor for the quarter and 
full year. These sector results were driven in part by a lack of holdings in movies and entertainment stocks. 
Automotive retailers lagged amid concerns that heavy promotions will hurt margins while fears of lower car 
sales following the Brexit vote hurt auto part component stocks. Our overweight in both areas was a negative. 
Industrials detracted in the quarter as capital goods holdings, including aerospace and defense, as well as 
distributors, construction, and professional services all underperformed. Materials were the third-worst detractor 
for the quarter driven by our underweight in strong-performing specialty chemicals and steel stocks, coupled 
with the underperformance of our paper products holdings. On a factor basis, low price-to-earnings ratios (P/E) 
underperformed while negative earnings was the strongest group in the quarter, both hurting the strategy’s 
relative returns. Also contributing to the negative returns was the outperformance of low quality (low ROE) as 
the strategy has a heavier weighting in higher-quality stocks.

For the quarter, our continued underweight in healthcare was marginally positive. For the year, it has benefitted 
the strategy as pharmaceuticals, biotechnology, and healthcare equipment stocks within the benchmark 
have all lagged. Stocks held within the agricultural products industry group, along with a lack of holdings in 
underperforming food retail stocks led to relative gains in consumer staples for both the quarter and year. 

Quarterly Commentary

HENRY F. OTTO
Managing Director & Portfolio 
Manager

STEVEN M. TONKOVICH
Managing Director & Portfolio 
Manager



STRATEGY OVERVIEW
Diversified Small Cap Value Equity Quarterly Commentary 2Q 2016  |  June 30, 2016

Despite technology marginally detracting this quarter, strong performance in our electronic equipment and distributors led to gains for the year. Most portfolio 
factors were negative during the quarter. However, larger cap stocks in the Russell 2000 Value Index have outperformed for the year to date, which was a benefit to 
the strategy given its larger average market cap.

STRATEGY CHANGES, POSITIONING, AND OUTLOOK 
Portfolio turnover was 10.1% in the second quarter and 31% for the year to date. After rising over 3% in the first quarter, consumer discretionary fell -2.4% in the 
most recent quarter as the underperformance of auto and home furnishing retailers and auto part manufacturers led to momentum sales in these holdings. These 
sales more than offset recent purchases of apparel retailers, hotels, and education stocks. Utilities had the second largest decrease, dropping -0.9% after falling 
-6.3% in the first quarter. Higher-yielding stocks continued to outperform, leading many electric, gas, and multi-utility companies to hit our valuation sell limits. 
Technology decreased -0.6% as the valuation sale within software more than offset additions to technology hardware and electronic equipment stocks. Energy 
had the largest increase in the quarter, rising 2.6% following purchases within exploration and production, drilling, and equipment and services. Our momentum 
factor had kept us out of these stocks earlier in the year. However, with the rebound in oil prices these stocks have performed well, entering our buy universe in 
the second quarter. The momentum sale of a refiner partially offset this increase. For the year, however, the sector has only risen 0.6% as momentum sales within 
refiners in the first quarter led to a -2.1% drop in the sector weight. Financials gained 1.0% with additions to property & casualty insurers and regional banks, 
which more than offset momentum sales of mortgage insurers and a merger sale in consumer finance. Finally, industrials rose 0.4% with a 1.3% increase in capital 
goods, including aerospace & defense and machinery. On a year-to-date basis, the sector weighting is up 3.9% due to first quarter purchases in construction and 
engineering, machinery, human resource firms, and airlines.

Despite sales in the quarter, consumer discretionary remains the largest overweight relative to the benchmark at +5.9%. Above-benchmark weights in automotive 
parts, homebuilders, housewares, and specialty retail offset a lower weight in consumer services and media. Industrials remain the second-largest overweight 
at +5.8%, driven by larger weightings in machinery, electrical equipment, trading companies, airlines, and commercial services. The strategy also continues to be 
overweight technology at +1.7% above the benchmark. Above-market weightings in electronic equipment and semiconductors more than balance the continued 
underweights in software and communications equipment. With additional valuation sales during the quarter, utilities are the largest underweight, ending the 
quarter -7.5% below the benchmark, followed by financials at -6.8%. A large overweight in insurance and banks did not offset the lack of REITs in the strategy. 
Healthcare is -3.1% under the benchmark weight due to a lack of exposure to higher-valued pharmaceuticals and biotechnology, as well as a large underweight in 
healthcare equipment providers. 

The strategy’s sector positions remain more pro-cyclical and positively exposed to higher interest rates with overweight positions in industrials, technology, and 
consumer discretionary, as well as a large underweight in utilities. In contrast to these pro-cyclical sector weights, the strategy has above-benchmark exposure to 
more defensive factors, such as high ROE, low share issuance, low price-to-earnings ratios, and stocks with positive earnings. While these factors underperformed 
in 2016, long term they have been positive performers, while their periods of poor returns have been relatively short. Recently, investor focus has been on higher-
yielding stocks to the exclusion of other possible measures of higher quality. However, our investment process does not find higher-yielding stocks attractive 
because their valuations have been pushed to elevated levels as investors search for income. Our bottom-up stock selection has positioned the strategy to benefit 
from an interest rate increase as our models find higher-yielding stocks overvalued, not because we or our models are making a macroeconomic call on rates.

Supplemental information to the attached Diversified Small Cap Value Equity GIPS compliant composite.

The views expressed represent the opinions of Brandywine Global Investment Management, LLC (“Brandywine Global”) and are not intended as a forecast or guarantee of future 
results. 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 under the laws of that jurisdiction. The securities, sectors or industries 
discussed herein should not be perceived as investment recommendations and securities within a sector or industry may no longer be held in an account’s portfolio.  It should not be 
assumed that investments in any of the sectors or industries listed were or will prove to be profitable.  Sector and industry weights of any particular client account may vary based on 
any investment restrictions applicable to the account. There is no assurance that any securities discussed herein will remain in an account’s portfolio at the time you receive this report, 
or that securities sold have not been repurchased. The securities discussed do not represent an account’s entire portfolio and in aggregate may only represent a small percentage of an 
account’s portfolio holdings. It should not be assumed that investments in any of the securities listed were or will prove profitable, or that the investment recommendations or decisions 
we make in the future will be profitable or will equal the investment performance of the securities discussed herein. Performance results are presented gross of fees. Gross performance 
results include transaction costs but do not reflect the deduction of Brandywine Global’s management fee. Gross performance returns over one year are annualized and assume the 
reinvestment of dividends, interest and capital gains. A client’s return will be reduced by the advisory fees and other expenses incurred as a client. As fees are deducted quarterly, the 
compounding effect will be to increase the impact of fees by an amount directly related to the gross account performance. For example, an account with an annual fee of 0.70%, if the 
gross performance is 10%, the compounding effect of the fees will result in net performance of approximately 9.23% annually.  Please refer to Part 2A of Brandywine Global’s Form 
ADV for a description of its advisory fees. Small capitalization companies may present such risks as lack of product diversification, potentially insufficient capital resources and greater 
exposure to business and economic cycles. Investments in small and medium-capitalization companies may involve a higher degree of risk and volatility than investments in larger, more 
established companies. There is no guarantee that holding securities with relatively low (or high) price-to-earnings, price-to-book, or price-to-cash flow ratios will cause the portfolio 
to outperform its benchmark or index. The Russell 2000® Value Index measures the performance of those Russell 2000 Index companies with lower price-to-book ratios and lower 
forecasted growth values. (A price-to-book ratio is the price of a stock compared to the difference between a company’s assets and liabilities.) The Index is completely reconstituted 
annually to ensure larger stocks do not distort the performance and characteristics of the true small-cap opportunity set and that the represented companies continue to reflect value 
characteristics. The Russell 2000 Value Index, is a trademark of Russell Investments (©2016, Russell Investments). Standard & Poor’s 500 Index is a capitalization-weighted index of 
500 stocks. The index is designed to measure the performance of the broad domestic economy through changes in the aggregate market value of 500 stocks representing all major 
industries. Standard & Poor’s S&P 500® Index is a registered trademark of Standard & Poor’s Financial Services LLC, a division of McGraw-Hill Financial. All indices are unmanaged 
and not available for direct investment. Unless otherwise noted, performance returns and other data are current as of June 30, 2016. Past performance is no guarantee of future 
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STRATEGY OVERVIEW 
2Q 2016 | As of June 30, 2016 

Diversified Small Cap Value Composite 

ANNUALIZED RETURNS (%) (Results shown in USD) 

 Gross Net R2000V R2000

QTD 1.25 1.05 4.31 3.79 
YTD 3.66 3.25 6.08 2.22 
1 Year - 1.12 - 1.91 - 2.58 - 6.73 
3 Year 9.07 8.21 6.35 7.08 
5 Year 10.62 9.75 8.14 8.34 
7 Year 15.40 14.50 13.51 13.93 
10 Year 5.89 5.05 5.15 6.19 
Since Inception 11.26 10.39 10.33 9.21 

Inception Date: 10/1/1988 

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

 Gross Net R2000V R2000
# of

Accounts
Market

Value (M)
Total Firm
Assets (M)

Composite
Dispersion

Composite
Rolling 3Y SD

R2000V
Rolling 3Y SD

R2000
Rolling 3Y SD

2016 3.66 3.25 6.08 2.22 3 179 69,828 - 14.69 14.29 15.01 
2015 - 2.25 - 3.03 - 7.47 - 4.41 3 200 68,819 - 14.15 13.46 13.96 
2014 7.22 6.37 4.22 4.89 3 197 63,375 - 12.93 12.79 13.12 
2013 41.36 40.26 34.52 38.82 3 291 50,050 - 16.16 15.82 16.45 
2012 17.37 16.45 18.05 16.35 3 277 42,894 - 19.61 19.89 20.20 
2011 - 1.75 - 2.54 - 5.50 - 4.18 3 245 33,122 - 25.74 26.05 24.99 
2010 25.05 24.07 24.50 26.86 4 232 31,996 - 27.68 28.37 27.69 
2009 16.19 15.28 20.58 27.16 9 615 29,199 0.42 24.94 25.62 24.83 
2008 - 30.18 - 30.75 - 28.93 - 33.79 17 1,096 32,755 0.38 17.86 19.14 19.85 
2007 - 11.33 - 12.04 - 9.78 - 1.57 20 1,951 49,208 0.47 11.11 12.59 13.16 
2006 17.33 16.41 23.48 18.36 23 2,747 39,241 0.41 10.42 12.33 13.75 

R2000V = Russell 2000® Value Index      R2000 = Russell 2000® 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: Diversified Small Cap Composite (the "Composite") Inception date: October 1, 1988. Creation date: July 1, 2011. The Composite includes all fully
discretionary, fee-paying, actively managed accounts with no minimum market value requirement and no investment restrictions. The Composite is primarily invested in small and micro capitalization U.S. common
stocks with Price-to-Earning or Price-to-Book ratios in the bottom quartile, and attractive price momentum. The portfolios typically hold approximately 375 - 550 holdings. Benchmark: The Russell 2000 Value Index
measures the performance of those Russell 2000 companies with lower price-to-book ratios and lower forecasted growth values.The Russell 2000 Index measures the performance of the 2,000 smallest
companies in the Russell 3000 Index 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: Institutional Client Separate Account Management Fee Schedule (minimum initial investment: $20 million): 0.800% on the first $20 million; 0.750% on the next $30 million; 0.700% on the
next $50 million, and 0.650% on any portion of assets in excess of $100 million. Institutional Client Commingled Account Management Group Trust Fee Schedule (minimum initial investment: $1 million): 0.800%
flat fee on all assets. 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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