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STRATEGY OVERVIEW

Small Cap Value Equity

The Brandywine Global Small Cap Value Equity strategy composite generated a return of 4.90% gross of fees 
(4.64% net of fees) during the first quarter. This outperformance compares favorably to the 1.70% return of the 
Russell 2000 Value Index, as well as to many of our competitors. The strategy’s outperformance, well above the 
index, was driven by strong stock selection and the implementation of our proven process.

Value investing is rarely easy. To do it well requires an investor who is able to think and make decisions 
independently about what a business is worth. This typically means sifting through other investors’ discard piles 
and finding long-term opportunities where others can’t see past short-term problems. It requires discipline and a 
strong process to do it well. And while it entails a lot of work, we believe this idea of buying a security cheaply 
and selling it at fair value works better than other investment styles over time. However, in the short term, it 
does not work all the time, which can be brutal for a value investor to endure. 

These dark periods typically occur when markets are fairly valued yet prices keep moving higher due to investors’ 
focus on most any factor except on the fundamentals that determine what a business is worth. In the late 1990s, 
we saw a shift to new business paradigms and ‘disruptive’ technology companies, like pets.com and Webvan. 
For the past few years, this shift has driven investors into stocks with the potential for blockbuster growth and 
any to any asset with a yield greater than a 10-year Treasury bond. Biotechnology stocks, software companies, 
REITs, and the utilities sector have been strong performers across the capitalization spectrum. Yet, when the 
market’s focus once again turns to an emphasis on the valuation of businesses, the shifts can be violent and 
volatile.

THE CURRENT ENVIRONMENT
Volatile is probably the best word to describe the market environment in the first quarter of 2016. The month of 
January turned out to be the worst start to the year for the S&P 500 Index since 2009. The same sectors that 
did poorly in December continued to do so throughout much of the year’s first month. Any cyclical business, 
commodity business, or business with heavy exposure to foreign currency continued to be thrown into the 
discard pile. The downward momentum didn’t stop until mid-February, with the Small Cap Value strategy down 
approximately 12.64% on an absolute basis.  

Those investors who have known us for a long time won’t be surprised to hear that this first month-and-a-half 
was like Christmas morning for us. The gifts just kept on coming and coming! One department store retailer, a 
stock we liked in the $80 per share range late last year suddenly became our top holding when we saw shares 
dip into the $60’s range. A leading oil services company that we viewed as attractively valued in the $12’s per 
share range became a top five holding when shares dropped into the $10’s range. While we can point to many 
such attractive values, suffice it to say, when fundamentals do not change, but the price moves in our favor, we 
get very excited, and we take advantage of these opportunities. This requires a certain internal fortitude, but we 
believe in our process wholeheartedly, and we have seen enough cycles to know when it is time to act.  

WHAT DIDN’T WORK: SECTOR DETRACTORS
Before we focus on what worked, we want to explain what didn’t. During this quarter, from a sector perspective, 
our largest error was one of omission. The best-performing sector in the Russell 2000 Value Index was utilities. 
Comprising 8% of the index, the utilities sector earned nearly 14.5% this quarter, for a total positive contribution 
of 103 basis points. We had a zero allocation to utilities. In other words, our lack of utilities stocks cost us 103 
basis points (bps) in return this quarter. 

We are not against owning utility companies; it’s just that we want to own them at what we believe to be 
attractive prices.  We admit that our hurdle rate is higher for businesses that are highly regulated, operate 
under pricing and cost pressure, and are facing what could be a competitive change in the landscape. Further, 
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low interest rates and a huge decrease in input costs lead us to question how much upside leverage is left for the best-performing sector—by a very comfortable 
margin—over the last year.

In addition to utilities, our second-largest laggard for the quarter came from our underinvestment in real estate investment trusts (REITs). While we did add capital 
to new names during the quarter, we were very selective. This is the largest industry weighting in the Russell 2000 Value Index at 15.8%, and we are underweight 
by 10.9%. This cost the strategy approximately 39 bps during the quarter.

Let’s be clear on this positioning. We are making active decisions to underinvest capital in these two industries. We will always choose to allocate capital 
toward those opportunities with far less downside (no debt, generating cash, and competitive advantages) over those with substantial downside (heavily levered, 
regulated, and competitively disadvantaged). In other words, we are allocating capital to ideas that have little downside with substantial upside, rather than 
allocating to ideas that have substantial downside and very little upside. Risk in these two industries is badly mispriced. A 3% dividend yield will not come close to 
offsetting the downside risk present in most of the securities we have analyzed in these two sectors.

WHAT WORKED: SECTOR AND STOCK CONTRIBUTORS
Turning to what worked well in the quarter, from a sector perspective, consumer discretionary added 216 bps, industrials added 133 bps, and materials added 65 
bps.

The stocks that contributed the most to our positive outperformance were a department store chain, a high-end grocer, a provider of oilfield equipment and services, 
a specialty electronic supplies distributor, and a manufacturer of mining machinery.  

The retailer, that operates in the South and Midwest and is largely family controlled, keeps a close eye on cash flow and manages the business accordingly. They 
operate with very little debt and keep their stores, which they own rather than rent, in tip-top shape. They don’t feel the need to add more stores for the sake of 
growing store count, and they are taking advantage of their company’s stock price when they feel it is underpriced by the market. That has occurred recently, and 
the family is continuing to increase its ownership at very reasonable rational prices.  

Operating in the oil and gas industry, another holding provides the equipment needed to extract gas and oil from the ground. The company is facing difficulties in 
all aspects of its business operations. For a snapshot of their business, consider that their rig count is down 80%, and hitting new lows every week. Rig count is a 
close proxy for revenues. So how could this company be one of our best contributors to performance? We bought it at the right time, which is to say we bought it 
when everyone hated it. That’s what we do. What led us to invest? The balance sheet, zero debt, an abundance cash, and the generation of free cash flow, even 
though utilization is down 75%. Based on current earnings power, we readily admit that this is not a cheap business. But looking forward, consider what this 
business may look like a year from now when production has fallen, oil prices respond, there is a need for oil, and their competitors have all gone bankrupt. We are 
betting that their business prospects will be considerably better.  

The supplier of industrial pumps, tubing, communication equipment, MRO supplies, wiring, and fuses to much of the oil and gas industry as well as to other 
industries, while levered, has seen its balance sheet improve as sales slow due to working capital exiting the business. Free cash flow is robust, contributing to the 
debt pay down. Further, we believe this industry needs to consolidate, and with the industry in turmoil, it seems like an ideal time for this to occur.    

One manufacturing holding that outperformed builds machinery for coal and other aggregate materials.  They also have a service business with shops spread all 
over the world that serve their customers. They own their distribution network and exclusively make their own products. Coal—as we are well aware—is not 
a growth industry, and it is in fact shrinking rather quickly. We will forego a detailed discussion of the dwindling demand and that we, therefore, don’t expect 
the company to build another piece of OEM equipment in the near future. However, we do see value in their service business, and we are quite comfortable that 
earnings in that division will remain at $1.00 - $2.00 per share over another year’s horizon. Further, they have little debt, and are still generating free cash flow, 
which we expect to continue.    

STRATEGY CONTRIBUTORS: M&A ACTIVITY
The strategy was helped by merger and acquisition activity, and rumored M&A, for some of the businesses we own. One holding received a formal offer for a 
merger of equals from a company in Finland. A cross-border merger always adds regulatory approval time to a simple domestic merger. During this time window, 
the company received an unsolicited—but much higher bid—from a Chinese conglomerate. At first, the company dismissed this second bid, but later in the quarter, 
it was sweetened enough to pause the integration work with the first bid. At the end of the quarter, we still held our shares. Another holding, which has been 
rumored to be acquired for a few months now, received a formal bid during the quarter by a private equity sponsor and the former founders of the business. The fact 
that the founders are buying back in at the same price as their Initial Public Offering (IPO) for the business a few years ago confirms the value that we are seeing in 
the shares. We will keep you informed about future developments in this opportunity. Lastly, another clothing retailer has an offer from a small European children’s 
retailer. The European retailer is not offering much of a premium and wants to use its overpriced and illiquid shares to buy the business. As the situation stands 
today, we think there is a low likelihood in this deal getting done as is. This would be a welcome outcome as we see much higher value in the shares, and we 
believe that a failed deal would be better for all shareholders.  

OUR OUTLOOK AHEAD

.
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In our recent meetings, we have been actively saying that we believe there is an opportunity in the current market environment to act now to realize performance 
down the road. In February, we felt, and investors saw, how fast momentum can change. Is this another “head fake,” like that we have felt a few times in 2015? We 
don’t know. What we do know, is that when that turn in the market environment does occur, we will be prepared. We urge you not to get discouraged if the market 
goes down. That is truly the time when we do our best work as it paves the way for the next few years of returns.    

On an organizational note, we are pleased to announce that we have added to our Fundamental Equity team. Steve Shin began working with us on April 4, 2016, as 
a Senior Research Analyst. Steve comes to us from Aegis Financial, a firm known for its deep value investment style. More importantly, he has years of experience 
doing exactly what we do—buying assets for far less than they are worth, with a keen focus on not losing money by investing in companies with robust balance 
sheets and that generate free cash flow. The culture has turned into one we could have only dreamed of decades ago, and has a new found energy and exuberance 
that we are all excited to be a part of. Welcome to the Brandywine Global family, Steve.

Supplemental Information to the attached Small Cap Value Equity GIPS compliance 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. 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. 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. 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 Russell 2000 Value Index is a trademark of Russell Investments (©2016, Russell Investments). 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. The 
S&P 500 is a trademark of Standard & Poor’s Financial Services LLC, a subsidiary of The McGraw Hill Companies, Inc. (©2016 Standard & Poor’s Financial Services LLC).  All 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. Unless otherwise noted, performance returns and other data are current as of March 31, 2016. 
Past performance is no guarantee of future results.

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

Institutional Small Cap Value Composite 

ANNUALIZED RETURNS (%) (Results shown in USD) 

 Gross Net R2000V R2000

QTD 4.90 4.64 1.70 - 1.52 
YTD 4.90 4.64 1.70 - 1.52 
1 Year - 8.11 - 9.03 - 7.72 - 9.76 
3 Year 4.02 2.99 5.72 6.84 
5 Year 6.93 5.87 6.66 7.19 
7 Year 16.48 15.34 15.53 16.41 
10 Year 6.05 5.00 4.42 5.25 
Since Inception 12.00 10.90 9.05 7.59 

Inception Date: 10/1/1996 

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 4.90 4.64 1.70 - 1.52 15 388 70,224 0.13 13.58 14.32 15.11 
2015 - 12.06 - 12.95 - 7.47 - 4.41 19 566 68,819 0.17 12.30 13.46 13.96 
2014 2.29 1.27 4.22 4.89 19 695 63,375 0.09 11.04 12.79 13.12 
2013 33.52 32.23 34.52 38.82 13 468 50,050 0.25 13.31 15.82 16.45 
2012 18.21 17.05 18.05 16.35 13 492 42,894 0.13 15.82 19.89 20.20 
2011 0.22 - 0.78 - 5.50 - 4.18 12 372 33,122 0.19 20.03 26.05 24.99 
2010 23.82 22.62 24.50 26.86 14 572 31,996 0.27 24.08 28.37 27.69 
2009 41.56 40.20 20.58 27.16 14 516 29,199 0.40 22.86 25.62 24.83 
2008 - 29.51 - 30.23 - 28.93 - 33.79 14 378 32,755 0.67 18.74 19.14 19.85 
2007 - 9.66 - 10.56 - 9.78 - 1.57 15 565 49,208 0.38 12.84 12.59 13.16 
2006 20.18 19.00 23.48 18.36 12 497 39,241 0.41 11.83 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: The Institutional Small Cap Value Equity Composite (the "Composite") inception date is October 1, 1996 and the Composite creation date is October 1,
1996. The Composite includes separate, fully discretionary, fee-paying accounts with no minimum value requirement and no investment restrictions invested in the firm's Small Cap Value Equity strategy. The
strategy invests in small capitalization stocks (typically consistent with the capitalization range of the Russell 2000 Index) that are, in the portfolio team's opinion, inexpensive relative to the company's intrinsic
value and results in approximately 60 - 90 positions. 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 investment $10
million) states 0.900% on the first $20 million; 0.850% on the next $30 million; 0.750% on the next $50 million; 0.700% 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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