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STRATEGY OVERVIEW

Small Cap Value Equity

Small-cap value stocks retreated in the third quarter of 2015 as the Russell 2000 Value index declined -10.73%, 
the seventh worst quarter for the benchmark since the inception of the Small Cap Value strategy on Oct. 1, 1996. 
This was a tough market and the Small-Cap Value Equity strategy finished modestly behind the benchmark for 
the third quarter 2015. The Brandywine Small Cap Value Equity strategy composite returned -11.31% for the 
quarter on a gross-of-fees basis (-11.54% net), while the benchmark returned -10.73%. Although historically we 
have outperformed the index approximately 70% of the time in down quarters, we did not this quarter despite 
the fact that many of our companies executed quite satisfactorily in fundamental terms (e.g. earnings, revenue, 
etc.) and despite the strategy’s low valuation characteristics. Our strategy started the quarter with a price-to-
earnings (P/E) multiple 26% lower than that of our benchmark (17.5x versus 23.8x for the Russell 2000 Value 
index ). Our strategy also finished the quarter significantly cheaper than the benchmark at a P/E discount of 
approximately 34% (14.9x vs 22.6x). Several topics warrant consideration when discussing the third quarter.

 � Value-style investing has been out of favor to an extreme level

 � The market’s perceptions have diverted from reality in the case of many fundamentally sound stocks

 � The market selloff has created an opportunity to buy many inexpensive, high-quality stocks

 � We see significant upside in our strategy that is not currently recognized by the market

For the quarter—and most of 2015—value factors did not provide positive contributions to the benchmark’s 
return. Stocks with low P/E and low price-to-book (P/B) multiples negatively impacted the index. Moreover, 
factors normally associated with growth investing had significant positive contributions to the Russell 2000 
Value index’s third quarter performance. One example is price momentum, which was the largest positive factor 
among those we track. Earnings growth, sales growth, and estimate growth were also significant positive 
contributors this quarter. The Bank of America Merrill Quant Group noted that two out of the top three positive 
factors this quarter were momentum-related: 12-months price change and the one-month price change to the 
200-day moving average. Significantly, these two factors have also been the top two contributors year-to-date 
and over the last 12 months. Further evidence of the of the anti-value market tilt is that the Russell 2000 Pure 
Value Index was down -11.20% in the third quarter, 47 basis points behind the more frequently cited Russell 
2000 Value index. As the name implies, the Russell 2000 Pure Value index is comprised solely on value factors 
and eliminates stocks that are held in both the value and growth indices and confirms our assertion that 
established value principles were largely ineffective. As counterintuitive as it might sound, the way to beat the 
Russell 2000 Value index in the third quarter would have been by tilting the strategy toward growth. Simply 
stated, value has not worked in recent periods and valuations did not protect on the downside. 

The growth-oriented performance bias is not unprecedented, however, and in fact has been a long-running 
theme. Small-cap stocks have been in a growth cycle for several years now and the relative performance of 
growth versus value in the small-cap universe has reached a historic extreme. To illustrate this point, we have 
tracked rolling 10-year returns for the Russell 2000 Value index and the Russell 2000 Growth index . This cycle 
has been in place for several years now and this trend puts us—and other disciplined value managers—at a 
disadvantage. From the perspective of mean reversion, and to frame the current style anomaly, we note that 
the Russell 2000 Value index has outperformed growth over the past 20- and 30-years by 3.10% and 2.71%, 
respectively, per annum. Yet for the past 10-year period, value lags growth by 2.32% (5.35% versus. 7.67%). 
This underperformance stands in contrast to the average excess return (see the dotted line in the chart below) 
and is now at the level seen in early 2000 at the peak of the technology/new economy bubble. We believe it is 
reasonable to conclude that value managers could benefit from mean reversion in coming years similar to the 
trend that occurred in the first quarter of 2000 (see Figure 1 on next page).
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Figure 1 Russell 2000 Value - 2000 Growth  
Rolling 10 Year Annualized Excess Return

None of these points is meant to suggest that we are not accountable for third-quarter performance. The third quarter saw some noteworthy success in our 
strategy, but was a disappointment to a greater extent. Although we outperformed the benchmark in seven of the 10 economic sectors, two of the remaining three 
sectors underperformed by large amounts. The Industrials sector cost us approximately -1.25% and Information Technology detracted around -0.65%. Four of the 10 
lowest contributors were in Industrials. 

On an individual security level, an auto parts manufacturer, was the top relative contributor to the strategy. We added the position in March 2015. Like many of 
our holdings, this company did not have an immediate catalyst but appeared inexpensive on a long-term basis. Another manufacturer also recognized the value 
and acquired the company at a premium, which contributed to performance far quicker than we had anticipated. We believe that the large premium is indicative 
of the underlying value in the strategy. A pawn lender made the next biggest contribution. The stock rose 7% in the third quarter, benefiting from both improving 
fundamentals and a cheap valuation. We continue to hold the pawn lender, although at a reduced position as the company trades at less than 12x this year’s free 
cash flow (FCF); due to its under-leveraged balance sheet, the company offers the optionality to create additional equity value through effective capital allocation. 
A healthcare equipment manufacturer was another top contributor as the stock reacted positively to the company’s announcement of a highly accretive acquisition. 
We have substantially reduced our position after the run up, as the pro-forma valuation approaches our fair value assessment. We are also wary of the company’s 
balance sheet, which will become highly leveraged following the close of the transaction.  

The bottom contributors in the third quarter are all undervalued versus our estimate of intrinsic value and in the longer term we anticipate these holdings can make 
significant contributions to our performance. However, none of that potential was reflected in the third quarter performance for these stocks. An aerospace and 
defense manufacturer, was the largest detractor. Although the company experienced some fundamental issues, as certain aerospace structure programs continued 
to be delayed, most of the quarterly decline was driven by multiple contraction. While the earnings expectations for the current fiscal year ending March 31 were 
revised downward only 7%, the multiple contracted almost 30% from 11x to below 8x. We deem this decline unwarranted and have recently been adding to our 
position.

Similar multiple contraction occurred to an online lender with significant operations in the U.S., Canada, and the U.K., that declined 45% in the quarter. This 
company continued to be penalized by the drawn-out implementation of new rules for online and payday lenders in the U.K. and the U.S. As a public company, it 
fully complies with the new rules, but continues to compete with other non-compliant lenders. Due to this uneven competitive landscape, the company revised its 
U.K. growth outlook, resulting in a 16% reduction in forward earnings per share (EPS). However the multiple contracted in excess of 30%. At a current level of 5x 
EPS and 4x earnings before interest, taxes, depreciation, and amortization (EBITDA), we believe that the stock more than discounts any potential reduction in future 
earnings resulting from additional legislative restrictions. We have also seen considerable insider buying at the current depressed price—and while not a foolproof 
indicator—we are always encouraged when the people who are most familiar with the business, the management, invest their own capital in the stock.

An energy company was down 30% in the quarter and was the third largest detractor. The energy company is one of the most prominent examples of the 
“perception versus reality” theme we alluded to in the beginning of the letter. In the third quarter, the company declined in line with oil-producing stocks, reflecting 
the pull back in crude oil prices. While the company is categorized as an energy company, its underlying businesses are fee-based and essential to oil and gas 
production rather than drilling, and are far less exposed to commodity prices than the decline in share price would suggest. The company’s businesses provide 
specialized floating production, storage, and transport assets to deep-water oil production facilities, liquefied natural gas transportation vessels, as well as product 
tankers. These businesses operate under long-term, fee-based contracts that are set independent of commodity prices. The company’s fundamentals stand out 
for their strength in the energy sector downturn. Although the stock was down in the quarter, it’s one of the few energy companies whose cash flows actually 
increased year-over-year. The company also stands out for raising its dividend last quarter while some energy companies reduced or eliminated their dividends. We 
significantly added to our position as we believe the market unduly punished this particular stock due to the crude oil selloff.

Another aerospace and defense company is also an example of the “perception versus reality” theme. The company operates in two segments and sold its 
manufacturing group for a lofty multiple, leaving the company with arguably more attractive businesses. The company was one of our largest detractors in the 
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quarter, as the stock declined 40%. On the surface it appears that quarterly earnings had declined significantly for the existing business, but much of the shortfall 
was related to the sale of its manufacturing business and the charges associated with the subsequent restructuring. Analysts’ earnings expectations for the current 
and next fiscal year ending May declined less than 9% and 5%, respectively. At the beginning of the third quarter, the company was trading at 15.0x, 10.9x, and 6.0x 
next year’s EPS, FCF and EBITDA. At quarter end the multiples declined to 9.4x, 6.5x and 4.0x, respectively. There are no concerns with the balance sheet, which one 
might associate with a large stock decline. It is significantly underleveraged at 1x debt-to-EBITDA. Nothing has changed for the business since the quarter started, 
only that a cheap valuation has gotten even cheaper. We would argue the business has actually improved as it appears one business segment has already bottomed 
and has announced new contracts that should begin to contribute to revenue and earnings several quarters from now. To ensure we are not missing any significant 
risks, another member of the team—one with no previous exposure to the company—performed a fresh analysis of the company. His conclusions were in line with 
our original analysis. Because of the solid fundamentals, future earnings growth and more attractive valuation, we significantly added to our position. 

If there is a silver lining to the rocky third quarter it is that the pool of inexpensive potential opportunities has grown larger. On that basis, our team was quite busy 
this quarter. During the quarter, we added six new stocks to the Small Cap Value strategy and we added to several of our existing holdings. The quarter-end cash 
level was well below normal. 

We purchased a specialty grocery retailer offering premium, higher-priced, superior quality food with an emphasis on fresh, premium perishables in a high touch, 
unique store atmosphere. Due to the company’s high returns on invested capital and attractive store model, we support a measured expansion since new stores 
should add to shareholder value. The company is quite profitable with high margins and solid FCF generation despite significant capital investment in new stores, 
though the potential for margin compression exists. The company’s balance sheet has net cash which offers an additional avenue for shareholder value creation. 
This is in contrast to most grocery chains, which operate using elevated leverage due to the relative stability of their business. After a slightly weaker than expected 
quarter, this momentum-driven market punished the stock price excessively, bringing the valuation down to 11.5x earnings, 4.5x EBITDA and 7.5x adjusted FCF. This 
offered a great initial buying opportunity for us. We think the company is worth almost 50% more on a stand-alone basis, but we believe this grocery chain could be 
an attractive acquisition target for several larger grocery chains. This company has already contributed positively to our third quarter results. While short-term stock 
volatility might persist, we believe the downside is well protected longer-term. 

Our strategy entered the third quarter with solid value characteristics. On June 30, 2015, the Small Cap Value Strategy had a 17.50x P/E ratio—cheaper than 64% 
of small-cap value managers in the eVestment universe. The P/B value was 1.52x and cheaper than 84% of our peers, and the price-to-cash flow was trading at 
7.73x, cheaper than 89% of our peers. We have stayed true to our value principles despite the poor environment for value that we illustrated in the chart on page 2. 
Our own experience as investors, studies conducted here at Brandywine Global, and numerous external studies have demonstrated that stocks with low valuations 
tend to outperform over long time periods. However, over short time frames these cheap stocks can underperform stocks in general. We exited the quarter with 
even more attractive valuations than at mid-year. The quarter end P/E ratio was 14.9x, a 36% discount to the benchmark. Currently, the top 10 holdings in our 
accounts (around 25% of capital) trade at a 36%weighted average discount to our estimate of intrinsic value. As long as we stick to our process and find good 
businesses at acceptable valuations, then history suggests that we will earn strong returns without taking undue risks. As the market declined, we found more 
businesses to look at, and purchased attractive stocks for the strategy. That fact pattern bodes well for future results.

Russell 2000 Value Index excludes negative earnings which Brandywine includes in calculation.

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. 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 to 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 
Growth Index measures the performance of the small-cap growth segment of the U.S. equity universe. It includes those Russell 2000 Index companies with higher price-to-value ratios 
and higher forecasted growth values.  The Russell 2000 Growth Index is constructed to provide a comprehensive and unbiased barometer for the small-cap growth segment. 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 growth characteristics. 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® Pure Value Index 
captures the performance of the small-cap value segment of the U.S. equity universe that exhibit the strongest value signal based on Russell’s standard style methodology. It includes 
those Russell 2000® constituents with the highest composite value scores in the index based on a combination of lower price-to-book ratios and lower forecasted growth values. The 
Russell 2000 Pure Value Index is constructed to provide a more concentrated index for the small-cap value segment. The Russell 2000 Value Index, Russell 2000 Pure Value Index and 
Russell 2000 Growth Index are trademarks of Russell Investments (©2015, Russell Investments). 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 
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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 September 30, 2015. Past performance is no guarantee of future results.

© 2015 Brandywine Global Investment Management, LLC
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Institutional Small Cap Value Composite 

ANNUALIZED RETURNS (%) (Results shown in USD) 

 Gross Net R2000V R2000

QTD - 11.31 - 11.54 - 10.73 - 11.92 
YTD - 10.92 - 11.60 - 10.06 - 7.73 
1 Year - 8.20 - 9.12 - 1.60 1.25 
3 Year 8.42 7.35 9.18 11.02 
5 Year 10.30 9.21 10.16 11.73 
7 Year 10.45 9.37 6.81 8.63 
10 Year 6.70 5.64 5.34 6.54 
Since Inception 12.13 11.03 9.04 7.68 

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

2015 - 10.92 - 11.60 - 10.06 - 7.73 21 607 65,624 0.14 11.41 12.85 13.40 
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 
2005 5.18 4.14 4.71 4.56 13 495 26,332 0.59 13.40 14.09 15.09 

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. 

©2015, Brandywine Global Investment Management, LLC. All rights reserved. 
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