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•

Every investor who went to cash sometime in 2008 or 2009 and
has never come back has missed one of the best multi-year periods
in the market since the heyday of the late ‘90s

•

In our view, investors in aggregate seem to have set their risk profile
too low. We reach this conclusion because of the extraordinarily
low embedded expectations for equities especially relative to what
investors can realize in apparently less risky bond alternatives
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Going beyond the notion of style (growth vs value) to understand
a manager’s investment process, how decisions are made and where
that manager resides on the risk frontier are critical elements in
creating diversified portfolios

Past performance is no guarantee of future results.
All investments involve risk, including possible loss of principal.
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Market
Review
While Christmas 2012 left investors disappointed, 2013
has started off well for US equities. As of the end of the first
quarter, both the S&P 5001 and the Dow Jones Industrial
Average2 had clocked all-time highs, besting levels last seen
in the fourth quarter of 2007. Even more promising, both
indexes delivered double-digit total returns for the period,
with the Dow even exceeding its performance for all of
2012. All US indexes we track made significant headway in
the period and, even more critically, are now perched atop
stunning performance over the past three years (Exhibit 1).

While some investors are fretting about a potential
correction, setbacks large enough to swamp the entire year
after strong first quarter performances are rare. Going back
to 1930, the S&P 500 has had first quarter gains in excess
of 10.0% on 12 occasions. In only one of those instances —
1930 — did the market close down for the year. In only one
other instance — 1987 — did the market close below levels
reached at the end of the first quarter. Importantly, both of
those years mark exceptional events — 1930 marked part of
the Wall Street Crash that led to the Great Depression and
Black Monday, the largest one-day percentage decline in
stock market history, took place in 1987. While 12 instances
is admittedly a small sample size, the frequency of holding
onto large first-quarter gains outside of major market
catastrophes warrants consideration when thinking about
the likely path for the balance of 2013.3

Exhibit 1: Broad US market indices (% change)

Indexes

YTD

TTM

3-year cumulative

S&P 500 Index

10.61

13.96

43.05

Dow Industrials

11.93

13.37

45.53

Nasdaq Composite Index

8.51

7.39

41.42

S&P Mid-Cap 400 Index

13.45

17.83

52.55

Russell 2000 Index

12.39

16.30

46.04

S&P 100 Index

9.58

12.66

41.11

Russell 1000 Growth Index

9.54

10.08

44.53

Russell 1000 Value Index

12.31

18.76

43.30

Russell 1000 Index

10.96

14.45

44.15

Russell Mid-Cap Index

12.96

17.67

51.32

Source: Bloomberg, as of 3/31/2013. Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index. The table above is for illustrative
purposes only and is not reflective an actual investment. Indices are defined on page 11.
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The S&P 500 Index is an unmanaged index of 500 stocks that is generally representative of the performance of larger companies in the U.S. An investor cannot invest directly in an index.
The Dow Jones Industrial Average (DJIA) is an unmanaged index composed of 30 blue-chip stocks, each with annual sales exceeding $7 billion. The DJIA is price-weighted, reflects
large-cap companies representative of U.s. industry, and historically has moved in tandem with other major market indexes such as the S&P 500.
Source: Birinyi Associates: “First Quarter +10%, What Next?” April 1, 2013.
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Our most important thoughts are
those that contradict our emotions.
Paul Valéry
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quarter gains in excess of
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From a sector standpoint (Exhibit 2), health care and
staples atypically led the charge in Q1, gaining 15.8% and
14.6%, respectively. Health care extended its strong 2012
performance, benefitting both from rising utilization and
continued valuation expansion, as investors increasingly
recognize the Affordable Healthcare Act may not be as
devastating to long-run returns as initially feared. Staples
rallied strongly after Warren Buffett’s Berkshire Hathaway
announced the acquisition of Heinz, forcing many investors
to revisit their assumption that with forward multiples in
the high teens the group’s valuation was too rich. Information
technology and materials were both laggards, posting
only +4.6% and +4.8% returns, respectively, largely due
to continued tepid capital spending by US corporations.

In contrast to 2012, the US market’s performance stood
out relative to international markets (Exhibit 3). Measured
in dollar terms, only the UK and Japan managed positive
returns in the first quarter. Further, only Japan and its
unconventional easing program under new Prime Minister
Shinzo Abe kept pace with the powerful US rally. Emerging
markets represent a different story, arguably one of the
energy and commodity boom continuing to unwind in the
aftermath of the Great Recession. Poor past performance
often leaves investors considering whether to globalize today
likely confront a propitious moment to do so.

Exhibit 2: S&P 500 sector indices (% change)

Indexes

YTD

TTM

3-Year cumulative

S&P 500 Consumer Discretionary

12.15

20.06

71.15

S&P 500 Consumer Staples

14.58

20.60

56.46

S&P 500 Energy

10.17

10.98

44.52

S&P 500 Financials

11.42

17.69

20.28

S&P 500 Health Care

15.81

25.19

53.17

S&P 500 Industrials

10.67

14.75

42.34

S&P 500 Information Technology

4.59

-1.13

33.03

S&P 500 Materials

4.79

8.61

29.74

S&P 500 Telecomm Services

9.45

26.86

71.17

S&P 500 Utilities

13.02

16.39

50.16

Source: Bloomberg, as of 3/31/2013. Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index. The table above is for illustrative
purposes only and is not reflective an actual investment. Indices are defined on page 11.

Exhibit 3: Broad foreign market indices: Total returns (in US dollars) (% change)

Indexes

YTD

TTM

3-Year cumulative

FTSE 100 Index (UK)

2.84

10.27

27.37

DAX Index (Germany)

-0.70

7.92

20.02

CAC 40 Index (France)

-0.23

9.50

0.85

MICEX Index 9Russia)

-4.63

-7.46

0.34

NIKKEI 225 (Japan)

9.75

9.74

17.51

Hang Seng Index (Hong Kong)

-1.37

12.54

16.06

Kospi Index (South Korea)

-3.76

1.27

23.61

Shanghai SE Composite (China)

-1.04

2.83

-15.96

BSE Sensex 30 Index (India)

-2.33

2.97

-7.13

Brazil Bovespa Index

-6.27

-21.03

-29.36

Source: Bloomberg, as of 3/31/2013. Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index. The table above is for illustrative
purposes only and is not reflective an actual investment. Indices are defined on page 11.

4

COMMENTARY

While the past three years have seen significant dispersion
with regard to size, sector and country returns (Exhibits 1,
2 and 3), the difference between style returns (Exhibit 4) is
almost non-existent. Over the past three years, the Russell
1000 Growth’s4 +44.5% cumulative return has slightly edged
out the Russell 1000 Value’s5 +43.3%. Over longer time
frames, the relative performance between the two indexes
can diverge significantly. Putting aside the question of
whether it is possible to tactically allocate effectively and
reliably between the two styles, we think it is critical to
first understand why people talk about style and what they
mean when they do.
Dividing investments by “style” helps meet the human
brain’s need for categories to function effectively.
Psychologist Eleanor Rosch’s definitive work on the topic
outlines how the need to categorize is not “some arbitrary
product of historical accident or of whim,” but the result
of the fundamental mechanisms of human cognition.6,7
In 2000’s “Style Investing,” Barberis and Shleifer agreed,
asserting that “categorization simplifies problems of choice
and allows us to process vast amounts of information
reasonably efficiently” and also “helps investors evaluate
the performance of professional money managers.” 8 While
precursors for the growth/value style categorization go back
decades, the investment industry’s focus on style crystallized
in 1992 with two events — Eugene Fama and Ken French’s
publication of their three-factor model for asset price returns
and Morningstar’s visual arrangement of that model’s two
key elements into a three-by-three style box.

Exhibit 4: Performance of value vs. growth (%)

Russell 1000
Time period

Value

Growth

1-year

18.8

10.1

3-year

43.3

44.5

5-year

26.6

42.2

10-year

139.9

129.5

15-year

50.8

35.6

20-year

246.9

238.6

Source: Bloomberg, as of 3/31/13. Performance reflects price return only. Past
performance is no guarantee of future results. Please note that an investor cannot
invest directly in an index. The table above is for illustrative purposes only and is not
reflective an actual investment. Indices are defined on page 11.

The Russell 1000 Growth Index is an unmanaged index of those companies in the large-cap Russell 1000 Index chosen for their growth orientation.
The Russell 1000 Value Index is an unmanaged index of those companies in the large-cap Russell 1000 Index chosen for their value orientation.
6
Source: http://commonweb.unifr.ch/artsdean/pub/gestens/f/as/files/4610/9778_083247.pdf
7
Source: http://en.wikipedia.org/wiki/Eleanor_Rosch
8
Source: http://umdrive.memphis.edu/cjiang/www/teaching/fir8-7710/paper/style%20investing.pdf
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With their three-factor model, Fama and French set out
to improve upon the prevailing capital asset pricing model
(CAPM), a lynchpin of modern portfolio theory initially
described by Harry Markowitz and subsequently codified
in a series of papers by Treynor, Sharpe, Lintner and Black
through the ‘60s and ‘70s. Fama and French believed that
by adding two additional factors to “beta” 9 — the historical
variability of an asset relative to the overall market — they
could better predict how asset prices would change. After
studying a number of alternatives, the two professors settled
on market capitalization and book-to-price as the two best
measures. The book-to-price measure subsequently became
the basis of the growth/value dichotomy.

9

At about the same time, Fama’s Chicago neighbors at
Morningstar published their first version of the style
box to categorize fund managers. One axis of the box
represents size, or equity market capitalization, and the
other axis represents “style,” or whether the investment
manager prefers high or low accounting factor valuations.
Morningstar’s clever visualization leveraged Fama and
French’s two new factors and helped popularize the growth/
value categories. While the modern Morningstar style box
uses a number of variables when considering whether a
manager is a growth or value manager, it remains in essence
a tool for visualizing a manager’s preferences based on the
size and valuation factors, labeling certain accounting-factor
profiles “growth” and certain profiles “value.” As it is used
today, “style” is a quantitative construct that often serves as
a proxy for a manager’s investment process. Because it is the
result of fairly straightforward mathematical calculations,
it functions efficiently to sort a large number of managers
into separate camps. Once grouped by the quantitative
“signature” of their portfolios, managers are judged to follow
either a “growth” or “value” approach. These style groupings
presuppose a common process that yields this similarity of
easily-assessed accounting-factor measures, thereby allowing
investors to simplify choice and evaluate performance.

Beta measures the sensitivity of an investment to the movement of its benchmark. A beta higher than 1.0 indicates the investment has been more volatile than the benchmark and a beta of
less than 1.0 indicates that the investment has been less volatile than the benchmark.
6

Many market practitioners are skeptical about using
style labels to represent their investment process. Warren
Buffett’s retorts that “growth and value are two sides of
the same coin…” and that “…growth and value are joined
at the hip...” neatly express this skepticism. Buffett’s point,
well understood by valuation-based investors, is that it is
the combination of current price and future potential to
grow at above the cost of capital that fuse into value. Any
process that only focused either on current price relative
to historical accounting results or future growth prospects
would effectively solve only part of the valuation equation.
Even more vexing, volatile accounting factors will often
result in companies flipping between the growth and value
classification, further muddling the distinction between
the two.

Returning to Fama and French’s three-factor model, a
manager’s risk position is critical to their long-run returns
irrespective of their “style” label. The wide dispersion
of returns within the value and growth categories is
evidence that something beyond style animates portfolios.
Transcending style, a manager’s preference for “beta” —
which neatly devolves into operating leverage and financial
leverage — can drive a significant portion of their returns.
We believe a client who invests with a risk-seeking growth
manager and a risk-seeking value manager may find that
risk position trumps any benefits of style diversification.
Going beyond the notion of style to understand a manager’s
investment process, how decisions are made and where that
manager resides on the risk frontier are critical elements
in creating diversified portfolios.

...growth and value are two sides of the same coin…
[and that] …growth and value are joined at the hip...
Warren Buffett
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OUTLOOK

We believe that investors’ backward-looking risk preferences
are dictating their forward-looking investment programs.
So far, the trauma of 2008 has overwhelmed the outstanding
returns of 2009, 2010, 2011, 2012 and 2013 in their
consciousness. Every investor who went to cash sometime
in 2008 or 2009 and has never come back has missed one
of the best multi-year periods in the market since the heyday
of the late ‘90s. Through March 31, the investor who invested
money in US equities on December 31, 2008, has seen the
market appreciate more than 90% over that period, a near
doubling in less than five years.

In our view, investors in aggregate seem to have set their
risk profile too low. We reach this conclusion because of
the extraordinarily low embedded expectations for equities
especially relative to what investors can realize in apparently
less risky bond alternatives. With the S&P at only 14.1x
bottom-up earnings estimates for 2013 and even less on
2014 estimates, and despite the multi-year stock rally,
the market appears to be discounting little or no future
earnings growth (Exhibit 5), absent a collapse in revenue
growth or in margins. With fixed income alternatives
delivering lower and lower yields, it is hard to conclude
from any thorough analysis that equities are unattractive
without some very negative and historically rare events
unfolding. Consequently, we believe odds favor strong equity
performance extending into the next three to five years,
especially relative to bonds.

Exhibit 5: Market currently embeds little growth opportunity (%)
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Sources: Source: Standard & Poor’s, Aswath Damodaran, LMCM estimates (through March 31, 2013). May not be copied or redistributed without the express written consent of Legg Mason
Capital Management. Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index. The graph above is for illustrative purposes only and is
not reflective an actual investment. Indices are defined on page 11.
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Broad US market indices: Total returns (%)

Index name

March

QTD

YTD

S&P 500 Index

3.8

10.6

10.6

Dow Industrials

3.9

11.9

11.9

Nasdaq Composite Index

3.5

8.5

8.5

S&P 100 Index

3.3

9.6

9.6

Russell 1000 Index

3.9

11.0

11.0

S&P Mid-Cap 400 Index

4.8

13.5

13.5

Russell 2000 Index

4.6

12.4

12.4

Russell 1000 Growth Index

3.8

9.5

9.5

Russell 1000 Value Index

4.0

12.3

12.3

Source: Bloomberg, as of 3/31/2013. Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index. The table above is for illustrative
purposes only and is not reflective an actual investment. Indices are defined on page 11.

S&P 500 sector indices: Total returns (%)

Sector

March

QTD

YTD

S&P 500 Consumer Discretionary

4.9

12.2

12.2

S&P 500 Consumer Staples

4.9

14.6

14.6

S&P 500 Energy

1.9

10.2

10.2

S&P 500 Financials

3.8

11.4

11.4

S&P 500 Health Care

6.4

15.8

15.8

S&P 500 Industrials

2.2

10.7

10.7

S&P 500 Information Technology

2.5

4.6

4.6

S&P 500 Materials

2.4

4.8

4.8

S&P 500 Telecomm Services

3.4

9.5

9.5

S&P 500 Utilities

5.4

13.0

13.0

Source: Bloomberg, as of 3/31/2013. Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index. The table above is for illustrative
purposes only and is not reflective an actual investment. Indices are defined on page 11.

Broad foreign market indices: Total returns (in US Dollars) (%)

Index name

March

QTD

YTD

FTSE 100 Index (UK)

1.4

2.8

2.8

DAX Index (Germany)

-1.3

-0.7

-0.7

CAC 40 Index (France)

-1.6

-0.2

-0.2

MICEX Index (Russia)

-4.6

-4.6

-4.6

NIKKEI 225 (Japan)

5.8

9.7

9.7

Hang Seng Index (Hong Kong)

-2.9

-1.4

-1.4

Kospi Index (South Korea)

-3.4

-3.8

-3.8

Shanghai SE Composite (China)

-5.3

-1.0

-1.0

BSE Sensex 30 Index (India)

-0.2

-2.3

-2.3

Brazil Bovespa Index

-4.0

-6.3

-6.3

Source: Bloomberg, as of 3/31/2013. Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index. The table above is for illustrative
purposes only and is not reflective an actual investment. Indices are defined on page 11.
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Major indices: 1Q13 performance (%)
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Source: Bloomberg, as of 3/31/2013. Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index. The table above is for illustrative
purposes only and is not reflective an actual investment. Indices are defined on page 11.
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Investment risks
All investments are subject to risks, including loss of
principal. The opinions and views expressed herein are
those of the portfolio managers and may differ from
those of other managers and are not intended to be relied
upon as a prediction or forecast of actual future events
or performance, or a guarantee of future results, or
investment advice.

Foreign securities are subject to the additional risks of
fluctuations in foreign exchange rates, changes in political
auditing and financial standards. These risks are magnified
in the case of investments in emerging markets.

Fixed income securities are subject to interest rate and credit
risk, which is a possibility that the issuer of a security will
be unable to make interest payments and repay the principal
on its debt. As interest rates rise, the price of fixed income
securities falls.

Discussion of individual securities are not intended and
should not be relied upon as the sole basis to buy, sell or
hold any security.

Index definitions
The S&P 500 Index is an unmanaged index of 500 stocks that is generally representative
of the performance of larger companies in the U.S.
The Dow Jones Industrial Average (DJIA) is a total return price-weighted average
based on the price movements of 30 blue-chip stocks, computed by reinvesting quarterly
dividends on a daily basis.
The Nasdaq Composite Index is a market capitalization price-only index that tracks the
performance of domestic common stocks traded on the regular Nasdaq market, as well as
National Market System-traded foreign common stocks and ADRs.
The S&P 100 Index is an unmanaged index of the top 100 stocks listed on the New York
Stock Exchange.
The Russell 1000 Index measures the performance of the 1,000 largest companies in the
Russell 3000 Index, which represents approximately 92% of the total market capitalization
of the Russell 3000 Index
The S&P MidCap 400 Index is a market capitalization-weighted index, composed of 400
stocks, that is generally considered representative of mid-sized U.S. companies.
The Russell 2000 Index measures the performance of the 2,000 smallestcompanies in the
Russell 3000 Index, which represents approximately 8% of the total market capitalization of
the Russell 3000 Index.
The Dow Jones U.S. Total Stock Market Index is designed to represent all U.S. equity
securities that have readily available prices.
The Russell 1000 Growth Index measures the performance of those Russell 1000 Index
companies with higher price-to-book ratios and higher forecasted growth values.

Yields represent past performance and there is no
guarantee they will continue to be paid.

The Russell 1000 Value Index measures the performance of those Russell 1000 Index
companies with lower price-to-book ratios and lower forecasted growth values.
The FTSE 100 Index comprises the 100 most highly capitalized blue-chip companies,
representing approximately 81% of the U.K. market. It is used extensively as a basis for
investment products, such as derivatives and exchange-traded funds.
The DAX Index is a stock index that represents 30 of the largest and most liquid German
companies that trade on the Frankfurt Exchange.
The CAC 40 Index is the French stock market index that tracks the 40 largest French stocks,
based on market capitalization, on the Paris Bourse (stock exchange).
The MICEX Index is the real-time capitalization-weighted Russian composite index,
comprising 30 of the most liquid stocks of Russia’s largest and most developed companies
from 10 main economy sectors.
The NIKKEI 225 is a price-weighted index composed of Japan’s top 225 blue-chip
companies on the Tokyo Stock Exchange.
The Hang Seng Index is a market capitalization-weighted index of 40 of the largest
companies that trade on the Hong Kong Exchange.
The KOSPI, or Korean Composite Stock Price Indexes, is a series of indexes that track
the overall Korean Stock Exchange and its components.
The Shanghai SE Composite is an index of all stocks (A shares and B shares) that are
traded at the Shanghai Stock Exchange.
The BSE Sensex 30 Index (India), or the Bombay Stock Exchange Sensitive Index, is
a free-float capitalization-weighted index, with component selection made on the basis
of liquidity, depth, and floating-stock adjustment depth and industry representation.
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Independent expertise.
Singular focus.
Legg Mason is a leading global
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helping clients reach their financial goals
through long term, actively managed
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