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Whatever
happened to
merger mania?

One of the bright spots in the midst of
all the uncertainty confronting equity
investors in the current market has
been the ongoing absolute and relative
strength of corporate balance sheets.
While much has been made of the need
for significant deleveraging following
the stunning debt-fueled excesses that
precipitated the financial crisis, the vast
majority of this burden resides with
governments and households that saw
their debt loads balloon to troubling levels.
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“The more we work through each incremental issue, the closer we will get to
unlocking the tremendous potential that lies within even modest changes in
capital allocation.”
Companies, on the other hand, mostly navigated
their way through this crisis in far better fashion
and have continued to strengthen their capital
positions — mostly by accumulating large stores
of cash — over the ensuing years. Interestingly,
corporate debt levels have remained relatively
constant over this period, although interest expense
has dropped meaningfully as a result of the zerointerest-rate policy orchestrated by the Fed, which
has further improved balance sheet metrics.
Some of this corporate conservatism clearly
stems from the near-death experience of the
vicious 2008-2009 bear market during which
ample and readily available liquidity was the
only defense against the panic and irrationality
that seized markets. However, the larger
constraint from our perspective has been the
nagging concern and lack of confidence of
management teams around what is the highly
uncertain political and regulatory road ahead.
Companies are generally thought to be capital
allocators, not capital hoarders, looking
to maintain a prudent balance of business
investment with appropriate distribution of
profits to their various stakeholders. More
recently, however, several factors aligned to
restrain this normal cycle of capital allocation
to the growing frustration of many investors.

Weighing heavily on the minds of business
leaders have been the lingering systemic risks
associated with the fallout from the economic
crisis. While we have moved past the moment of
maximum financial stress, U.S. unemployment
has remained stubbornly high while economic
growth has been uneven at best and artificially
supported by central bank asset purchases.
Global economies are even more problematic,
with the eurozone edging into recession as it
works to reconcile strict austerity measures
imposed on its overly indebted members. China,
long viewed as the secular growth engine for the
global economy, has not been immune to the
woes of the industrialized world. Steep declines
in its rate of growth have given many companies
pause as they try to assess the likelihood of
a hard landing and the resulting ripple effects
across their businesses.
More recently, concerns have centered on the
U.S. presidential election and the highly divisive
and partisan negotiations around the federal
budget deficit and the pending automatic
spending cuts and tax hikes associated with
the fiscal cliff. The unknown costs of healthcare
reform and increased business regulation,
especially as it relates to financial corporations,
have magnified the uncertainty. All the while,
cash has continued to pile up.
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Aside from the more traditional uses for this
excess cash, such as capital investment,
dividends, and stock buybacks, mergers and
acquisitions (M&A) activity has been subpar
as well. Understandably, management teams
have had plenty on their plates focusing on
their core operations and needed bottom line
improvements. Another factor may be the
lingering hangover from the sky-high prices
paid during the last peak in M&A activity in 2007
which also coincided with a peak in stock prices.
Clearly, some of the macroeconomic issues
mentioned above have dampened activity in
this area as well. With financing costs at historic
lows and capital markets increasingly open to
creditworthy borrowers, it has been our view
that the M&A cycle would be far more robust,
especially in a world largely starved for organic
growth. This is especially relevant in our area
of focus — smaller companies — as the asset
class has historically been among the biggest
beneficiaries of a strong M&A cycle.
The million dollar question, then, is what
factors need to fall into place to unlock this
untapped reservoir of opportunity? From our
perspective, many (but certainly not all) of the
pieces may already be in place. The eurozone
looks increasingly stable, though substantially
weakened following the strongest statements
to date of the unconditional commitment of the
European Central Bank to preserve the euro.

In similar fashion, monetary authorities in China
appear to have finally gotten out in front of their
decelerating economy with multiple stimulus
measures that appear to be stabilizing economic
activity at relatively healthy levels while
establishing the ground work for reaccelerated
growth. The U.S. presidential election has come
and gone, and while the ultimate resolution of
the fiscal cliff remains elusive, its dire economic
consequences are well understood by all parties,
as is the relatively short time frame over which a
compromise must be reached.
Ultimately, it has been a lengthy and
unprecedented period of uncertainty that has
been the primary driver behind corporations’
conservative stance toward their balance
sheets and cash positions. Confidence has
proven far easier to damage than it has been to
rebuild. However, we believe that the process
has already begun. The more we work through
each incremental issue, the closer we will get
to unlocking the tremendous potential that lies
within even modest changes in capital allocation.
We believe a meaningful acceleration in M&A
activity is certainly one way to tap this potential.

What should I know before investing?
All investments involve risks, including loss of principal. Investments may be made in small- and mid-cap
companies, which involve a higher degree of risk and volatility than investments in large-cap companies.
Foreign securities are subject to the additional risks of fluctuations in foreign exchange rates, changes in political
and economic conditions, foreign taxation, and differences in auditing and financial standards. These risks are
magnified in emerging markets.
Dividends represent past performance and there is no guarantee they will continue to be paid

This document is for information only and does not constitute an invitation to the public to invest. You should be aware that the investment opportunities
described should normally be regarded as longer term investments and they may not be suitable for everyone. The value of investments and the income
from them can go down as well as up and investors may not get back the amounts originally invested, and can be affected by changes in interest rates, in
exchange rates, general market conditions, political, social and economic developments and other variable factors. Past performance is no guide to future
returns and may not be repeated. Investment involves risks including but not limited to, possible delays in payments and loss of income or capital. Neither
Legg Mason nor any of its affiliates guarantees any rate of return or the return of capital invested. Please note that an investor cannot invest directly in an
index. Forward-looking statements are subject to uncertainties that could cause actual developments and results to differ materially from the expectations
expressed. This information has been prepared from sources believed reliable but the accuracy and completeness of the information cannot be guaranteed
and is not a complete summary or statement of all available data. Individual securities mentioned are intended as examples of portfolio holdings and are
not intended as buy or sell recommendations. Information and opinions expressed by either Legg Mason or its affiliates are current as at the date indicated,
are subject to change without notice, and do not take into account the particular investment objectives, financial situation or needs of individual investors.
The information in this document is confidential and proprietary and may not be used other than by the intended user. Neither Legg Mason nor any officer
or employee of Legg Mason accepts any liability whatsoever for any loss arising from any use of this document or its contents. This document may not be
reproduced, distributed or published without prior written permission from Legg Mason. Distribution of this document may be restricted in certain jurisdictions.
Any persons coming into possession of this document should seek advice for details of, and observe such restrictions (if any).
This document may have been prepared by an advisor or entity affiliated with an entity mentioned below through common control and ownership by Legg Mason, Inc.
This material is only for distribution in the jurisdictions listed.
Investors in Europe:
Issued and approved by Legg Mason Investments (Europe) Limited, registered office 201 Bishopsgate, London EC2M 3AB. Registered in England and Wales, Company
No. 1732037. Authorized and regulated by the Financial Services Authority. Client Services +44 (0)207 070 7444. This document is for use by Professional Clients and
Eligible Counterparties in EU and EEA countries. In Switzerland this document is only for use by Qualified Investors. It is not aimed at, or for use by, Retail Clients in any
European jurisdictions.
Investors in Hong Kong, Korea, Taiwan and Singapore:
This document is provided by Legg Mason Asset Management Hong Kong Limited in Hong Kong and Korea, Legg Mason Asset Management Singapore Pte. Limited
(Registration Number (UEN): 200007942R) in Singapore and Legg Mason Investments (Taiwan) Limited (Registration Number: (98) Jin Guan Tou Gu Xin Zi Di 001;
Address: Suite E, 55F, Taipei 101 Tower, 7, Xin Yi Road, Section 5, Taipei 110, Taiwan, R.O.C.; Tel: (886) 2-8722 1666) in Taiwan. Legg Mason Investments (Taiwan) Limited
operates and manages its business independently. It is intended for distributors use only in respectively Hong Kong, Korea, Singapore and Taiwan. It is not intended for,
nor should it be distributed to, any member of the public in Hong Kong, Korea, Singapore and Taiwan.
Investors in the Americas:
This document is provided by Legg Mason Investor Services LLC, a U.S. registered Broker-Dealer, which may include Legg Mason International — Americas Offshore.
Legg Mason Investor Services, LLC, Member FINRA/SIPC, and all entities mentioned are subsidiaries of Legg Mason, Inc.
Investors in Canada:
This document is provided by Legg Mason Canada Inc. Address: 220 Bay Street, 4th Floor, Toronto, ON M5J 2W4. Legg Mason Canada Inc. is affiliated with the Legg
Mason companies mentioned above through common control and ownership by Legg Mason, Inc.
Investors in Australia:
This document is issued by Legg Mason Asset Management Australia Limited (ABN 76 004 835 839, AFSL 204827) (“Legg Mason”). The contents are proprietary and
confidential and intended solely for the use of Legg Mason and the clients or prospective clients to whom it has been delivered. It is not to be reproduced or distributed
to any other person except to the client’s professional advisers.
This material is not for public distribution outside the United States of America.
Legg Mason Perspectives® is a registered trademark of Legg Mason Investor Services, LLC.
© 2013 Legg Mason Investor Services, LLC, member FINRA, SIPC. Royce & Associates, LLC, and Legg Mason Investor Services, LLC and all entities mentioned
above are subsidiaries of Legg Mason, Inc. 408329 MIPX015200 1/13 FN1213951

