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•

Companies with strong balance sheets and high returns on capital
should do better the closer we come to a more historically normal
interest rate environment

•

In spite of the fact that there are still serious fiscal issues to
work out, the market seems content to concentrate instead on the
prospects for companies

•

The market seems to have priced in much of the positive effect of
an eventual budget agreement

Past performance is no guarantee of future results.
All investments involve risk, including possible loss of principal.
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Q. Do you still think quality can lead the market?
A. I think it can, although the indexes generally did better
in the first quarter than many active managers, including
those like ourselves with a distinct quality bias. This
wasn’t surprising for a number of reasons: Stocks as
a whole have been on a strong roll since last June, and
quality companies generally did very well on both
an absolute and relative basis through the end of 2012.
So a bit of give-back was not entirely unexpected.
Q. Have the Federal Reserve’s (Fed’s)1 recent
policies had an effect on the market’s behavior?
A. Yes, we have to factor in the ongoing effects of the
zero-interest-rate environment and the Fed’s quantitative
easing policies. As much as I think the effect of these
policies is diminishing, I also think there’s no question
that more highly-levered companies continued to benefit
from easy money and historically low interest rates.
At the same time, high-quality companies — particularly
those with strong balance sheets — don’t appear as
attractive to investors because low-quality businesses
weren’t paying the same kind of price for high leverage
that they typically would. The 10-year Treasury rate
went past 2% several times during the first quarter,
which to me signaled the last phase of the positive effects
of the Fed’s policies for lower-quality companies. I don’t
see quality necessarily leaping to market leadership if
rates begin to rise, but I do think that companies with
strong balance sheets and high returns on capital should
do better the closer we come to a more historically
normal interest rate environment.

Q. Do you expect the bull market to continue?
A. Yes, I think the conditions remain favorable for equities
What’s most interesting to me is how the market
has recently been able to tune out a lot of seemingly
ominous political news. When Congress and the
President failed to produce a long-term plan to tackle
the deficit, the market mostly shrugged and continued
to climb. When sequestration began to take effect in
the aftermath of the stalled budget negotiations, stocks
once again paused then resumed moving upward.
So in spite of the fact that there are still serious fiscal
issues to work out, the market seems content to ignore
it all and instead concentrate on the prospects for
companies. This of course is in stark contrast to what
we saw in 2010, 2011, and most of the first half of 2012,
when the markets seemed to react to little other than
macro headlines that were themselves largely driven
by political events. So I think the market can continue
to move in a positive direction. Of course, an occasional
correction is part of any bull run, and I would expect
a few downdrafts anywhere in the range of five to 10%
along the way. As we’ve seen from the banking crisis
in Cyprus, there are always surprises and challenges
that none of us can predict. I believe some of these
unforeseen events will help the market and some will
reverse its progress.
Q. Do you think we’ll see a budget deal out
of Washington before the end of the year?
A. I think we will see a deal at some point, probably
by the end of the year. However, like a lot of people
I also thought we’d have one earlier this year before
the sequester took effect. I think what’s important
is that the market seems to have priced in much of
the positive effect of an eventual budget agreement.
For a while, the consensus was that share prices
would really accelerate once a deal was struck, but
I think the market has moved on under the implicit
assumption that fiscal sanity will return to
Washington at some point.

In spite of the fact that there are still serious
fiscal issues to work out, the market seems
content to ignore it all and instead concentrate
on the prospects for companies.
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The U.S. Federal Reserve, or “Fed,” is responsible for the formulation of a policy designed to promote economic growth, full employment, stable prices, and a sustainable pattern
of international trade and payments.
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Q. What is the case for active small-cap
management today?
A. The greatest challenge that we as a firm have faced
since the 2008 financial crisis has been the struggle
of active management2 approaches like ours versus
passive approaches, including exchange-traded funds
(ETFs). Over 40 years we have seen a number of style
come and go — the “Nifty Fifty” in the ‘70s, junk
bond mania in the ‘80s, large-cap and Internet-based
tech stocks in the ‘90s, deep value through much
of the previous decade, and currently the interest in
passive approaches or higher-yielding investments

Investment risks
All investments involve 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.
Investments in small-cap companies involve a higher
degree of risk and volatility than investments in larger,
more established companies.
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. High yield
bonds are subject to increased risk of default and greater
volatility due to the lower credit quality of the issues.
Foreign securities, where permitted, 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 the case of
investments in emerging markets.
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such as real estate investment trusts (REITs). Resisting
these trends, we have always operated on the principle
that fundamental analysis, informed by knowledge,
experience, and a consistently executed investment
approach, would likely provide an edge over long-term
time horizons. We remain wedded to a goal of above
average absolute returns and we’re sticking with our
search for attractively priced quality because that’s
what we think works best.

U.S. Treasuries are direct debt obligations issued
and backed by the “full faith and credit” of the U.S.
government. The U.S. government guarantees the
principal and interest payments on U.S. Treasuries
when the securities are held to maturity. Unlike U.S.
Treasury securities, debt securities issued by the federal
agencies and instrumentalities and related investments
may or may not be backed by the full faith and credit
of the U.S. government. Even when the U.S. government
guarantees principal and interest payments on securities,
this guarantee does not apply to losses resulting from
declines in the market value of these securities.
An ETF is an unmanaged compilation of multiple
individual securities and typically represents a particular
securities index or sector of the securities market.
Investors should carefully consider an ETF’s investment
objectives, risks, charges and expenses before investing
in an ETF.
Real Estate Investment Trusts (REITs) invest in real
estate or loans secured by real estate and issue shares
in such investments, which can be illiquid.
Yields and dividends represent past performance and
there is no guarantee they will continue to be paid.

Active management does not ensure gains or protect against market declines.
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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 Conduct 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.
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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.
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