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Co-CIO Francis Gannon on why ongoing earnings
strength for small-cap cyclicals is bolstering our
confidence.

Since its most recent peak on 8/31/18—which was also an
all-time high—the small-cap Russell 2000 Index fell 12.5%
through 11/12/18 after hitting its most recent low on
10/24/18.

Even in light of the still healthy economic environment
here in the U.S., however, anomalies still exist within the
asset class as a whole. For example, the small-cap index
consists of a sizable number of businesses that are not
making money—approximately 36% of the companies
within the Russell 2000 have no earnings. It’s also worth
noting that year-to-date through 8/31/18, those nonearning small-caps had higher returns, increasing 22.8%
while those with earnings advanced only 12.6%.
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therefore want to be very clear that we do not see the
likelihood of a recession. Corporate profits are still healthy,
and consumer demand and confidence remain high.
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Source: Bloomberg, total return as of 12 November 2018.

From our perspective as small-cap specialists, this is all
healthy—and potentially positive for selective active
managers.
In fact, we have been arguing for a while now that the
market would enter a period characterized by increased
volatility, rising rates, and lower overall returns. All of this,
of course, would lead the market back to more historically
typical return and volatility patterns.
Yet much of the investment activity that we’ve been
watching recently looks to us as if investors are worried
about recessions or sharp declines in growth rates. We

We favour cyclical stocks with earnings that are found in
sectors such as Industrials, Information Technology,
Financials, Consumer Discretionary, and Materials. Over
most of the last two years, these areas have lagged (within
the highly diverse technology areas, the highest returns
have come from more growth-oriented industries such as
software).
So far this year, this remains the case. However, the
recent earnings news for cyclical companies continues to
be positive, potentially reversing a relative performance
disadvantage that has persisted for longer than we would
have thought.
We continue to closely watch one-year trailing operating
income growth—a key metric of fundamental strength—
especially for important cyclical sectors, which are
growing faster than the Russell 2000.
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Equally, if not more important, the earnings news we’ve
been hearing from companies and the preliminary
data that we’ve examined both show ongoing—and in
some cases growing—small-cap earnings strength
for key cyclical sectors, including Industrials,
Materials, Energy, and Financials.
We continue to believe that the higher volatility and lower
returns we’re expecting will result in more investors
looking for companies with earnings. This shift should
make active management approaches that are perennially
earnings driven well positioned to outperform.
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Source: Royce & Associates, as of 12 November 2018.

To be sure, one reason that earnings season is so
important is that announcements have a way of closing
the gap between perception and reality—which often
helps our holdings as other investors begin to see the
operational and/or financial strengths that first attracted
our interest.
Of course, cyclical stock performance has in many cases
been blunted in 2018 by concerns over tariffs, trade wars,
an economic slowdown, and rising input costs—any one
of which could potentially crimp the margin expansion
many businesses have been enjoying.
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Source: Royce & Associates, total return as of 12 November 2018.

So far this year, then, we are pleased that the negative
effects from tariff or trade have not materialized to the
degree many seem to have anticipated. And rising input
costs have so far been mostly passed through to
customers, which is a relatively easier task for smaller
companies with established niches and fewer
competitors.

FOR PUBLIC IN HONG KONG, EXISTING INVESTORS IN KOREA AND DISTRIBUTORS IN KOREA AND MACAU USE ONLY.
PLEASE REFER TO THE IMPORTANT INFORMATION ON THE FINAL PAGE.
2/3

Brandywine Global
Clarion Partners
ClearBridge Investments
EnTrustPermal
Martin Currie
QS Investors
RARE Infrastructure

Legg Mason is a leading global investment company committed to helping
clients reach their financial goals through long term, actively managed
investment strategies.
• Over US$733 billion*
in assets invested
worldwide in a broad
mix of equities, fixed
income, alternatives
and cash strategies

• A diverse family of
• Over a century of
specialized investment
experience in identifying
managers, each with
opportunities and
its own independent
delivering astute
approach to research
investment solutions to
and analysis
clients

Royce & Associates
Western Asset Management

* As of 31 October 2018.

Frank Russell Company (“Russell”) is the source and owner of the trademarks, service marks and copyrights related to the Russell Indexes. Russell® is a
trademark of Frank Russell Company. Neither Russell nor its licensors accept any liability for any errors or omissions in the Russell Indexes and / or Russell
ratings or underlying data and no party may rely on any Russell Indexes and / or Russell ratings and / or underlying data contained in this communication.
No further distribution of Russell Data is permitted without Russell’s express written consent. Russell does not promote, sponsor or endorse the content of
this communication. The Russell 2000 Index is an unmanaged, capitalization-weighted index of domestic small-cap stocks. It measures the performance
of the 2,000 smallest publicly traded U.S. companies in the Russell 3000 Index. The performance of an index does not represent exactly any particular
investment, as you cannot invest directly in an index.
Cyclical and Defensive are defined as follows: Cyclical: Communication Services, Consumer Discretionary, Energy, Financials, Industrials, Information
Technology, and Materials. Defensive: Consumer Staples, Health Care, Real Estate, Utilities.
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This document is for information only and does not constitute a financial promotion or other financial, professional or investment advice in any way. All data,
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is quoted, such figures are not indicative of future performance. This document does not constitute an offer or solicitation to buy or sell any units or shares
in any fund. INVESTMENT INVOLVES RISKS. The value of investments and the income from them can go down as well as up and investors may not get
back the amount originally invested. Please refer to the most current offering documents for further details, including the risk factors.
If this document is distributed in Korea or Macau, this may not be used other than by the existing investors in Korea and distributors in Macau and Korea.
Any views expressed are opinions of the respective investment affiliates as of the date of this document and are subject to change without notice based on
market and other conditions and may differ from other investment affiliates or of the firm as a whole. These opinions are not intended to be a forecast of
future events, a guarantee of future results or investment advice. The mention of any individual securities should neither constitute nor be construed as a
recommendation to purchase or sell securities, and the information provided regarding such individual securities is not a sufficient basis upon which to
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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. The information in this document is confidential and proprietary and may not be used other than by the intended user. This document may not be
reproduced, distributed or published without prior written permission from Legg Mason.
This document has not been reviewed by the Securities and Futures Commission in Hong Kong, the Financial Services Commission in Korea and the
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Issuer: Legg Mason Asset Management Hong Kong Limited.
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