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trade at substantial discounts to our assessment of fair 
value.  All have traded off on some degree of angst 
about company-specific near-term issues.  
 
Yahoo sold off 20% last week because it is delaying 
implementation of its revised search strategy for a cou-
ple of quarters in order to ensure a smooth and suc-
cessful launch.  Amazon traded off 20% this week be-
cause of margin compression this and next quarter as it 
continues to spend heavily on technology and content. 
EBay is down 40% this year because of concerns about 
slowing US growth due to their having captured so 
much of the addressable market so fast (in other 
words, they are so good, they are bad), because the 
market is not sure about how the Skype deal will play 
out, because Google’s new check-out product is seen 
as a competitive threat to PayPal, and so on.  Even 
when one of these companies reports remarkable num-
bers, as Google did, the prevailing sentiment leads to 
the stock’s selling off on concerns things can’t get  
better.   
 
In our view, these companies represent superior eco-
nomic franchises with the ability to earn above the cost 
of capital as far as the eye can see, and the market’s 
myopic, obsessive focus on what is going on for the 
next three or six months doesn’t alter the business 
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We had a dreadful second calendar quarter. The Value 
Trust lost 5.67% compared to the market’s fall of 
1.44%, for the quarter ending June 30, 2006.  Our re-
sults, as you may know, bounce around quarter-to-
quarter and don’t correlate terribly closely with those of 
the major indices, nor should they. Our portfolio does 
not look like the S&P 500 and should not act like it.   
Deconstructing near-term results has little predictive 
value in our opinion; the market is too efficient and the 
results of long-term investment decisions are only evi-
dent long-term.  We have been doing this a long time 
and have been here before (way behind the market), but 
for those who are newer, or nervous, or whose psycho-
logical equilibrium is disturbed by non-linearity, some 
context might be helpful. 
 
There are four main reasons why the portfolio is cur-
rently trailing the S&P 500.  The first has to do with our 
allocation to the internet names which include Amazon, 
eBay, Yahoo, Expedia, Interactive and Google.  These 
names started the year at roughly 20% of the portfolio 
and collectively are responsible for close to 400 basis 
points of underperformance over the past 6 months.  
Over the last several years, these companies have exhib-
ited a seasonal pattern of weakness in the first half of 
the year followed by a period of better second half per-
formance. All of these businesses are doing well and 
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 Average Annual Total Returns       

 Since Fifteen Ten Five One Six Three 

   InceptionA Years Years Years Year Months Months 

Value Trust:        

  Primary Class 15.88% 15.03% 13.40% 2.58% 2.70% (5.07)% (5.67)% 

  Financial Intermediary Class 5.23% N/A N/A 3.28% 3.38% (4.74)% (5.50)% 

  Institutional Class 17.17% N/A 14.53% 3.62% 3.72% (4.59)% (5.43)% 

S&P 500 Stock Composite Indexi 11.03% 10.73% 8.32% 2.49% 8.63% 2.71% (1.44)% 
A The Fund's Primary Class inception date is April 16, 1982. The Financial Intermediary Class inception date is March 23, 2001.               
The Institutional Class inception date is December 1, 1994. Index returns are for periods beginning April 30, 1982. 

Total returns for Value Trust for various periods ended June 30, 2006 are: 

The performance data quoted represents past performance and does not guarantee future results. The performance stated may have been due to 
extraordinary market conditions, which may not be duplicated in the future. Current performance may be lower or higher than the performance 
data quoted. To obtain the most recent month-end performance information for the Primary Class please visit www.leggmasonfunds.com. The 
investment return and principal value of the Fund will fluctuate so that an investor’s shares, when redeemed, may be worth more or less than the 
original cost. Calculations assume reinvestment of dividends and capital gain distributions. Performance would have been lower if fees had not 
been waived in various periods. Performance figures for periods shorter than one year represent cumulative figures and are not annualized.    



 

value. Price and value are two different things.  We estimate the 
intrinsic business value of Yahoo, Amazon, and eBay at up to 
more than double the current price, depending on the com-
pany, and that is current value, not what the value is likely to be 
in several years. 
 
The second source of poor performance was due to our expo-
sure to the managed care industry.  The three names we own in 
the portfolio in the managed care group that constituted over 
10% of the portfolio as of the end of the quarter are down an 
average of about 20% since the end of 2005.  These compa-
nies, UnitedHealth, Aetna and Healthnet, have risen close to 
300% over the past five years while the market is up a little 
over 13% over the same time period – and this performance 
includes the last six months of poor relative returns!  After 
such strong returns, which were due in part to the companies 
having done the required “beat and raise” quarterly earnings 
game, investors have gotten hypersensitive to perceived 
changes in trend.  Momentum money has exited these names 
as the quarterly results have gone from spectacular to merely 
very good.   
 
The third area where we have not fared well has been in home-
building, where our exposure is roughly 5% of the portfolio. 
Here we clearly made a mistake by initiating positions too early.  
The homebuilders had performed much like the managed care 
stocks, handily outperforming the market for several years. We 
were waiting for a significant sell-off to establish positions as 
we thought the valuations at single digit multiples were too low 
given the secular advantages of the large builders.  When that 
sell-off occurred late last year, we jumped in, knowing that the 
news flow would be bad for about 12 months as the super-hot 
housing market slowed sharply and began to return to        
normalcy. 
 
We expected (and still do) the path of the US housing stocks to 
follow that of the United Kingdom and Australia, where a 
housing slowdown led to a sharp sell-off,  followed by a re-
establishment of the secular outperformance seen earlier.  
While the statistics in the space have come in roughly as ex-
pected, the stocks have moved down significantly more than 
we expected. We have witnessed p/e multiples contract from 
roughly 6-7x a year ago, to, in some extreme cases, 3-5x earn-
ings.  Although estimates came down as we expected, multiples 
contracted on the lower estimates, which we did not expect.  
 
Usually multiples expand as estimates decline in cyclical indus-
tries.  We did not expect the stocks to decline to book value, or 
book value adjusted for land inventory value, which has been a 
traditional buy point, since we thought the market had figured 
out these companies were far less cyclical with better returns 
on capital than they were 10 or 20 years ago. We were wrong, 
hence early, and now the stocks sell around book, and we think 
the bottom is either in place or within squinting distance.  All 
our companies expect to convert about 100% of earnings next 
year to free cash flow, and to use a large portion of that to buy 
back stock, as most are doing now. That is usually a recipe for 
excellent results. 

Finally, our continued lack of exposure to energy, which was 
the second best performing sector for the six months, hin-
dered our performance during the period.  This is another 
area we were clearly wrong about (isn’t hindsight useful?).  
The call is much harder from here, with only scattered Stone 
Age tribes in the Amazon, the comatose, or newly arrived 
aliens from Alpha Centauri, unaware that energy stocks are a 
one way ticket to outperformance due to demand from 
China and India, the location of reserves in unstable areas, 
the lack of investment in new refining capacity, the rate of 
depletion, the dwindling ability to locate giant new fields, and 
so on.  The only good thing about not owning energy is that 
disgruntled shareholders or clients who like our general strat-
egy but think we are obtuse on this subject can create their 
own personal version of the fund by buying whatever energy 
exposure they think appropriate, thus creating an investment 
product that optimizes their utility function. 
 
Our investment process is valuation driven.  We focus on 
the assessment of intrinsic value and the risk adjusted return 
potential of our portfolio companies.   We are long term 
investors and not traders.  Our contrarian approach often 
puts us at odds with the prevailing views in the market.  
When our approach leads to underperformance, such as in 
the current market, there is increasing pressure to change or 
do something different.   
 
It is our willingness to own securities which other people 
regard as wrong which historically has been part of the long-
term success of the fund.  In order to do better than the 
market longer term, you must be doing something different 
and ultimately have the market recognize the values one be-
lieves are inherent in those companies in the portfolio.  It is 
our willingness to persist in owning names we believe the 
market is mispricing on a long-term basis that has led to our 
long-term outperformance.   
 
As long-term investors, we typically don’t make a lot of 
changes to the portfolio, especially changes motivated by a 
desire to bring the portfolio in line with current investment 
trends and outlook, which have the habit of changing when 
you least expect it. Our turnover rate has been running be-
tween 15 and 20 percent a year, implying a holding period 
longer than 5 years. “Undervalued” implies that you will earn 
an excess return over your forecast time horizon.  We are 
very patient and will own a company as long as we are confi-
dent of the business value and of management’s ability to 
execute the strategies they have outlined. 
 
The market commentary appended below is from David 
Nelson, the Chairman of our Investment Policy Committee.  
It provides an insightful look at the current market, and dis-
cusses why we are quite optimistic in our belief that the US 
economy is in good shape and that we are in the midst of a 
mid-cycle slowdown which should benefit large-cap stocks 
and your portfolio.  We believe it is critically important in a 
market which is informationally efficient to position your 
portfolio in a way that anticipates what the market is likely to 
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be saying about your companies over the next 12-36 months 
and not to react to news and shifts in sentiment.   
 
We are committed to providing you with the kind of informa-
tion you need as owners to understand and evaluate our suc-
cess in achieving Value Trust’s objective of long-term capital 
appreciation. We sincerely thank you for your confidence in 
our process and our investment team. As always, we appreciate 
your support and welcome your comments. 
  
Bill Miller, CFA, Portfolio Manager 
Mary Chris Gay, Assistant Portfolio Manager 
July 27, 2006 
 
As our longtime shareholders know, from time-to-time we 
include thoughts from some of the people whose observations 
we find valuable.  This quarter you’ll find an insightful market 
commentary by the Chairman of our Investment Policy Com-
mittee, David Nelson. 
 

Market Commentary 
On the surface, it appears that June was a rather tranquil 
month in the equity market, with most major U.S. indices up 
or down fractionally.  Nothing could be further from the 
truth.  June actually witnessed the last half of a nasty correc-
tion in the market that began in May, accompanied by the 
sharpest spike in the CBOE Volatility Index (VIX) since July 
2002.  The damage done during the correction was pervasive, 
as indicated in the last column of the performance chart    
below. 

 
As is evident from the figures above, during the correction 
and for the quarter as a whole, mega cap stocks (as measured 
by the Dow Industrials and S&P 100 Index) performed best, 
followed, in descending market cap order, by large caps (S&P 
500 Index), mid-caps (S&P Mid-Cap Index) and small caps 
(Russell 2000 Index). 
 
We believe that the superior performance of large and mega 
cap stocks exhibited during the quarter may mark the begin-

ning of a more extended period of superior relative returns for 
large cap stocks after six and a half years of relative underper-
formance versus small and mid-caps.  It has been a tale of two 
markets in the last several years, as illustrated below: 

                                                    
If you’ve been invested in the S&P 500 Index since the end of 
1999, it can’t feel like anything but a bear market.  You lost 
about half your money from 2000 to 2002, after six and a half 
years your portfolio is still 14% under water, and even after 
dividends you haven’t made any money.  In contrast, small and 
mid-cap investors sailed through the bear market of 2000 to 
2002 relatively unscathed and have prospered since.  Of course 
they love their respective asset classes.  Why wouldn’t they? 
 
If investors in the S&P 500 Index have found the last six and a 
half years discouraging, imagine how investors in a broad range 
of mega cap stocks feel.  As the table below illustrates, the ten 
largest market cap companies in the S&P 500 Index as of De-
cember 31, 1999 are down an average of 53% from their re-
spective all-time highs.  With the exception of Exxon Mobil 
Corporation, which made its all-time high recently, all of the 
other companies' highs occurred in 1999 or 2000.  

 
The loss of market value from their respective highs for these 
ten companies is more than $2.2 trillion.  By comparison, the 
combined market value of the S&P Mid-Cap Index ($1.16 tril-
lion) and the Russell 2000 Index ($1.49 trillion) is currently  

TOTAL RETURNS 

 June Q2 

S&P 500 Indexi +0.14%     -1.44%     

Dow Industrialsi -0.05%    +0.94%     

Nasdaq Compositei  -0.26%     -7.01%  

S&P MidCap 400 
Indexi  +0.02%     -3.14%  

Russell 2000 Indexi +0.64%     -5.02%    

Wilshire 5000 Indexi  +0.18%     -1.91%     

YTD 

+2.71%  

+5.22%       

-1.08%     

+4.24%      

+8.21%      

+3.51%       

S&P 100 Indexi                 -0.15%     -0.84%     +2.80%       

 5/5-
6/13 

-7.46%    

-7.18%  

-11.46%   

-12.11%  

-13.86%  

-8.41% 

-6.74%  
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COMPARATIVE RETURNS  
12/31/99 – 06/30/06  

 Price 
Only 

Total 
Return 

Relative 
Return 

 

Annualized 
Return 

S&P 500   
Index -13.55%       -4.08%  - -0.64%i  

S&P Mid-Cap 
400 Index    +72.01%    +85.01%    +89.09%      +9.93%i  

All-Time     
High Price 

% Change From 
High 

(Through 6/30) 

Change in  Market 
Value (Billions) 

 Microsoft  Corporation $59.97 -61.1% -$374.1 
 General Electric $60.50 -45.5% -$286.4 
 Cisco Systems, Inc. $82.00 -76.2% -$381.4 
 Wal-Mart Stores, Inc. $70.25 -31.4% -$92.0 
 Exxon Mobil Corp $65.96 -7.0% -$27.9 
 Intel Corporation $75.81 -74.9% -$330.5 
 Lucent Technologies $64.69 -96.3% -$279.0 
 IBM Corporation $134.94 -43.1% -$90.1 
 Citigroup Inc $55.15 -12.5% -$34.3 
 AOL/Time Warner $95.81 -81.9% -$336.2 

  -53.0% -$2,231.7 

Companyii 

(Vs. S&P 500)  

Sources: Bloomberg, Wilshire, Russell 

Source: Bloomberg                                       

Sources: Bloomberg, Factset, LMCM Estimates  



 

about $2.65 trillion.  By our estimate, the gain in market value 
of these two indices since the end of 1999 is about $938 bil-
lion.  The loss of market value of the ten mega caps listed 
above exceeds that total by well over two times. 
 
Putting aside total wipeouts such as Worldcom, and near total 
wipeouts such as Lucent and Nortel Networks, is it any won-
der that investors in the likes of Intel, Cisco, and Microsoft—
or even General Electric and IBM—are anything but thrilled 
with their investment results over the last few years?  The law 
of the investment jungle is that poor performance breeds dis-
couragement, which breeds disgust and abandonment, which 
creates opportunity.  Someone taking a fresh look at a broad 
cross section of mega cap stocks today—someone not bur-
dened with the emotional baggage of their dismal price per-
formance over the last several years—would find a lot to like 
in these stocks, in our opinion.  As a group, the ten largest 
companies in the S&P 500 by market value (our proxy for the 
mega caps) now trade at a discount to the S&P 500 Index as a 
whole, while having higher average dividend yields, much 
higher returns on equity, rock solid balance sheets and decent 
growth prospects. 
 
In summary, we believe the conditions are right for a transi-
tion in market leadership from small- and mid-cap stocks to 
large/mega caps.  Small and mid-caps have been great per-
formers and everyone loves them, but they have gotten expen-
sive relative to their history, and earnings expectations are 
elevated.  In contrast, large/mega caps have been performance 
dogs and investors are worn out on them, but they are now 
cheap and expectations for them are modest.  The first solid 
evidence that this transition may be in progress was the rela-
tive performance of the two groups during the market correc-
tion in May and June, and for the second quarter as a whole.  
So, step one of the leadership shift has been accomplished—
the large caps held up better than small and mid-caps on the 
downside.  It’s an open question whether they can establish a 
leadership position on the upside.  So far, they have not.  
From the recent low on June 13 through the end of June, 
small and mid-caps bounced back more sharply than large 
caps.  Stay tuned. 

The recent sell off in the market and historical precedent sug-
gest that the market could be in for some tough sledding be-
tween now and the fall.  The market has an uncanny habit of 
making an important low every four years, often in October.  
According to veteran market strategist and technician Bob Far-
rell, seven of eleven four-year cycle lows since 1960 have come 
in October.  The worst six months of the investment year have 
historically been May through October.  Since 1950, the aver-
age price gain in the Dow Industrials over that six month pe-
riod has been 0.7%.  In contrast, the Dow’s average gain from 
the beginning of November till the end of the following April 
has been 7.9%, or more than ten times better.  Also since 1950, 
of the 20 worst percentage decline months, eleven were in Au-

gust, September and October.  Twelve of the 20 worst weeks 
over that same period were also in August, September and 
October, with 7 of the 20 in October alone.  The preceding 
data provide fairly strong evidentiary support for the old 
market maxim:  “Sell in May and go away.” 
 
The damage done to the market in May, coupled with infla-
tion worries, political uncertainties surrounding the mid-term 
elections, escalation of tensions in the Middle East, and fears 
that—in his efforts to reestablish his inflation-fighting cre-
dentials—Fed Chairman Bernanke may tighten “too much,” 
has convinced some market commentators that a bear mar-
ket has begun.  Charlie Blood, chief market strategist at 
Brown Brothers Harriman, typifies this group.  He is calling 
for a peak-to-trough decline in the market of about 15%.  
From the S&P 500’s recent peak of 1325.76 (5/5/06), that 
implies a decline to about 1127, from which point Blood 
projects a solid up year in 2007.   
 
As to whether the market weakness we saw in May and June 
is the beginning of a bear market or a correction in an ongo-
ing bull market, we remain in the correction camp.  While 
taking into account that we are heading for the seasonally 
weakest portion of the year in terms of stock performance, 
and that a number of knowledgeable market observers dis-
agree with us, we remain constructive on the outlook for 
equities over the next twelve months or so.  In support of 
that view, we offer two indicators which: (1) don’t occur very 
often, (2) have both occurred recently, and (3) in past in-
stances, have been followed by above average stock market 
returns in the ensuing six months.  One relates to spikes in 
market volatility and the other to a surge in upside trading 
volume. 
 
On June 14, 2006, Birinyi Associates published a study on 
the performance of the S&P 500 Index following periods of 
“extreme volatility,” which they defined as periods during 
which the 50-day rate of change (ROC) in the CBOE Vola-
tility Index (VIX) is greater than 100%.  According to Birinyi 
Associates, there have been only six such occurrences since 
1990, the latest of which ended on June 13 with the VIX at 
23.81.  The prior five occurrences and subsequent perform-
ance of the S&P 500 over various time periods are listed 
below.  
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Outlook 

  S&P 500 Performance (%) 

Date 
VIX 50-

Day ROC 
(%) 

Prior 50 
Days 

Next 
Month 

Next 3 
Months 

Next 6 
Months 

8/6/1990 107.3 -5.7% -3.4% -5.9% 4.2% 

4/4/1994 115.2 -7.5% 3.2% 1.7% 5.2% 

8/31/1998 101.8 -13.2% 9.5% 21.6% 29.1% 

9/17/2001 122.6 -16.0% 4.9% 9.2% 12.2% 

7/23/2002 116.8 -25.8% 17.5% 11.6% 11.3% 

6/13/2006 105.8 -5.7% - - - 

 Average -13.6% 6.4% 7.6% 12.4% 

Source: Birinyi Associates, Inc.  
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Interestingly, in every case since 1990, while the VIX is in the 
process of spiking upward, the market has been weak, declining 
between 5.7% and 25.8%, with an average decline of 13.6%.  
This makes intuitive sense to us, since the VIX measures the 
relative volatility of puts and calls on the Chicago Board of 
Exchange (CBOE) and when it is rising, it indicates that the 
perceived risk in the market is rising and stock prices are ad-
justing downward to reflect that. 
 
The table above also clearly shows that in the six months fol-
lowing a spike in the VIX, the performance of the S&P 500 has 
tended to be quite good in both an absolute sense and relative 
to stocks’ long-term average returns.  Since June 13, the S&P 
500 Index has gained 4.12% (through 7/6/06), so we’re off to 
a promising start this time around as well. 
 
The second phenomenon that occurs even less frequently than 
the VIX spikes we just discussed, and which comes to us cour-
tesy of Ned Davis Research, is instances in which the advanc-
ing volume on a given day exceeds declining volume by a factor 
of 9-to-1.  For the signal to be valid, two 9-to-1 up days must 
occur within a three month period, without an intervening 9-
to-1 down day.  Tuesday, April 18 was a 9-to-1 up day and so 
was Thursday, June 15; however, two intervening 9-to-1 down 
days between these two dates invalidated that signal.  A buy 
signal was triggered on June 29, though, as the post FOMC 
meeting rally led to another 9-to-1 up day, with no intervening 
9-to-1 down days. 
 
So how much weight should we give this signal?  To our way 
of thinking, a good buy signal should: (1) make some kind of 
intuitive sense, (2) happen relatively infrequently, and (3) pro-
duce reasonably reliable results.  We think the 9-to-1 up day 
indicator qualifies in all three respects.  In our view, a 9-to-1 up 
day is like a trumpet blast announcing the arrival of an impor-
tant advance.  It implies that a large number of market partici-
pants conclude that the market is attractive for investment at 
the same time and act forcefully on that conviction.  According 
to Ned Davis Research, since 1950 there have only been 26 
such signals triggered, or about one every two years.  Since 
1962, the signals have been even less frequent, with only 13 in 
44 years, or about one every 4 years.  Specifically, there were 
two signals in the ‘60s, two in the ‘70s, five in the ‘80s, one in 
the ‘90s and three (7/29/02, 8/16/04 and 6/29/06) since the 
turn of the millennium.  For each of the previous 25 occur-
rences, the table below summarizes the performance of the 
S&P 500 Index over various time periods (measured in trading 
days) following the second 9-to-1 up day signal being triggered. 

 

Obviously, there are no guarantees in the stock market, but 
this 9-to-1 up day indicator looks like one worth paying at-
tention to.  The results are quite consistent and the instances 
of positive returns are remarkably high over all time periods 
measured.  
 
On that happy note, we’ll conclude our commentary and, as 
always, thank you for your support and welcome your com-
ments. 

The information contained herein has been prepared from sources believed reli-
able but is not guaranteed by us as to its timeliness or accuracy, and is not a 
complete summary or statement of all available data. This data is intended 
solely for our clients, is for informational purposes only, and may not be publicly 
disclosed or distributed without our prior written consent.   
 
The views expressed in this commentary reflect those of Legg Mason Capital 
Management (“LMCM”) as of  the date of this commentary. These views are 
subject to change at any time based on market or other conditions, and LMCM 
disclaims any responsibility to update such views. These views may not be relied 
upon as investment advice and, because investment decisions for clients of 
LMCM are based on numerous factors, may not be relied upon as an indica-
tion of trading intent on behalf of the firm. The information provided in this 
commentary should not be considered a recommendation by LMCM or any of 
its affiliates to purchase or sell any security.  
 
 i S&P 500 Index -- A market capitalization-weighted index, composed of 
500 widely held common stocks, which is generally considered representative of 
the U.S. stock market. Dow Jones Industrial Average –  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. NASDAQ Composite –  
A market capitalization price-only index that tracks the performance of domes-
tic common stocks traded on the regular NASDAQ market as well as Na-
tional Market System traded foreign common stocks and ADRs. S&P Mid-
Cap 400 Index – A market capitalization-weighted index composed of 400 
stocks that is generally considered representative of mid-sized U.S. companies. 
Russell 2000 Index – An unmanaged index comprised of the 2000 smallest 
companies of the 3,000 largest U.S. companies based on market capitalization. 
Wilshire 5000 Index – A market capitalization-weighted index composed of 
over 5,000 equity securities for companies considered by the investment commu-
nity to be U.S. companies, and is generally considered representative of the U.S. 
equity market. The S&P 100 Index is an unmanaged index of the top 100 
stocks listed in the New York Stock Exchange.   An investor cannot invest 
directly in an index. 
 
ii Microsoft Corporation, Wal-Mart Stores, Inc., Exxon Mobil Corporation, 
Lucent Technologies, Intel Corporation, and Nortel Networks Corporation 
were not portfolio holdings of the Value Trust as of June 30, 2006. For a 
complete list of the Fund’s holdings, please see the Fund’s Quarterly Report to 
Shareholders.  
 
 
 

 S&P 500 Performance (%) 

 22 Days 63 Days 126 Days 

Mean 4.1% 7.0% 12.6% 

Median 3.2% 6.5% 12.2% 

Times Up/Total 21/25 22/25 21/25 

David E. Nelson, CFA 

Legg Mason Capital Management  

 
 

Source: Ned Davis Research 


