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More than five years after the global financial crisis, investors continue to grapple with volatile 
capital markets, political and social instability in many key regions of the globe, 
and lackluster economic growth. Interwoven with these challenges are numerous 
unsustainable conditions that have kept the global economy from achieving full 
recovery.  From our semi-optimistic perspective, the environment is improving, 
the result of market forces that are attempting to reconnect society and the global 
economy, while replacing artificial distortions with real, sustainable economic factors. 

As this shift occurs, current market imbalances will collapse, traditional value drivers will come to 
the fore and investors will benefit from those companies that are positioned to prosper in this 
traditional value, operating environment.  Rather than being driven by debt-fueled consumption, 
financial mechanics and suppressed risk premiums, stock returns will be determined by operating 
leverage and real growth — i.e. selling more goods and services, and the underlying intrinsic 
value of a business and its future cash flows.  In this low-growth, transitional economy, not 
every company will thrive.  Those that do will be characterized by authentic growth driven by 
new products, new customers and market share gains.  These companies will make the best 
investments.  Identifying them before this market transition takes place, while their valuations are 
still attractive, will be key to making the most successful investments as this market shift plays out. 

Markets Out of Balance
Currently, we are in a new phase for capital markets — a global rebalancing where unsustainable 
conditions that have influenced and suppressed market forces over the past several years 
are unwinding.  As we move toward the ‘old normal’, the drivers are shifting away from these 
unsustainable factors and moving toward a financial environment focused on sustainable factors. 
In recent years, investors have been plagued by imbalances in asset prices, misallocations in 
resources, and delays in making the necessary changes that underpin a strong, sustainable 
recovery. This unbalanced environment has been characterized by consumption-fueled debt 
and speculation, with growth driven mostly by increasing prices and not by the quantity of 
goods produced. Central banks have artificially manipulated markets and facilitated negative 
interest rates. Bubbles have become a perpetual problem, and markets reflect large draw downs 
and high securities correlations. This is a world of mutual plunder, a gaming culture, one where 
manipulation and imbalances impair the ability of businesses to compete, citizens to work and 
investors to deploy capital.   Too much capital remains invested in speculative and low return 
activities, which will lower the long-term growth potential of the global economy.
The good news is that risk, assets and money eventually will be repriced as this process unwinds.  
Effectively, the price of money and risk normalizes, and asset prices move toward intrinsic values 
driven by cash flows and dividends.  As this change occurs, rising incomes, productivity and 
savings will drive consumption.  Central banks will step aside and let interest rates be set by the 
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market and approach a “natural rate.”  For investors, global 
markets will exhibit lower correlations with market declines 
of shorter duration and magnitude.  Instead of a world 
driven by scarcity and the supercycle spending boom in 
commodities, markets and economies will be aligned with 
abundance and efficiency dynamics. 
Quantitative easing — e.g., massive unconventional 
stimulus by central banks — has proven to be ineffective 
in improving the global economy, leaving us with 
lackluster world trade and subpar economic growth that 
has done little to strengthen economic performance, as 
judged by either GDP or wage/job growth. GDP growth, 
which traditionally should have accelerated following 
the last recession, continues to show subdued progress, 
accompanied by poor employment and wage growth. 
According to Federal Reserve Governor Charles Plosser, 
quantitative easing does not increase the quantity of 
goods/services produced.  It only elevates the price 
of goods.  We are still at a recession level of growth 
and quantity of goods.  In fact, 80% of the growth in 
this recovery has been due to price.  Raising prices, 
however, does not increase hiring or wages.  Higher 
prices bolster corporate profits, but are bad for incomes, 
workers, investment and long-term economic growth.  
Ultimately, quantitative easing is largely an ineffective and 
unhelpful influence that deters our ability to move from 
unsustainable to sustainable growth.
Given the backdrop of a mispricing of risk, assets, and 
money, negative real interest rates create a significant 
challenge for investors. In the ‘old normal,’ investors could 
earn a positive, real risk-adjusted return on most assets of 
varying safety. In today’s unsustainable environment, the 
mispricing of risk premiums and asset prices is likely to 
generate negative real long-term returns for many asset 
classes that formerly provided solutions. Unfortunately, 
this scenario forces many investors — those who normally 

would not take risk — to do so, and creates an over-
weighted ‘opportunity set’ of negative risk-adjusted 
returns. With rates artificially repressed, there is less 
flexibility to effectively balance risk between the major 
asset classes.  High-quality bonds no longer offer refuge 
against riskier assets.  Faced with low-to-zero returns from 
formerly “risk free” investments, investors seek yield in 
riskier assets, spreading the risk they must assume in an 
ever broadening circle that may easily entrap them when 
the markets return to normalcy.  
Where should interest rates be in a normal, sustainable 
marketplace? There is much debate about this point. To 
find and estimate the right price of money, we draw on 
two renowned economists to frame our perspective. 
In the second half of the 19th century, economist Knut 
Wicksell believed the natural level of interest rates 
could be estimated by taking real GDP and adding the 
concurrent rate premium for investment grade credits. 
This phenomenon, observed during the Great Moderation, 
is where expansions are long, recessions are short, 
productivity rises and volatility falls, none of which is  
observed in our present economic environment.  More 
recently, economist John Taylor refined this concept via a 
rules-based approach that suggests interest rates should 
be roughly 1.25% above GDP growth.  Above or below 
this mark, participants risk excess volatility, asset bubbles, 
stagnation and a host of other economic ills.  From our 
perspective, we are in trouble when our central banks 
believe they know best and, in contrast, the economy 
thrives and functions normally when we adhere to market-
based rules.
Another key unsustainable condition is the level of global 
corporate profits, which have been inflated by debt and are 
high relative to GDP or any other reasonable comparison. 
Notably, more than two-thirds of profit growth has been 
driven by the fall in interest expense in the near-zero 

Sustainable

 fConsumption driven by rising incomes, productivity  
and savings
 fNominal growth driven mostly by quantity
 fInterest rates set by market and close to “natural” rate
 fInvestment capital flows to productive activities  
and assets
 fReal wages and labor force participation increase
 fGlobal markets less correlated with fewer large and broad 
asset price drawdowns
 fRisk premiums re-norm 
 fReal median incomes grow relative to asset prices  
and GDP
 fAbundance and efficiency dynamics
 fMutually beneficial exchange, trust based culture,  
Fair Market Theory, Civil Society

Unsustainable

f Consumption driven by income substitutes: debt, asset 
trading and OPM (Other People’s Money) 

f Nominal growth driven mostly by price
f Artificially suppressed and negative real interest rates
f Investment capital flows to speculation, leverage and  

self liquidation
f Record low wage and job growth
f Markets experience large drawdowns, high correlations 

and asset bubbles
f Risk premium distortions
f Income and wealth disparities increase
f Scarcity dynamics-resources, liquidity, growth
f Mutual plunder, gaming culture, Rigged Market Theory, 

Political Society
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interest rate environment. In short, inflated stock prices 
tied to inflated earnings create imbalances that will 
unwind as profits mean revert over time. Earnings appear 
to be showing signs of this risk, with negative earnings 
preannouncements outpacing positive announcements for 
many companies after global profits have stagnated during 
the past three years.

A critical benefit of active investment management is 
the ability to balance risk factors with the opportunity 
to seek active returns. Money manager John Hussman’s 
analysis on Sharpe ratios and subsequent S&P returns 
shows that, over time, investing in positive Sharpe ratio 
environments greatly outperforms investing in negative 
Sharpe ratio environments.  As we shift to the ‘old normal’ 
and apply this to global markets, our view is that we must 
be especially careful in finding investments that provide 
an adequate compensation (return) for risks taken. As 
contrarian investors, we implement this approach by 
seeking active opportunities in stocks with low valuations 
and low expectations. Evidence is accumulating that 
the financial markets are normalizing, reflecting a shift 
from a correlated growth-oriented environment to an 
uncorrelated value-oriented environment.  Notably, the 
MSCI EAFE Value Index has generated bottom-quartile 
performance for the past 10 years, increasing the 
likelihood of mean reversion going forward.  Idiosyncratic 
factors appear to be aligning with risk premiums and the 
normalizations of the price of money.  Asset prices have 
begun to migrate toward intrinsic values connected to 
fundamentals, such as cash flows and dividends. 

Sustainable Opportunities
Specific areas of the globe, notably Europe and Asia, 
already are signaling an improvement in the performance 
of value investing.  Europe has been struggling and 
distressed for the past five years, especially southern 
Europe, which is currently showing signs of stabilization 
and progress. Many companies in the region are benefiting 
from renewed optimism tied to improving domestic 
demand. We have observed a shift in focus from the 
punitive effects of “austerity” and restructuring to the 
positive impact that will lead to a long-term recovery 
of the private sector in Europe. Moreover, we anticipate 
continued deregulation and pro-growth initiatives in the 
form of tax cuts and labor law reforms. In short, while many 
stocks have already rallied significantly, the foundation 
for optimism in the Eurozone by 2014 is firmly in place. 
In addition, we are favorably inclined toward securities in 
Asia, including China, Japan and, eventually, the emerging 
markets. We expect these regions to benefit more than 
other areas of the world as the global economy improves. 
Trend changes in the East reflect positive changes in value 
factors and residual reversal characteristics in momentum 
factors, which typically bode well for value stocks. As the 
tide turns, we anticipate that value-driven investing will 
replace growth and momentum factor outperformance, 
and company fundamentals will once again dominate 
active stock returns.
In summary, a global “renorming” is under way, one with 
many of the distortions and imbalances that have impacted 
financial markets shifting from the unsustainable to the 
sustainable. The underlying changes will allow for the 
repricing of risk, assets and money.  Ultimately, this will 
provide a stable and firm foundation for businesses to 
compete and grow and investors to assume risk and seek 
profits.  In the day-to-day competition of markets, there 
are both weak and strong companie s  — some thrive and 
others struggle.  As contrarian value investors, we seek 
to navigate volatility, uncertainty and randomness and 
identify the opportunities created by these changes.  We 
are confident that there will be ‘anti-fragile’ companies 
that can prosper as the markets return to normal. Our goal 
is to build a portfolio of investments that will survive this 
challenging environment, thrive as fundamentally stronger 
businesses, and drive portfolio returns in the future. 

Source: John P. Hussman, 2013. Past performance is no guarantee of future results. 
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The views expressed are those of ClearBridge Investments, LLC and are current as of 
December 1, 2013 and are subject to change based on market and other conditions.
These views are not intended to be a forecast of future events, a guarantee of future 
results or investment advice. Any statistics have been obtained from sources believed to be 
reliable, but the accuracy and completeness of the information cannot be guaranteed. The
information provided is intended solely to describe the managers’ investment strategies 
and securities selection process, and does not have regard to the specific investment 
objectives, financial situation and particular needs of any specific person who may receive 
it. The mention of any individual securities should neither constitute nor be construed 
as a recommendation to purchase or sell such securities, and the information provided 
regarding such individual securities is not a sufficient basis upon which to make an 
investment decision. Investors seeking financial advice regarding the appropriateness 
of investing in any securities or investment strategies discussed should consult their 
financial professional. ClearBridge Investments and its employees are not in the business 
of providing tax or legal advice. These materials and any tax-related statements are not 

intended, or written to be used, and cannot be used or relied upon, by any such taxpayer for 
the purpose of avoiding tax penalties. Tax-related statements, if any, may have been written 
in connection with the “promoting or marketing” of the transactions or matters addressed 
by these materials, to the extent allowed by applicable law. Any such taxpayer should seek 
advice based on the taxpayer’s particular circumstances from an independent tax advisor.
Past performance is no guarantee of future results.

Investment Risks
All investments involve risk, including possible loss of principal. Common stocks 
generally provide an opportunity for more capital appreciation than fixed-income 
investments but are subject to greater market fluctuations. Equity securities are subject 
to price fluctuation and possible loss of principal. The manager’s investment style may 
become out of favor and/or the manager’s selection process may prove incorrect; which 
may have a negative impact on portfolio performance. Diversification does not guarantee 
a profit or protect against a loss.
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