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Trend Following

The latest book making the rounds of investment theorists is Trend Following, by Michael Covel.' For investors willing
to engage in some insightful discussion of their core investment philosophy, the book will challenge long-held beliefs.
Perhaps the most controversial argument is that Wall Street’s great effort of analysis and projections of the future are of
little or no use to the serious investor. According to Covel, if the objective is to have a defined strategy to put capital to
work for a profit, then investors are traders and the difference is more than a parsing of semantics.

Trend Following is not an endorsement of day-trading and technical analysis. The basic premise is that the most profit is
gained when a trader is harmonized to an enduring trend. To do this, traders need to adopt a strict discipline that
minimizes behavioral bias (i.e., intuitive or “gut” feel), does not anticipate a trend beginning or end, and acts when the
trend changes. This approach is diametrically opposed to long-term “buy and hold,” which is viewed as a strategy that is
best suited for passive indexing.

The “how-to” portion of Covel’s book is more vague on the mechanics of trend following than his conceptual logic and
extraordinary examples portray. However, we can’t help but see similarities in approach to trend following in our
Performance Probability Score (PPS) model. PPS incorporates analysis of relative valuation and relative price
performance to produce risk and reward expectations for individual stocks. The core of the model is a binary separation
of whether long-term relative price performance is positive or negative. Trend following is doing the same.
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We have three years of performance data for PPS that are consistent with the concept of trend following. PPS ratings
with a definable positive trend of relative price strength (PPS 1-4) have outperformed the S&P 500 handily while stocks
with a long-term negative price trend (PPS 6-9) generally have underperformed. While we would argue that an overlay
of relative valuation provides an important consideration, the basic rule of PPS is to stay with a positive or negative
rating until a definable change has occurred. In other words, PPS does not anticipate changes in trends.

! Covel, Michael, Trend Following: How Great Traders Make Millions in Up or Down Markets, Financial Times
Prentice Hall Books, 2004.

All relevant disclosures and certifications appear on pages 3 and 4 of this report.
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Cumulative Absolute Returns by PPS Category
(August 2001 - September 2004)
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An example of trend following and PPS is the performance of Tyco International (TYC). The chart below shows a price
graph of TYC from July 31, 2001 (inception of the PPS model), through September 30, 2004. The long-term relative
price portion of PPS turned negative on TYC in January 2002 as the stock was declining sharply. Trend following
makes no claim of getting investors out at a price peak. In reality, there is usually a period of negative relative
performance before a change in the longer-term trend becomes definitive. At the time of the negative change in PPS
rating, there was no doubt skepticism that the model was too late and the price weakness represented an attractive
buying opportunity, given the extremely low valuation of the stock.

Tyco International (TYC) PPS Case History
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As it turned out, Tyco was to be front-page news and a “poster child” of corporate malfeasance for most of 2002. The
stock bottomed at around $8 in July 2002 and began to move steadily higher. As with a market peak, trend following is
unlikely to have a definitive change at the price bottom. From a perspective of trend following, there needed to be a
period of positive relative performance before there was a confirmed change. This did not occur for the PPS model on
Tyco until May 2003 at about $16. Again, there was no doubt skepticism that the model was too late in recognizing the
improvement in TYC and the stock was approaching full valuation.
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The purpose of this case history is to illustrate the methodology underlying the PPS model. This security was chosen
because it demonstrates the characteristics the model attempts to justify. This illustration is not an indication that all
stocks will perform similarly. There are securities in the PPS model that do not justify this investing approach.

Other than using consensus estimates for determining relative valuation, PPS provides an opinion that is independent of
analysts’ recommendations. The model is mechanical, unemotional, adaptive to change, and confirms rather than
anticipates. Each of these characteristics is consistent with Covel’s definition of successful trend following.

Investment books that have a lasting appeal offer insight that resonates with a large number of investors. We believe
Michael Covel’s Trend Following will be such a book. Importantly, Covel makes the case that investors are likely to
benefit from having a portion of their portfolio invested in a non-traditional approach that adapts to whatever stock or
asset class is exhibiting definable trends. While this “trader” mentality may strike some as inappropriate, this approach
is becoming modus operandi for some of the most sophisticated and successful long-term investors.

Richard E. Cripps, CFA
Chief Market Strategist

Important Disclosures and Certifications

I, Richard Cripps, certify that the views expressed in this research report accurately reflect my personal views
about the subject securities or issuers; and I, Richard Cripps, certify that no part of my compensation was, is, or
will be directly or indirectly related to the specific recommendation or views contained in this research report.

*PLEASE NOTE THAT THE OPINIONS EXPRESSED IN THIS REPORT ARE BASED SOLELY ON
TECHNICAL AND QUANTITATIVE ANALYSIS, AND MAY DIFFER FROM FUNDAMENTAL ANALYST
OPINION. FOR A COPY OF ANY LEGG MASON REPORT PLEASE CONTACT YOUR LEGG MASON
REPRESENTATIVE.

Legg Mason Wood Walker, Inc.'s research analysts receive compensation that is based upon (among other factors) Legg
Mason Wood Walker, Inc.'s overall investment banking revenues.

Our investment rating system is three tiered, defined as follows:

BUY -We expect this stock to outperform the S&P 500 by more than 10% over the next 12 months. For higher-
yielding equities such as REITs and Ultilities, we expect a total return in excess of 12% over the next 12 months.

HOLD -We expect this stock to perform within 10% (plus or minus) of the S&P 500 over the next 12 months. A
Hold rating is also used for those higher-yielding securities where we are comfortable with the safety of the

dividend, but believe that upside in the share price is limited.

SELL -We expect this stock to underperform the S&P 500 by more than 10% over the next 12 months and
believe the stock could decline in value.

Of the securities we rate, 40% are rated Buy, 58% are rated Hold, and 2% are rated Sell.

Within the last 12 months, our firm has provided investment banking services for 45%, 43% and 14% of the companies
whose shares are rated Buy, Hold and Sell, respectively.

We also use a Risk rating for each security. The Risk ratings are Low, Average, and High and are based primarily on the
strength of the balance sheet and the predictability of earnings.

Additional Disclosures

The information contained herein has been prepared from sources believed reliable but is not guaranteed by us and is
not a complete summary or statement of all available data, nor is it considered an offer to buy or sell any securities
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referred to herein. No investments or services mentioned are available in the European Economic Area to private
customers or to anyone in Canada other than a Designated Institution.

Opinions expressed are subject to change without notice and do not take into account the particular investment
objectives, financial situation or needs of individual investors. Employees of Legg Mason Wood Walker, Inc. or its
affiliates may, at times, release written or oral commentary, technical analysis or trading strategies that differ from the
opinions expressed within.

Legg Mason Wood Walker, Inc. is a multidisciplined financial services firm that regularly seeks investment banking
assignments and compensation from issuers for services including, but not limited to, acting as an underwriter in an
offering or financial advisor in a merger or acquisition, or serving as a placement agent for private transactions.

Additional information is available upon request
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