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The adage that it’s all about stock picking has not been more true than in the last three years. Of the largest 1,000
stocks, seven in 10 outperformed the S&P 500 with an average gain of five times that of the index.

The broad market performance has been led from the bottom in terms of market capitalization and by stocks with

lower quality fundamentals. The laggards have been the larger stocks with higher quality fundamentals. We
anticipate a reversal of these performance trends.

The two drivers of market breadth — cyclical market recovery and correction of the large stock valuation
imbalance — have contributed to the extraordinary number of advancing stocks in the last three years. However,
we believe these catalysts of broad market performance have matured.

High-quality large stocks have become out-of-favor with investors frustrated with poor relative performance.
However, we believe the relative valuation of large stocks has improved to a level that makes them a superior risk/
reward choice for investors.

As the number of advancing stocks narrows, stock picking will become more challenging as will outperforming the

S&P 500.
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The adage that it’s all about stock picking has not been more true than in the last three years. Of the largest 1,000 stocks,
seven in 10 outperformed the S&P 500 with an average gain of five times that of the index.' This extraordinary period of
market breadth has contributed mightily to the positive relative performance of active portfolio managers. According to
Morningstar, 15 of the 20 domestic stock fund categories outperformed the S&P benchmark for the three years ending in
April 2005. The broad market performance has been led from the bottom in terms of market capitalization and by stocks with
lower quality fundamentals. The laggards have been the larger stocks with higher quality fundamentals. We anticipate a
reversal of these performance trends.
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The largest 50 stocks in the S&P 500 represent over half the market value and performance of the index. This group of stocks
represents industry leaders and companies with global business franchises. Their underperformance in the last three years
stands in stark contrast to the performance of the overall market. Among the largest 50, the ratio of stocks outperforming the
index was just four in 10 and their aggregate market capitalization change was a negative 0.4% versus a gain of 30.7% for the
S&P 500 excluding its largest 100 stocks.

Our anticipation of a narrowing in market breadth and better relative performance of large stocks is threefold: (1) the maturity
of the market’s recovery from a deep and long bear market has removed the overly depressed condition for many stocks,
particularly those that are small- and mid-sized, (2) the valuation excess of large stocks has been fully corrected, and (3)
larger stocks with global businesses, quality fundamentals, and attractive relative valuations typically offer investors a more
favorable risk/reward investment opportunity than the broader market. As the number of advancing stocks narrows, stock
picking will become more challenging as will outperforming the S&P 500.

Cyclical Breadth Has Peaked

The cyclical improvement in breadth (the number of stocks advancing versus declining) peaked in April 2004, approximately
one year after the market began a sustained recovery. Over this period, the year-over-year performance of the Value Line
index outdistanced the S&P 500 by 32 percentage points.” The heady relative performance was a consequence of a long and
deep bear market that depressed many stocks. As investors became confident in the market’s direction, the vast majority of
stocks responded with sharp gains. But now more than two years into a sustained market advance that has been underpinned
by increasing earnings, the P/E multiple of the broad market is just a few points shy of its all-time high (Value Line Index).
To the extent market breadth was coiled for performance from a cyclical bear market, these forces have been alleviated.

The second catalyst propelling positive market breadth is a legacy from the prior bull market. The ratio of advancing stocks
peaked in the spring of 1998, when investors shifted their attention to a relatively narrow band of large stocks to almost a full
exclusion of anything else (Chart 3). At its peak in March 2000, the S&P 500 was trading at over 26x expected earnings
versus a P/E of 13x for the Value Line index. The ensuing bear market corrected the unprecedented disparity and excessive
valuation of large stocks. From its peak in March 2000 through last April, the P/E ratio of the S&P 500 has contracted by
more than one-third while the Value Line earnings multiple expanded by a similar amount. Over this time horizon, the S&P
500 has declined by 24.3% while the Value Line index has increased by 55.8% (Chart 1).

1 Trailing-three-year performance of 1,000 largest market capitalization stocks as of April 30, 2005.
2 The Value Line Index is an equal weighting of approximately 1,800 stocks and is used as a proxy for the broad market in our discussions.
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Chart 3
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Evidence of Maturity

The two drivers of market breadth — cyclical market recovery and correction of valuation imbalances — have contributed to
the extraordinary number of advancing stocks in the last three years. However, these forces are losing momentum from their
inevitable maturity. Through April, the year-over-year performance of the Value Line index is slightly negative to the S&P
500 and the valuations of larger stocks are now at a discount to the broad market.

Chart 4 shows the year-over-year performance of an equally weighted stock universe similar to Value Line. Oscillations
below 0% indicate the broad market is outperforming the S&P 500 on a year-over-year basis and the opposite when the
oscillations are above 0%. As the chart indicates, there appears to be an alternating pattern between large and broad market
performance with the last 10 years experiencing sharp extremes in one direction or another. The last five years have been as
dramatically favorable for broad market performance as they were for the S&P 500 in the previous five years. However, the
relative performance of the broad market is succumbing to a cyclical maturity that slows the momentum of market breadth.
An important corollary to this chart is the insight to the performance of active managers. The S&P 500 outperforms most
active managers when market breadth is narrowing (i.e., oscillations above 0%) and generally has underperformed when
breadth is broadly positive.

Chart 4 Performance of S&P 500 Index Relative to CR Universe
(12 Month Price Change)
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Reprinted with permission from Contravisory Research Corp. (www.contravisory.com)
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The valuation premium that was accorded to large stocks also has been completely eliminated. Chart 5 shows current
valuation measures using forward-12-month consensus forecasts of sales, earnings, cash flow, and book value of the S&P 500
and a broad universe of stocks. With the exception of P/BV, the broad market universe is showing a higher relative valuation
to the S&P 500. The previous premium accorded to the very largest stocks in the S&P 500 has now become an appreciable
discount. The powerful catalyst correcting historically disparate relative valuations has leveled the distinction between the
large stocks of the S&P 500 and the broad market.

Chart 5
Valuation Profile'
Price/ Price/ Price/
Price/Sales Cash Flow Earnings Book Value

S&P Top 25 2.5x 11.9x 15.2x 4.0x
S&P Top 50 2.8 12.9 17.1 3.9
S&P Top 100 2.5 12.9 17.5 4.0
S&P 500 2.1 12.1 16.3 34
Broad Market Composite2 2.9 15.9 18.3 33

Source: Legg Mason
1 Based on forward-12-month consensus forecasts

2 Legg Mason Equity Compass

Big is Better

Large capitalization stocks are big for a reason. The underlying businesses usually include important industry leaders and
they possess financial and management resources to enhance their competitive position. Large established companies are also
more likely to provide tangible rewards to shareholders. Tangible rewards by our definition are the value creation (VC) in the
business from the growth of revenues and changes in operating cash flow compared to shareholder benefits (SB) from
dividends, stock buybacks, and a sound balance sheet. We measure these variables monthly over a three-year period and
make sector comparisons to produce a percentile ranking from 0%-100%, which is further divided by quartiles to produce
our Shareholder Value Index (SVI) from A to D. Chart 6 shows the quality percentile rankings for stocks in the S&P 500.
The bias to quality is directly proportional to market-cap size.

Chart 6
Quality Profile'
% of S&P Value Shareholder Shareholder
Market Cap Creation Rank Benefit Rank Value Index
S&P Top 25 36% 58.5% 75.3% 81.3%
S&P Top 50 50% 53.7% 68.7% 74.5%
S&P Top 100 71% 52.9% 65.6% 71.0%
S&P 500 100% 49.7% 59.4% 60.0%
S&P 500 ex Top 100 34% 48.9% 57.9% 57.2%

Source: Legg Mason
1 Equal-weighted average

Quality is a tautology to stocks creating long-term value for shareholders. However, the cyclical and valuation issues favoring
broad performance have been a more powerful force in the market recovery (Chart 7). While the higher risk of lower quality
has provided greater rewards, we do not believe lower quality is a sustaining advantage for investors. Eventually, higher
quality becomes a discriminating variable as superior fundamentals assert themselves in the form of a higher valuation
premium, in our view. Opportunistically, the time for orienting to higher quality is when its perception as a discriminating
variable is suspect and the relative valuation of stocks with better fundamentals is subdued. We believe both conditions are
currently evident.
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Chart 7

Cumulative Performances by SVI Grade
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Chart 8 shows the average valuation measures of approximately 1,300 stocks ranked by our Shareholder Value Index (SVI).
The stocks with superior fundamentals (SVI-A) are trading for roughly the same valuation as stocks with lower quality. From
an expectations standpoint, investors are applying no premium for higher quality, or alternatively, no discount to stocks with
more volatile fundamentals. We view this valuation neutrality the same as quality spreads in fixed income markets. Narrow
yield spreads among bonds reflect optimism that credit risk is low. But as a seasoned fixed income investor is aware, narrow
spreads become increasingly vulnerable to a negative change as the market becomes more balanced in its view of risk and
reward. We see the same dynamics restoring differentiated valuations for quality in the equity market.

Chart 8
Valuation Profile of Quality Rankings1
Price/ Price/ Price/
Price/Sales*  Cash Flow* Earnings* Book Value*

SVI-A 2.3x 12.4x 17.2x 3.5x
SVI-B 2.1 13.0 17.6 3.0
SVI-C 2.0 12.4 17.9 2.7
SVI-D 1.8 11.5 18.4 2.7
Average 2.0 12.3 17.8 3.0

Source: Legg Mason
1 Average of SVI category (equally-weighted)

*Based on forward-12-month consensus forecasts

Investment Timing: Increase Exposure to Large Stocks

It is important for investors to recognize the importance of timing in investment decision making. An investor buying an S&P
500 index fund in March 2000 because it had outperformed most active managers is no doubt as dissatisfied as the investor
who at the same time bought an out-of-favor small-cap value fund is quite pleased. Successful investing, in our view, is
leaning against what has become popular and dispassionately evaluating the merits of what is out-of-favor. Investment timing
is evaluating the best risk/reward over a time horizon that extends beyond the immediate future. With this in mind, we believe
large stocks offer investors the best risk/reward opportunities and would overweight this segment in a portfolio.

One of Wall Street’s oldest sayings is not to confuse luck and genius. That stock picking has been so favorable, or that the
vast majority of active portfolio managers have outperformed the S&P 500 for the last three years, should not minimize the
difficulty of outperforming the index in the long term. The Appendix shows the largest 25 stocks in the S&P 500 and would
be the names that we believe should take increasing prominence in portfolios.
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Appendix

S&P 500 Largest 25 Market-Cap Stocks

—
ofs"z;'%%to Price 52Wk 52Wk Dvd .., PIE* 5YrEPS 5 YearPIE J;‘\'I‘Ie ocE PS  PEG
.~ 5[31/05 High Low Yield (x) % Change % Change
Cumulative Grade

GE  General Electric Co 36%  $3648 $37.75 $3056 24% 164 222 447%  528% B 167 22 21
XOM  Exxon Mobil Corp 33% 5620 6437 4306 24% 431 131 2158%  -544% A 95 12 13
MSFT  Microsoft Corp 26% 2580 3020 2382 12% 104 205 169%  -450% B 151 64 17
C  Citigroup Inc 23% 4711 4999 4210 37% 329 114 333%  -363% B 109 27 10
PFE  Pfizer Inc 19% 2790 3630 2199 27% 125 130 1155%  -741% B 112 40 16
WMT  Wal-Mart Stores Inc 18% 4723 57.89 4620 13% 249 192 915%  -557% A 107 06 12
JNJ Johnson & Johnson 18% 6710 69.99 5437 20% 301 207 980%  -285% A 169 38 17
BAC  Bank of America Corp 17% 4632 4747 4108 39% 399 115 657%  22% A TT 32 13
INTC  Intel Corp 15% 2696 2901 1964 12% 126 224  46%  -566% A 126 42 1.1
AIG  American Intl GroupInc ~ 1.3% 5555 7498 4991 09% 426 152 90.0%  -554% A 40 13 08
MO Altria Group Inc 13% 6714 6850 4450 43% 478 135 431%  741% A 111 20 14
PG Procter & Gamble Co 13% 5515 5740 5053 20% 276 212 119.0%  -52% A 153 23 20
JPM  JPMorgan Chase &Co  1.2% 3575 4045 3335 38% 124 123 -723%  -58% B 124 22 10
CSCO  Cisco Systems Inc 12% 1940 2420 17.01 00% 084 222 127.0% -819% A 169 45 10
IBM  IntlBusiness Machines  1.1% 7555 99.10 7185 1.1% 496 151 153%  -470% A 114 12 15
CVX  Chevron Corp 10% 5378 6315 4477 33% 625 95 193.9% 513% A 67 06 06
KO  Coca-Cola ColThe 10% 4463 5275 3830 25% 196 216 197.0% -467% A 181 45 29
WFC  Wells Fargo & Co 0.9% 6041 6404 5612 32% 420 143 795%  -252% A 126 30 13
DELL DellInc 0.9% 3993 4257 3271 00% 131 289 926%  517% A 255 16 13
VZ  Verizon Communicaions  09% 3538 4227 3371 46% 282 138 -04%  -297% B 48 13 134
PEP  PepsiCo Inc 09% 5626 5720 4737 1.8% 252 237 T726%  -259% A 163 29 21
HD  Home DepotInc 0.8% 3935 4430 3239 10% 236 166 1185%  -641% A 107 10 12
UPS  United Parcel Service Inc ~ 0.8% 7365 89.11 66.65 1.8% 307 244 2987%  -120% A 138 20 20
TWX  Time Warner Inc 08% 1740 1990 1541 00% 075 212 613% -475% D 117 18 19
WB  Wachovia Corp 07% 5075 5628 4305 36% 393 127 129%  215% A 84 30 13
Average T5% 4645 5277 4002 22% 281 176 6854%  -342% A 124 25 19

*Based on trailing-12-month earnings

Source: FactSet Research Systems Inc., Bloomberg, Legg Mason
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We, Richard E. Cripps, CFA and Timothy McCann, certify that the views expressed in this research report accurately
reflect our personal views about the subject securities or issuers; and we, Richard E. Cripps, CFA and Timothy
McCann, certify that no part of our compensation was, is, or will be directly or indirectly related to the specific
recommendation or views contained in this research report.

Important Disclosures and Certifications

*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.

For applicable current disclosures for all covered companies please write to the Legg Mason Research Department at the
following address.

Legg Mason Research Department

Legg Mason Wood Walker, Incorporated

100 Light Street

P. O. Box 1476

Baltimore, Md. 21203-1476

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 Utilities, 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, 42% are rated Buy, 55% are rated Hold, and 3% are rated Sell.

Within the last 12 months, our firm has provided investment banking services for 33%, 31% and 33% 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 to be 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 referred to
herein. 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.
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Legg Mason Wood Walker is a multi-disciplined 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 in private transactions. Moreover, Legg Mason, its
shareholders, directors, officers and/or employees, may from time to time have long or short positions in such securities or in
options or other derivative instruments based thereon.

These materials have been approved by Legg Mason Limited, authorized and regulated by the Financial Services Authority
(UK), in connection with its distribution to intermediate customers and market counterparties in the European Economic
Area. (Legg Mason Limited home office: London +44 20 7557 6030.) 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.

This investment research report is classified as objective for the purposes of the FSA requirements relating to Conflicts of
Interest management. Additional information is available upon request. Please contact a Legg Mason entity in your
jurisdiction.

This email may be considered advertising under federal law. If you decide not to receive Legg Mason products and services
updates, special offers and information via email, please complete the form on our website at
http://www.leggmason.com/OptOut/.

Additional information is available upon request

© 2005 Legg Mason Wood Walker Incorporated 100 Light Street Baltimore, MD 21202
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