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• We do not feel that a lot has changed underneath the
recent volatility 

• In� ation should remain benign in the short term, but
is a concern longer-term

• We expect the Fed to remain accommodative, however
some uncertainty over monetary policy will remain

• We believe interest rates have largely completed their
re-pricing
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What is the backdrop for recent fixed-income market events? 

�� On May 22, Federal Reserve (Fed) Chairman Ben Bernanke testified that the Fed could begin to taper 
its asset purchase program within its next few meetings 

�� This helped to precipitate the volatility and uncertainty we’ve seen over the last seven weeks 

�� Prior to Bernanke’s statement, the economic landscape could be described by three characteristics: 
�à Modest global growth

• Not fast enough to worry about central bank tightening; not slow enough to worry about recession 
�à Benign US inflation 

• Inflation stayed between 1% and 2% 
�à Central bank accommodation and support 

�� These resulted in very low interest rates, spreads, and volatility 

�� In the post-crisis period, risk assets have been outstanding performers

�� A winning strategy in this environment has been to stay long interest rates
�à Prior to the last seven weeks: 

• The 10-year Treasury traded around 1.5% to 2% for the past two years
• High-yield spreads traded as close as ~400 basis points (bps) 
• The MOVE Index showed a consistent downtrend over the last ~18 months  

�� What has changed? 
�à The market’s perception of future Fed actions 

• Fed support seems less certain 
�à The Fed has become more optimistic about the economy broadly, and about the labor market 

specifically 
�à In its June Federal Open Market Committee (FOMC) statement, the Fed pointed to several parts of 

an improving backdrop: 
• Diminished downside risks to the economy 
• Lower unemployment rates in the future 
�» No longer called labor markets weak 
�» Dismissed recent declines in inflation  

�à These changes came suddenly and were a sharp departure from what we’ve seen from the Fed 
in the past
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�à The market is now uncertain about the course of the Fed’s asset purchase program and 
monetary policy 
�à With this increase in uncertainty, markets have re-priced 

Market Review 

�� Over the course of the last seven weeks, volatility has increased sharply 

�� Ten-year Treasury rates have backed up to ~2.5%

�� High-yield spreads have backed up to ~500 bps 

�� The US dollar has strengthened, especially versus emerging market currencies 

�� The market is re-thinking where the federal funds rate will be as we look to the future
�à Eurodollar futures indicate that tightening expectations have been pulled forward 

�� The last seven weeks have also seen a sharp change in asset class correlations 
�à Treasury yields have risen as equity prices have fallen 
�à Both high-yield and emerging market bonds have sold off with Treasuries 

�à This dynamic has caused asset managers difficulty from a portfolio construction standpoint 

Outlook 

�� We don’t think a lot has changed underneath the recent volatility  

�� We believe modest growth in the US will continue at 2% to 2.5%
�à The private sector should continue to improve its balance sheet
�à The housing sector should continue to improve
�à There may be a pick-up in the second half of the year, but there’s no sign of it yet 

�� We think Europe will remain in recession, but it should start to abate toward the end of the year 

�� We anticipate that China will be moderately softer at 7% to 7.5% GDP 

�� We believe inflation will remain benign in the short term, but is a concern longer-term

�� We expect the Fed to remain accommodative 
�à It may start to taper its bond buying program by as early as September, but it will continue to provide 

supportive monetary policy 
�à The federal funds rate is not likely to move before 2015 
�à However, some uncertainty over monetary policy will remain 

Investment Considerations 

�� We believe interest rates have largely completed their re-pricing 
�à We don’t think we’re entering a secular bear market in bonds 
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�� Emerging markets (EM) have been substantial underperformers, but we like their fundamentals 
�à EM debt and deficit positions are attractive, as are their reserve positions and their growth backdrop 

�� We’re concerned about worsening liquidity positions in the market  
�à Is there sufficient risk capital? 
�à US primary dealer holdings of corporate bonds greater than one year have decreased dramatically 

since 2007–2008 

�à What happens when we have a liquidating market? 

Definitions

Taper refers to a gradual reduction in the pace of the Federal Reserve’s “Quantitative Easing” bond-
buying program.

Spread is the difference in yield between two different types of fixed income securities with similar 
maturities; usually between a Treasury or sovereign security and a non-Treasury or non-sovereign security.

MOVE Index refers to the Merrill Lynch Volatility Estimate Index, a yield-curve-weighted index of the 
normalized implied volatility on 1-month Treasury options for the 2, 5, 10, and 30 year maturities.

Federal funds rate is the interest rate that banks with excess reserves at a U.S. Federal Reserve district 
bank charge other banks that need overnight loans.

All investments involve risk, including possible loss of principal. Past performance is no guarantee of future results. 

Yields represent past performance and there is no guarantee they will continue to be paid.  Investors may not invest directly in an index.  
Equities are subject to price fluctuations. 

The opinions and views expressed herein may differ from those of other managers and are not intended to be relied upon as a prediction 
or forecast of actual future events or performance, or a guarantee of future results or investment advice.

Fixed income securities are subject to interest rate and credit risk, which is a possibility that the issuer of a security will be unable to make 
interest payments and repay the principal on its debt. As interest rates rise, the price of fixed income securities falls. High yield bonds are 
subject to increased risk of default and greater volatility due to the lower credit quality of the issues.

Foreign securities are subject to the additional risks of fluctuations in foreign exchange rates, changes in political and economic conditions, 
foreign taxation, and differences in auditing and financial standards. These risks are magnified in the case of investments in emerging markets.

U.S. Treasuries are direct debt obligations issued and backed by the “full faith and credit” of the U.S. government. The U.S. government 
guarantees the principal and interest payments on U.S. Treasuries when the securities are held to maturity. Unlike U.S. Treasury securities, debt 
securities issued by the federal agencies and instrumentalities and related investments may or may not be backed by the full faith and credit of 
the U.S. government. Even when the U.S. government guarantees principal and interest payments on securities, this guarantee does not apply 
to losses resulting from declines in the market value of these securities.



* As of March 31, 2013.
 © 2013 Legg Mason Investor Services, LLC. Member FINRA, SIPC. Western Asset Management Company of Legg Mason, Inc. and Legg  

Mason Investor Services, LLC and all entities mentioned above are subsidiaries of Legg Mason, Inc.  409391  MIPX015766  7/13  FN1212223

Independent expertIse.   
Singular focuS.
Legg Mason is a leading global 
investment company committed to 
helping clients reach their financial goals 
through long term, actively managed 
investment strategies. 

•  Over $665 billion* in assets invested 
worldwide in a broad mix of equities, 
fixed income, alternatives and  
cash strategies

•  A diverse family of specialized 
investment managers, each with its 
own independent approach to research 
and analysis

•  Over a century of experience in 
identifying opportunities and delivering 
astute investment solutions to clients

lmthoughtleadership.com

@leggmason

Batterymarch

Brandywine global

clearBridge investments

legg Mason global asset allocation

legg Mason global Equities group

Permal

royce & associates

Western Asset Management

IMPoRtANt INFoRMAtIoN: 
this document is for information only and does not constitute an invitation to the public to invest. You should be aware 
that the investment opportunities described should normally be regarded as longer term investments and they may not 
be suitable for everyone. 

the value of investments and the income from them can go down as well as up and investors may not get back the 
amounts originally invested, and can be affected by changes in interest rates, in exchange rates, general market 
conditions, political, social and economic developments and other variable factors. Past performance is no guide  
to future returns and may not be repeated. Investment involves risks including but not limited to, possible delays in 
payments and loss of income or capital. Neither Legg Mason nor any of its affiliates guarantees any rate of return or the 
return of capital invested. Please note that an investor cannot invest directly in an index. Forward-looking statements 
are subject to uncertainties that could cause actual developments and results to differ materially from the expectations 
expressed. 

this information has been prepared from sources believed reliable but the accuracy and completeness of the information 
cannot be guaranteed and is not a complete summary or statement of all available data. Individual securities mentioned 
are intended as examples of portfolio holdings and are not intended as buy or sell recommendations. Information and 
opinions expressed by either Legg Mason or its affiliates are current as at the date indicated, are subject to change 
without notice, and do not take into account the particular investment objectives, financial situation or needs of  
individual investors. 

the information in this document is confidential and proprietary and may not be used other than by the intended user. 
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. this document may not be reproduced, distributed or published without 
prior written permission from Legg Mason. Distribution of this document may be restricted in certain jurisdictions. Any 
persons coming into possession of this document should seek advice for details of, and observe such restrictions (if any).

this document may have been prepared by an advisor or entity affiliated with an entity mentioned below through 
common control and ownership by Legg Mason, Inc.
This material is only for distribution in the jurisdictions listed.

INveStoRS IN euRoPe: 
Issued and approved by Legg Mason Investments (europe) Limited, registered office 201 Bishopsgate, London eC2M 3AB. Registered in 
england and Wales, Company No. 1732037. Authorized and regulated by the Financial Conduct Authority. Client Services +44 (0)207 070 7444. 
this document is for use by Professional Clients and eligible Counterparties in eu and eeA countries. In Switzerland this document is only for 
use by Qualified Investors. It is not aimed at, or for use by, Retail Clients in any european jurisdictions. 

INveStoRS IN HoNg KoNg, KoReA, tAIWAN AND SINgAPoRe: 
this document is provided by Legg Mason Asset Management Hong Kong Limited in Hong Kong and Korea, Legg Mason Asset Management 
Singapore Pte. Limited (Registration Number (ueN): 200007942R) in Singapore and Legg Mason Investments (Taiwan) Limited (Registration 
Number: (98) Jin Guan Tou Gu Xin Zi Di 001; Address: Suite E, 55F, Taipei 101 Tower, 7, Xin Yi Road, Section 5, Taipei 110, Taiwan, R.O.C.; Tel: (886) 
2-8722 1666) in Taiwan. Legg Mason Investments (Taiwan) Limited operates and manages its business independently. It is intended for distributors 
use only in respectively Hong Kong, Korea, Singapore and Taiwan. It is not intended for, nor should it be distributed to, any member of the public  
in Hong Kong, Korea, Singapore and Taiwan. 
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