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Sometimes, the simplest things are the best things to
do. As managers of assets for investors we try to bal-
ance risk and potential rewards. Given the very low
interest rates available we have tilted toward stocks as
the best asset category available. For several years in
our commentaries we have emphasized the absolute
and relative values available in high quality stocks. Of
particular note are those with a history of dividend pay-
ments, or the ability to pay a rising stream of dividends.

By high quality we mean strong balance sheets, excess
free cash flow, and business models that could main-
tain leadership positions in their respective industries.

That theme has continued to play out as we had hoped, for the right
reasons. The long and painful bear market of 2000 through 2008 left
stocks at levels that had already discounted worst-case scenarios, and
with earnings yields that, in our opinion, kept the downside limited.
For the first time since the mid-1950s, many high quality stocks offered
up-front dividend yields that were higher than interest rates available
on high quality bonds. One of the most striking features of this quarter
has been the number and size of dividend increases by cash-rich com-
panies. There is a growing awareness of the need to reward sharehold-
ers. Payout ratios of after tax profits remain well below historical levels
which, combined with massive corporate liquidity, implies continued
strong dividend growth.

Past performance is no guarantee of future results. All investments involve risk, including
possible loss of principal.
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“One of the most striking features of this quarter has been the number and
size of dividend increases by cash-rich companies.”

While the media seems to have caught on to our
dividend story, evidence points to continued cau-
tion, if not outright fear, of stock ownership. In

our year-end commentary we proposed the thesis
that it was the enormous volatility of stocks, rather
than actual losses that was keeping a generation
of investors on the sidelines.

With the economy showing some minor signs of
improvement, we still look to the Federal Reserve
(Fed)' for clues about their intentions. Chairman
Bernanke has recently restated his concerns about
tightening money, or removing fiscal stimulus

too early in what remains the most treacherous
economy since the 1930s. The intent of the Fed to
keep rates exceptionally low for another two years
continues to promote the need for savers, pension
funds, and endowments to own equities. While
the rally over the past six months has taken the
S&P 500 Index? from 11 times earnings to 14 times
estimated earnings for 2012, stocks are still not
particularly expensive.

We understand the reluctance of people to see
occasional monthly declines in asset value but we
are pleased that from a longer term perspective,
many of our portfolios are at or near all time highs
with the added benefit of higher annual dividends.

In our year-end commentary, we suggested that
for the market to break out of its doldrums, certain
things needed to happen. First, volatility needed to
abate, and it has. Second, a U.S. type solution to
the European banking crisis had to have been start-
ed, as it has. While we still harbor strong doubts
about European economies showing growth, at

least the financial collapse has been averted.
Finally, housing in this country, the main drag on
any longer term outlook, has begun to show signs
of bottoming. Sadly, the stabilization in housing is
not due to a re-invigorated consumer, as unemploy-
ment remains stubbornly high and peoples’ pock-
etbooks remain stretched. Rather, a lot of inventory
is getting absorbed by investors who intend to own
and rent out the very cheap homes.

As we pointed out in our last commentary, domes-
tic energy has become the biggest engine for job
growth. Articles are starting to appear about even-
tual energy independence. Now, if we can just get
through what promises to be a contentious elec-
tion period, the President and Congress could get
down to solving some long term issues.

In the meantime, we continue to focus on balanc-
ing risk and opportunities.

! The Federal Reserve Board (“Fed”) is responsible for the formulation of policies designed to promote economic growth, full employment, stable

prices, and a sustainable pattern of international trade and payments.

2 The S&P 500 Index is an unmanaged index of common stock performance.



What should | know before investing?

All investments involve risk, including possible loss of principal. Equity securities are subject to price fluctuation
and possible loss of principal. Fixed income securities are subject to interest rate and credit risk, which is a possibil-
ity 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.

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.

Dividends and yields represent past performance and there is no guarantee they will continue to be paid.

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 instrumentali-
ties 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.

A credit rating is a measure of an issuer’s ability to repay interest and principal in a timely manner.The credit
ratings provided by Standard and Poor’s, Moody'’s Investors Service and/or Fitch Ratings, Ltd. Typically range
from AAA (highest) to D (lowest). Please see ww.standardandpoors.com, www.moodys.com, or
www.fitchratings.com for details.

This document is for information only and does not constitute an invitation to the public to invest. You should be aware that the investment opportu-
nities 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 confi-
dential 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, distrib-
uted 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 Services 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.
Itis 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 Singa-
pore 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.0.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 respec-
tively 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.

Investors in the Americas:

This document is provided by Legg Mason Investor Services LLC, a U.S. registered Broker-Dealer, which may include Legg Mason International -
Americas Offshore. Legg Mason Investor Services, LLC, Member FINRA/SIPC, and all entities mentioned are subsidiaries of Legg Mason, Inc.
Investors in Canada:

This document is provided by Legg Mason Canada Inc. Address: 220 Bay Street, 4th Floor, Toronto, ON M5J 2W4. Legg Mason Canada Inc. is affiliated
with the Legg Mason companies mentioned above through common control and ownership by Legg Mason, Inc.

Investors in Australia:

This document is issued by Legg Mason Asset Management Australia Limited (ABN 76 004 835 839, AFSL 204827) (“Legg Mason”). The contents are
proprietary and confidential and intended solely for the use of Legg Mason and the clients or prospective clients to whom it has been delivered. Itis
not to be reproduced or distributed to any other person except to the client’s professional advisers.

This material is not for public distribution outside the United States of America.
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