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Key Takeaways

= The municipal market posted positive returns in July, as yields sharply declined across the curve.
= Market technicals improved somewhat, considering slowing outflows and negative net supply trends.
= Strong labor trends and record revenue collections bode well for muni fundamentals as many municipalities entered into a new

fiscal year.

= Western Asset municipal funds experienced mixed performance relative to benchmarks.

Market Review

In July, municipals posted positive returns, and tax-exempts outperformed
most other high-grade fixed-income sectors. The tax-exempt Bloomberg
Municipal Index and Bloomberg High Yield Municipal Index returned 2.64%
and 3.73%, respectively. The Bloomberg Taxable Muni Index returned
1.92%, underperforming the 2.44% return for the US Aggregate Index and
the 3.04% return for the US Credit Index.

The US labor market showed continued strength. The unemployment
rate remained at 3.6% in June, with nonfarm payrolls rising by 372,000,
slightly down from last month’s increase of 384,000, and the labor force
participation rate maintained at 62.3%.

USinflation in June printed higher than expectations year-over-year (YoY),
with core CPI at 5.9% and headline CPI at 9.1%. In month-over-month
(MoM) terms, headline CPI printed at 1.3%, up from last month's 1.0%
gain. Food prices rose 1.0% MoM (10.4% YoY) while energy prices rose
7.5% MoM (41.6 % YoY), making up nearly half of the month'’s inflation.

From a market technicals perspective, municipal demand remained weak,
as municipal mutual fund flows recorded $1.4 billion of outflows for the
month, according to Lipper, bringing year-to-date (YTD) outflows to a re-
cord $80.6 billion. However, July's outflows were the lowest of the year with
two weeks of reported inflows, signaling a potential slowing of the record
negative demand trend. July total municipal new-issue supply decreased
26.7% YoY to $274 billion. Total issuance YTD of $239 billion is 13% lower
than last year's levels, with tax-exempt issuance of $196 billion at the same
level as last year and taxable issuance of $42.7 billion 45% lower YoY. In
addition to lower YoY issuance, this summer’s elevated redemptions have
contributed to negative net supply levels, supporting market technicals.

While strong investment returns and improved contributions from state
and local governments helped pension funding in fiscal year (FY) 2021
(ending June 30), FY2022 has brought challenges for plan sponsors. Nega-
tive market returns, estimated to be -7% for a typical pension plan by S&P
Global, are well below the actuarial assumed returns of +6-8% required to
fund unfunded pension liabilities. Additionally, higher inflation increases
future benefits as they are typically indexed to CPI. All told, state pension
systems are expected to give back the vast majority of 2021 gains as the es-
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timated aggregate funded ratio fell to 709% in FY2022, according to Wilshire
Advisors. Rising unfunded pension liabilities result in higher actuarially
required contributions from plan sponsors (state and local employers).
Municipalities that participate in lower funded plans will face a more dif-
ficult task, already navigating rising contribution schedules and elevated
fixed costs which could coincide with an expected economic slowdown.

With recent Federal Reserve (Fed) rate hikes in mind, it is important to
consider structural benefits of the municipal asset class. Tax-exempt
municipal bonds tend to outperform taxable fixed-income over the full
course of rising-rate cycles. When considering the fact that the municipal
tax-exemption becomes more valuable at higher nominal interest rates, it is
not surprising that municipal yields, over time, move higher at a slower pace
than taxable bond counterparts. Additionally, if the US enters a recession
and corporate spreads widen significantly, the defensive characteristics of
the tax-exempt asset class may benefit from a flight to safety.

Outlook

As the Fed raises rates to combat inflation and domestic growth moderates,
Western Asset expects state and local revenue growth to slow. However,
considering record reserve balances combined with pandemic support
that can be allocated through 2026, we believe municipalities are in a
strong position to manage through economic volatility.

While demand for municipal debt has been challenged YTD, the value of
the municipal tax-exemption increases as interest rates move higher. This
has supported a favorable after-tax relative value proposition for municipal
debt and could spur demand from income-seeking investors subject to
high marginal taxes. Meanwhile, we expect negative net municipal supply
to be driven by limited new issuance and seasonally elevated coupon and
principal redemptions, which could further improve market technicals.

While this has been an uncomfortable year for municipal bondholders thus
far, we believe itis important to recognize that we experienced comparable
maximum drawdowns before, which have been often more than offset by
comparable rebounds that have contributed to a longer-term favorable
value proposition of the asset class.
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Important Information

Past performance is no guarantee of future results. Please note that an investor cannot invest directly in an index. Unmanaged index returns do not reflect
any fees, expenses or sales charges.

Fixed income securities involve interest rate, credit, inflation and reinvestment risks; and possible loss of principal. As interest rates rise, the value of fixed income securities
falls. High-yield bonds are subject to greater price volatility, illiquidity and possibility of default. Certain investors may be subject to the Federal Alternative Minimum
Tax (AMT), and state and local taxes may apply. Capital gains, if any, are fully taxable.

U.S. Treasuries (USTs) 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.

Credit quality is a measure of a bond issuer’s ability to repay interest and principal in a timely manner. The credit ratings are provided by Standard and Poor’s, Moody's
Investors Service and/or Fitch Ratings, Ltd. and typically range from AAA (highest) to D (lowest), or an equivalent and/or similar rating. Investment-grade bonds are those
rated Aaa, Aa, A and Baa by Moody’s Investors Service and AAA, AA, A and BBB by Standard & Poor’s Ratings Service, or that have an equivalent rating by a nationally
recognized statistical rating organization or are determined be of equivalent quality.

Franklin Resources, Inc, its specialized investment managers, and its employees are not in the business of providing tax or legal advice to taxpayers. 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 penal-
ties or complying with any applicable tax laws or requlations. Tax-related statements, if any, may have been written in connection with the promotion or marketing
of the transaction(s) or matter(s) 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.

Any information, statement or opinion set forth herein is general in nature, is not directed to or based on the financial situation or needs of any particular investor, and
does not constitute, and should not be construed as, investment advice, a forecast of future events, a guarantee of future results, or a recommendation with respect
to any particular security or investment strategy or type of retirement account. Investors seeking financial advice regarding the appropriateness of investing in any
securities or investment strategies should consult their financial professional. Views are current as of the date of this publication and subject to change. The information
is based on current market conditions, which will fluctuate and may be superseded by subsequent market events.

©2022 Franklin Distributors, LLC. Member FINRA/SIPC. Western Asset Management Company, LLC and Franklin Distributors, LLC are Franklin Templeton-affiliated
companies.
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