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At Franklin Templeton, we know we can’t control the
economic environment or the direction of interest rates.
That’s why we manage our fixed income funds with a
long-term outlook, with the overall goal of providing our
shareholders a high level of current income, consistent
with prudent investment management guidelines. This
strategy has helped Franklin Templeton become a leader
in fixed income investing.

UNDERSTANDING INTEREST RATE FLUCTUATIONS

What causes interest rates to rise and fall?

The Federal Reserve Board (the Fed) controls the Federal
funds target rate (Fed funds rate), which in turn influences
the market for shorter-term debt securities. The Fed funds rate
is the rate that banks charge other banks for overnight loans.
The Fed closely monitors the economy and has the power to
raise or lower the Fed funds rate to keep inflation in check

or to help stimulate the economy.

Longer-term interest rates, as represented by yields of the
10-year and 30-year Treasury bonds, are market-driven and tend
to move in anticipation of changes in the economy and inflation.

How do changes in interest rates affect bond prices?

Typically, bond prices and interest rates move in opposite
directions. This means that when interest rates rise, bond
prices tend to fall, and conversely, when interest rates
decline, bond prices tend to rise.

Here’s why: Suppose you invest $1,000 in a 10-year U.S.
Treasury bond with a 2% yield. That interest rate is fixed, even
as prevailing interest rates change with economic conditions—
especially the rate of inflation. After five years, you decide to
sell the bond, but interest rates have risen and similar new
bonds are now paying 3%. Obviously, no one wants to pay
$1,000 for a bond yielding 2% when a higher-yielding bond
costs the same. So the bond’s value has decreased.
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When interest rates decrease, the reverse happens. If interest
rates had fallen and new Treasury bonds with similar maturities
were yielding 1%, you could most likely sell your 2% bond for
more than your purchase price. As the diagram below shows,
generally speaking, the prices of longer-term bonds are more
sensitive to changing interest rates.

INTEREST RATES AND BOND PRICES

Bond Prices

Interest Rates

Likewise, the share price of a fixed income mutual fund may
move up or down, depending on movements in interest rates and
their effect on the value of the bonds held in the fund’s portfolio.
Since bond prices generally move in the opposite direction of
interest rates, as the prices of bonds in the fund adjust to a rise
in interest rates, the fund’s share price may decline.

Investors in fixed income mutual funds should also remember
that because they invest in a professionally managed portfolio
of bonds, the amount of interest income received by the fund
will vary over time as individual bonds in the portfolio are bought
and sold. Therefore, even though a fund’s share price may
decline when interest rates increase, the amount of income the
fund pays could potentially increase over time. This situation
can occur when new bonds with higher interest rates are added
to the fund, and those with lower interest rates are sold.

How do changes in interest rates affect different sectors

of the fixed income market?

U.S. government and agency bonds tend to be the most sensitive
to interest rate fluctuations because of their high credit quality.
Municipal bonds are similarly affected, since historically their
risk of default is typically less of a concern.!

1. Historically, default rates for rated municipal bonds have been less than 1% (Moody's Investors Service,
as of February 2011). Most recent data available. Historical data does not guarantee future results.
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Corporate bonds may react differently, depending on the
credit quality of the issuer. For example, high-yield corporate
bonds tend to be affected more by changes in company
fundamentals than by interest rate fluctuations, since credit
quality is typically more of a factor. International bonds also
tend to react to credit fundamentals as well as currency
changes and foreign economic conditions rather than U.S.
interest rates. Adjustable-rate mortgages and floating-rate
loans are generally less sensitive to interest rate risk because
of their rate reset features, allowing them to generally maintain
a spread over benchmark rates as well as potentially provide
solid returns in a rising interest rate environment. Because of
these differences, it may make sense to diversify the fixed
income portion of your portfolio, just as you would diversify
the equity portion of your portfolio.

WHY FIXED INCOME?—INCOME AND DIVERSIFICATION

It's important to remember the main reasons to own fixed
income funds don’t change when the market changes. In
addition to providing monthly income, fixed income funds
are also an important component of a diversified portfolio.
Because the bond and stock markets have often behaved
differently, fixed income funds can play a key role in helping
to reduce the potential impact of stock market volatility on
your overall portfolio. Also, generally speaking, bonds have
been less volatile over the long-term.?

INCOME HAS ITS ADVANTAGES

While a bond’s price will fluctuate with interest rate changes,
it's important to remember that price movement is only part
of the picture. Bond investors also receive income, which
historically has composed the vast majority of a bond’s total
return. Total return includes a bond’s price movement (capital
appreciation or depreciation) and income the bond generates.

And because bonds generally pay interest whether prices move
up, down or stay the same, bond yields can help to cushion
overall total return in down years.

The chart above shows a year-by-year breakdown of the
total return of the Barclays U.S. Aggregate Index. Although
the prices of these bonds declined in 5 of the 13 years
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illustrated, the bonds’ income helped offset the price movements.
In fact, after considering income, none of the 13 years experienced
a negative return.®

Income: An Historically Important Component of Total Return*
20-Year Period Ended December 31, 2012

% of
Total Return
Government Bonds
B Income ......... ..., 91.7%
B Appreciation on
Initial Investment . ............. 8.3%
Municipal Bonds
Mincome ...........ciiiii... 93.1%
B Appreciation on
Initial Investment .. ............ 6.9%
Corporate Bonds
Mincome ..........ciiiii... 96.6%
B Appreciation on
Initial Investment .. ............ 3.4%

The charts are for illustrative purposes only and do not reflect
the past or future performance of any Franklin, Templeton or
Mutual Series fund.
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PUTTING IT ALL INTO PERSPECTIVE

Although it's impossible to predict the exact timing and
direction of interest rate changes, it's almost certain that
fluctuations will occur. The following strategies may help
you manage any price fluctuations in your mutual fund
investment caused by changing interest rates.

Invest for the long term
For the portion of assets you won’t need in the near future,
maintaining a long-term perspective can help you ride out

many of the fluctuations caused by changing interest rates.

Use dollar-cost averaging

You may reduce your overall cost of purchasing fund shares

by investing in securities at regular intervals. By investing

the same amount of money at regular intervals, regardless of
fluctuating price levels, you’ll buy more shares when prices

are low and fewer when prices are high. In the end, your
average cost per share may be less than the average price

per share for the period in which you made your purchases.

However, dollar-cost averaging does not guarantee a profit
or protect against a loss during declining markets, and
you should also consider your financial ability to continue
purchases through periods of low and high price levels or
changing economic conditions.

Reinvest your dividends

You may opt to reinvest your dividends and/or capital gain
distributions automatically. In doing so, you can purchase
additional shares of the fund, increasing the number of

shares of your investment. Or, you might consider redirecting
your dividends automatically from one mutual fund to another.
For example, you may be able to reinvest the monthly dividends
from your fixed income mutual fund into an equity fund for
potential capital appreciation.

Use the services of a financial advisor

The key to a sound investment strategy is to develop a long-
term plan that suits your needs and stick with it. A financial
advisor is an important source of investment expertise and
can help you construct an investment portfolio to best meet
your individual objectives.

If you have any questions about Franklin Templeton’s fixed
income funds, please call your financial advisor. Investors should
carefully consider a fund’s investment goals, risks, charges and
expenses before investing. To obtain a summary prospectus and/or
prospectus, which contains this and other information, talk to
your financial advisor, call us at (800) DIAL BEN/342-5236 or visit
franklintempleton.com. Please carefully read a prospectus before
you invest or send money.

All investments involve risks, including possible loss of principal.

2. Source: © 2013 Morningstar. All rights reserved. The information contained herein: (1) is
proprietary to Morningstar and/or its content providers; (2) may not be copied or distributed; and
(3) is not warranted to be accurate, complete or timely. Neither Morningstar nor its content providers
are responsible for any damages or losses arising from any use of this information. Past performance
does not guarantee future results. Based on standard deviations of the Barclays U.S. Aggregate Index
and the S&P 500 Index for the 20 years ended 12/31/12. Indexes are unmanaged, and one cannot
invest directly in an index.

3. Source: © 2013 Morningstar. Returns include reinvestment of interest. Indexes are unmanaged,
and one cannot invest directly in an index. Past performance does not guarantee future results.
4. Source: © 2013 Morningstar. Total return includes compounded income and capital appreciation
over the 20-year period ended 12/31/12. Government bonds are represented by the Barclays U.S.
Government Index; municipal bonds are represented by the Barclays Municipal Bond Index; corporate
bonds are represented by the Barclays U.S. Credit Index. Indexes are unmanaged, and one cannot
invest directly in an index. Past performance does not guarantee future results.
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Franklin Templeton Distributors, Inc.
One Franklin Parkway, San Mateo, CA 94403-1906
s (800) DIAL BEN®/342-5236
FRANKLIN TEMPLETON franklintempleton.com
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Franklin Templeton Investments

Your Source for:

¢ Mutual Funds

¢ Retirement Plans

e 529 College Savings Plans

e Separately Managed Accounts
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