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Performance Review

During the second quarter of 2020 the portfolio outperformed its
benchmark, the Bloomberg Barclays 1-5 Year US Government/Credit
Bond Index, by 88 basis points (bps) on a gross basis.

The second quarter of 2020 stood in sharp contrast to the first as global
risk sentiment rebounded significantly. Although cases of COVID-19 con-
tinued to rise globally, the death rate for those infected trended lower
over the quarter and there was room for cautious optimism around the
development of both a vaccine and therapeutic treatments. The greatest
contributor to performance during the quarter was emerging markets
exposure, contributing 28 bps, as spreads tightened and currencies
generally strengthened versus the US dollar. High-yield exposure was
the second largest contributor as bond spreads tightened. There were
no notable detractors over the quarter.

Investment Outlook

The recession endured by the US, which started in March, is striking in
that it was effectively the first government-mandated recession in US
history. The upside of this fact is that precisely because the recession
was mandated by government edicts, it can be quickly reversed when
those edicts are removed. While COVID-19 case incidences have returned
to peak levels recently, only about six weeks into a reopening of the US
economy, we believe that widespread shutdowns will not be reintroduced.

Atpresent, itis likely that Q2 GDP will register in the range of -30% to -35%
(annualized), weaker than we expected in late-March. The bulk of these
declines will occur in five extremely hard-hit service sectors: health care,
restaurants, accommodations, passenger travel and recreational activities.
However, there will also be notably sharp declines in construction, motor
vehicle production and other goods-production sectors.

We think it’s likely there will be essentially a complete recovery by the
end of Q3 in sectors such as construction, manufacturing and non-leisure
services, while accommodations and passenger travel will lag. However,
health care and restaurants are far and away the largest contributors
to GDP. Neither of these sectors is likely to return to pre-COVID activity
levels, but both had already begun to bounce in May—and even partial
rebounds there will power an extremely strong-sounding Q3 GDP num-
ber. Signals from vehicle and new-home sectors were also encouraging.

With some social distancing strictures likely to be in place for quite a
while, we believe the process of complete recovery from the COVID crisis
will take time, but possibly not the two to 10 years that various analysts
think will be necessary.

For more information on Western Asset, visit westernasset.com.
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