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LEGG MASON,INC. is one of the largest independent asset management
firms in cthe world. At fiscal vear end, we had $969 billion of asscts under
management, of which $324 billion was managed on behalf of clients domiciled
outside the United States. We now have professional staff on-the-ground in

20 cities and 16 countries around the world, in addition to the United Sraces.

Our aim is ro be one of the best asset management firms in the world.
Achieving chis aim requires that we exercise uncompromising standards

of excellence in all aspects of our business.

The central tenet of our management philosophy, which we believe has been
fundamental to our success, is that we rigorously support and protect the
investment independence of our managers. We believe chis is essential to their
'xlChiCVCnlCnt O{:invcstrﬂent C,\'CC”C“CC OVer [h(’.' long terirt. \VC zllSO hclp our
managers stay focused on their business of investing by introducing their
expertise, through mutual funds and similar products that mirror their core

competencices, to institutional and individual investors around the world.

During the past vear, we have executed one of the largest business consolida-
tions and realignments in the history of our industry. The integration of our
business is complete, and the infraseruceure for our future growth is in place.

We now believe we can return to the business of growth.



FINANCIAL HIGHLIGHTS

{dollars in thousands, except per sharg amounts)

Years Ended March 31, 2003 2004 2005 2006 2007
OPERATING RESULTS!
Operaring revenues $ 803,146  $1,153,076  $1,570.700 82,645,212 84,343,675
Operating income 214,518 326,248 489,117 679.730 1,028,298
Income from continuing operations before

income tax provision and minority interest 181,202 301,563 470,758 715462 1,043,854
Ner income? 190,909 297.764 4018,431 1,144,168 646,818
PER COMMON SHARE
Diluted income? $ 1.78 $ 2.65 $ 353 $ 880 s 4.48
Income from continuing aperations per dilured share 1.07 1.68 256 33 4.48
Cash income from continuing operations per diluted share? 1.40 1.98 317 4.10 5.86
Dividends declared 0.237 0.373 0.550 0.690 0.810
Book value 12.39 15.18 20.97 41.67 45.99
FINANCIAL CONDITION
Total assets $6,067.450 $7.282,483 $8,219.472 $9,302,490  §9,604,488
Total stockholders equity 1,247,957 1,559,610 2,293,146 5.850,116 6,541,490

~

w

Fiscal 2006 includes gain on sale of discontinued operations of $644,040 or $4.94 per share.

Reflects results of CAM and Permal since acquisition in fiscal 2006 and except for Ner income excludes discontinued privare client, capital markets
and mortgage banking and servicing operations, where applicable.

Cash income from continuing operations per diluted share represents a performance measure that is based on a methodology other than generally

accepted accounting principles (“non-GAAP™). For more information regarding this non-GA AP financial measure, see Management’s Discussion
and Analysis of Financial Condition and Results of Operations included in this Annual Report and the corporate website at www.leggmasen.com

under the “Investor Relations—Financial Highlighes™ section.

OPERATING NET INCOME DILUTED EARNINGS CASH INCOME FROM STOCKHOLDERS'
REVENUES {dollars in mitlions} PER SHARE CONTINUING OPERATIONS  EQUITY
{dolars ir millions) {dolars) PER DILUTED SHARE {doltars in billions)
{dollars)
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[0 The portion of the bars in light bluc abuve represerus the gain on sale of our discontinued operations of $644.0 million or $4.94 per share.
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ASSETS UNDER MANAGEMENT

{doitars in bilfions)
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! Includes assers under management acquired in acquisitions. The light blue portion of the 06 bar represents $408.6 billion wf assers under
management acquired in the December 1, 2005 closing of our cransaction with Cirigroup.

MASON




Raymond A. ("Chip™) Mason
Chairman, President and Chief Executive Officer
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TO OUR STOCKHOLDERS

At Legg Mason, we just completed our first full vear as a pure asser manager and one of the largest

independent asset managemenc firms in the world,

As most of vou know, at the end of calendar 2005 our firm completed two transactions that doubled
our assets under management, broadened our investment capabilities into several new currencies
and asset classes, dramatically expanded our on-the-ground presence around the world, and
introduced us to new markers and distribution channels char will be vieal to our furure success in

an open architecture world.

During che last 12 months, we have execured one of the largese business consolidations and
realignments in che history of our industry. Qur focus this year has been on reraining our kev
people, our clients and our managed assets while realigning and rationalizing our global tund
and distribution platforms, as well as integrating and building out our global technology platforms

and other key infrastructure worldwide.

Lam very pleased to report that we ended this fiscal year with $968.5 billion of assets under
management, up $100.9 billion from the $867.6 billion we managed a year ago. Our managed
assets now include $324.0 billion from clients domiciled outside the United States, and our
managers now have over 725 cmployccs on—thc-ground in 20 cities in 16 countries around the

world, in addition to the United States.

[n the last 12 months, we have successfully completed the realignment and rationalization of our
mucual fund families in the United States, and now have a more streamlined set of products

utilizing our best investment management cupubilitics.

We have also largely completed the consolidation and rationalization of our internarional, cross-
border funds. These funds are sold throughout Europe, Asia, the Middle East and the Americas and
have now been approved for distribution in Hong Kong, Singapore and Taiwan. In total, investors

in over 180 countries have now invested in Legg Mason’s proprictary cross-border funds.’

Qur non-US fund presence now includes “local” fund families in eight countrics—up from two prior
to the Citigroup transaction—that are directed only to investors in such countries. In addition to che
United Kingdom and Singapore, where we have had local tund families for several vears, we now also
have local fund families in Australia, Brazil, Chile, Hong Kong, Japan and Poland. Each of these fund
families ofters a range of local, regional and international or global funds, oftering investors not only
the expertise of their locally based invesement staffs bur now also the expertise of other members of the

Legg Mason group around the world.

' Excludes Permal funds.




Western Asset has proven—once again this year—its ability to grow without negatively affecting its investment performance.
As shown above, investment staff meetings take advantage of videoconferencing to permit participation by its investment
professionals around the world.

Most recently, Legg Mason has received the regulatory approvals necessary to permit our offering a fund
to investors in Australia that will be invested in one of Permal's core funds. This fund will be the firse

Legg Mason proprietary fund to feature Permal.

BUSINESS HIGHLIGHTS

As indicated above, Legg Mason ended the year with $968.5 billion of assets under management, an
increase of $100.9 billion from the $867.6 billion we managed a year ago. Currently, one-third of our
total assets under management, or $324.0 billion, are managed on behalf of clients domiciled outside the
United States, in more than 190 countries.

Permal, which is one of the world’s largest and oldest managers of funds of hedge funds, increased its
assets under management by 33% during the year and by almost 75% since we acquired the firm in
November 2005, reflecting continued strong net client lows and continued strong performance, Close
to 80% of Permal’s assets under management are in multi-manager funds distributed outside the United

States, to investors in more than 90 countries.

Western Asset—our legacy manager most affected by the Citigroup transaction in terms of the work-
load required to absorb over $275 billion in new assets and the related clients, and supporting staff and
systems—had an exceptional year under the circumstances, with its assets under management up 16%,

and with approximartely 60% of the increase from net client flows.




Throughour its history of growth, Western Asset has retained its unique culture, including its collegiality.

ClearBridge Advisors—the new asset management company we established to absorb, consolidate and
manage most of the active US equity asses, products and personnel that came to us from Citigroup—
experienced continued outflows during the vear, partially as expected due to the fund rationalization

process and partially due to investmene performance.

The non-US cquity assets and investment stafls aequired from Citigroup, which have lacgely become
pare of the newly formed Legg Mason [nternacional Equities ("LMIE”) group or Legg Mason’s
International Distribution pl;lrﬂ)rm, saw their combined assers under management grow over 40%

during the year, thanks to their performance in the scrong equity markets outside the United States.

Tescament to the success of Western Asset’s integration of the former Citigroup fixed income and
liquidity assets onto its platform, our long-term fixed income assets under management ended the year
at $470.9 billion, up $60.3 billion, or 15%. from the year ago rotal of $410.6 bitlion, while cur liquidiry
assets under management ended the year ar $159.6 billion (or 16% of our total), having increased by
$27.5 billion, or 21%, from $132.1 billion a year ago. Our equity assets under management increased by
$13.1 billion, or 4%, over the last 12 months, ending che year ar $338.0 billion (35% of our total), up
from $324.9 billion a year ago.

Overall, we now have $335.5 billion invested in our proprietary funds around the world, which
represents an increase of $47.1 billion, or 16%, from $288.4 billion a year ago. Of these amounts,
$252.9 billion (versus $229.0 bilkion) is in funds registered in the United Seates, while the remaining
$82.6 billion (versus $59.4 billion) is in offshore and other non-US funds, sourced from clients in

over 180 countries.?

! Excludes Permal’s and Legg Mason Canada’s funds spomsared by excernal parties, as we classifv them as institutional separare accouncs.

~




POSITIONING LEGG MASON FOR THE FUTURE

Tam Lemke

Tom Hirschmann David Penn Amy Olmert Terry Johnson Don Froude

Some of our division and department heads who have been instrumental in integrating the businesses acquired from Citigroup
are shown above, as well as, immediately above, some members of our senior management team who have recently been given
new or expanded responsibilities.
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In Pensions & Investments' 2007 ranking of “The Largest Money Managers,” Lepg Mason is ranked as the
4 largest institutional manager in the world, the 6% largest manager of US-client assets and the 9 largest

manager overall, based on our worldwide assets under management at the end of calendar 2006.*

In chis same survey, Legg Mason is also ranked as the 4 largest hedge fund manager in the world, a

category that included fund-of-hedge-fund assets, and the 13* largest manager of absolute-return serategies.

According to this same survey, Legg Mason is ranked as the 6™ largest manager of US pension fund
asscts.* Within this critical market segment, we are ranked #1 (the largest) manager of active US fixed

income and che 4™ fargest manager of active US equiry,

Based on a separace Pé& I ranking of che top 200 pension funds/sponsors.® Legg Mason manages money

on behalf of more than 60% of the largest pension funds/sponsors in the United States.

Qur aim is to be one of the besc asset management firms in the world. As 2 result, we have alwavs aimed
to increase and broaden the scale of our asset management business wichout jeopardizing our goal of
delivering consistently strong investment performance over the long term. Some recently published

industry rankings and awards provide an indication of our success in this regard:

o In its 2007 Achievement Awards for institutional funds management, announced in April 2007,
Asianfnvestor named Western Asset for the second consecurive vear as the “Best Global Fixed Income
(hedged) Manager” for their 3-vear risk-adjusted performance and also named Brandvwine Global as the

“Best Global Fixed Income (unhedged) Manager,” for their 5-year risk-adjusced performance.®

o In March 2007, Bill Miller and Mary Chris Gay, as managers of Legg Mason Value Trust, were
recognized as the winner in the Large Cap Blend category of Standard & Poor’s/Business Heek
“Excellence in Fund Management Awards™” Bill has received this Award every vear since the Awards
were initiated in 2003. Also, in the April 2007 edition of Glubal Investor, Legg Mason Capital
Management was named winner of “The 2007 Global Investor Award” for Investment Excellence in
the US Equiry category: these Awards are given for strong investment performance, a clear investment

process and stable and strong business management.

« [n April 2007, Brandywine was named “Best of the Best in Global Bonds™ on both a 1- and 3-year
basis by Asia Aswset Management and "Bond Manager of the Year” by Money Management Letter in its

6" Annual Public Pension Awards for Excellence.®

Pensions & Imvestments, May 28, 2007, The survey ranked and profiled 784 manragers of US institngional rax-exempr assers,
with rnnkings based on assets under management as ot December 31, 2006, Pensions ¢ favestwents is a rrademark of Crain
Communications inc., which is not affilizzed with Legg Mason,

Measured by the assers managed internally on behalf of US institutivnal, tax-exempr clieas.
Pensions & Investmenits, " The Top 200 Pension Funds/Sponsors,” January 22, 2007.
AsianInvestor is owned by Haymarker Publishing, which is not affiliated with Legg Mason.

Standard & Poor’s is a division of The McGraw-Hill Companies, and Business Week is a trademark of The McGraw-Hill Companies,
none of which is afhliated with Legg Mason.

Asiia Asset Management is produced by Asia-Pacific Media, Ltd.. an independent publishing fiem sec up in Hong Kong in December 1993,
and Money Mamagernent Lerrer is a trademark of [nstitutional Investor 1ne., which iva subsidiary of Euromoney [nseitutional Investor PLC,

neither of which is affiliared wich Legg Mason.
MASON
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For the period January 2000 through March 2007, Permal’s historic investment approach is evidenced in the performance of its Absolute
Return and Global Directional Strategies in comparison with the performance (including reinvested dividends) of the &P 500 Index.

PERFORMANCE VS. THE S&P 500, BY YEAR

40% 7
30%
20%
10%
0%

-10%

-20%
-22%

0% - 2000 2001 2002 2003

29%

m Permal’s Absolute Return Sirategy
m Permal’s Global Directional Strategy
o S&P 500 (Dividends Reinvested)

March 31,
2005 2006 2007

The performance for the Absolute Return Strategy comprises the actual returns (net of fees) of selecred
Permal Multi-Manager Funds that can be categorized as absolute return portfolios, pro-rated each year
based on each Fund’s assets for that year. The performance for the Global Directional Strategy comprises
the actual returns (net of fees) of a selected Permal Multi-Manager Fund that can be categorized asa

global directional portfolio.




» In Seprember 2006, the Rovee Funds wopped the list of Forbes’ 2006 Mutual Fund Survey of fund
familics; in compiling the list, Forbes ranked the performance of the 25 largest fund families based on the
average annual performance of each domestic equity fund during the six-vear period.? In January 2007,
in its 2007 Mutual Fund Survey, Forbes magazine cited Royee's Heritage Fund (Service Class) as one of
only four *Brilliant” performing mutual funds, based on its marker performance in both up and down

markets."" In February 2007, the Heritage Fund was also one of 20 funds named by USA Today to its
2007 USA Today Mutual Fund All-Stars.

OURNEWEST MANAGERS

The Permal G roup
Permal is one of the largest fund-of-hedge fund managers in che world, with over $30 billion in assets

under management. With a performance record that extends for more chan 30 vears, the firm is also

one of the most longstanding managers in this rapidly growing industry.

Our acquisition of Permal, completed in November 2005, was quite typical of what we historically have
looked for in a “stand-alone” acquisition: it had the necessary scale, management depth, infrastructure
and performance record to permic its operating wichin the Legg Mason family as a “stand-alone”
business. When Permal was acquired by Legg Mason, the only thing that really changed was its owner-

ship structure, and che signing of a revenue sharing agrecinent with Legg Mason.

Asindicated above, Permal increased its assers under management by 33% during the year and by almost
75% since its acquisition, reflecting the company's continued strong net client flows and continued
strong performance. Permal offers a wide variety of investment programs covering different specic
geographic regions, investment strategies, investment structures and risk/recurn objectives. Close to 80%

of Permal’s assets under management are in multi-manager funds discributed outside the United States.

Permal’s products include both directional and absolure rerurn strategies and are available chrough muld-

manager and single manager funds, separately managed accounts and structured products sponsored by

several of the world’s most prominent financial institutions. Permal selects from among thousands of
investment managers and firms in designing and managing its portfolios. In managing its directional
strategies, Permal’s objcctivc is to participate signiﬁcantl_\’ in strong markers, preserve capital in down or
volatile markets and outperform market indices over a full marker cycle, with reduced risk and volatility.
In managing its absolute return strategies, Permal seeks to achieve positive investment returns in all marker

conditions wich low correlation to the overall equity markets.

? September 18, 2006 cdition. Ferbes is a trademark of FORBES Management Co., Inc., which is not affiliated with Legg Mason,
1 January 29, 2007 edicion, Forbes is a trademark of FORBES Management Co.. Inc., which is not affiliaced wich Legg Mason,
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For the period January 2000 through March 2007, Permal’s historic invesement approach is
evidenced in the performance of its Absolute Return and Global Directional Strategies in com-
parison with the performance (including reinvested dividends) of the S&P 500 Index," shown on
page 10. The performance indicated for Permal’s Absolute Return Strategy comprises the actual
returns (net of fees) of selected Permal multi-manager funds that can be categorized as absolure
return portfolios, pro-rated each year based on each fund’s assets for that year. The performance
indicated for Permal’s Global Directional Strategy comprises the actual returns (net of fees) of a
selected Permal multi-manager fund that can be categorized as a global directional portfolio.

Permal has broadened Legg Mason’s market exposure not only in terms of its asset class but also in
regard to its client base and distribution expertise. Most of Permal’s ultimate investors are high net
worth individuals domiciled in more than 90 countries outside the United States. Permal accesses
these investors through a worldwide, open architecture distribution nerwork that includes many
of the world’s largest banks and securities firms as well as highly regarded private banks and other

high-net-worth intermediaries that operate in more narrow geographic markets.

Since it was acquired, Permal has launched a new multi-manager fund focused on India, established an
office in Hong Kong, established its initial US product offering on several large distribution platforms
directed to US high net worth investors and strengthened its separate account marketing efforts directed
to US institutional investors. Most recently, Legg Mason has received the regulatory approvals necessary
to permit our offering a fund to investors in Australia thar will be invested in one of Permal's core funds.
This fund will be the first Legg Mason proprietary fund to feature Permal.

Permal has more than 150 employees worldwide, with its investment staff headquartered in
New York City, risk management and global distribution headquartered in London and private
equity headquartered in Boston. The company also has ofhices in Dubai, Hong Kong, Nassau,
Paris and Singapore to support its worldwide nerwork of distributors and also to provide investment

research support.

Importancly, all three of Permal’s investment management operations are registered with the US
Securities & Exchange Commission, while its London operation is also an FSA-authorized and
regulated manager. Permal’s offices in Dubai, Hong Kong and Singapore are all licensed and
regulated by the government authorities in those jurisdictions. In addition, eight of Permal’s

14 core fund offerings are rated by Standard & Poor’s, and all but two of these funds—each of which
has less than $400 million under management—are either AA- or AA A-rated.

‘The $& P Index has not been selected to represenc a benchmark for the Strategies, but rather to allow for a comparison of the Strategies’
performance against that of a widely recognized investment benchmark. Past performance is not a guide to future results. This
material is not an offer or solicitation to subscribe for shares in any fund, dees net constitute investment advice, and is provided 1o
illuserate Permal’s invescment philosophy during a specified time period. Sales of shares are made on the basis of the relevant offering
circular and cannot be offered in any jurisdiction in which such offer is not autherized. The Permal Funds are not for public sale in the
US or to US persons, including US citizens and residents, and their sale is restricted in certain other jurisdictions,

12 Standard & Poor's fund-of-hedge-fund ratings of A to AA A reflect Standard & Poor's opinion regarding che qualicy of the rated
fund based on its investment process, management team's expericnce, contral of risks and consistency of performance relative ro

the fund’s own objectives. Sce footnote 7.
LEGG
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ClearBridge’s mission is to deliver consistently superior investment performance, which is pursued through a combination
of research-driven, fundamenral investing and the insights of its veteran portfolio managers, some of whom have been
managing the same portfolios for decades.

C|c;1rBridgc Advisors

Qur business swap with Citigroup, completed in December 2003, enabled us to focus entirely on
asset management as our sole business worldwide. [t also involved by far the largest acquisition in
our history, and the most complex, as it has required us to take a myriad of operating entities around
the world and re-scructure them into businesses that berter fic our model. The fixed income and
liquidity assets, which represented about 2/3 of the acquired assets, as well as the investment
professionals who had been responsible tor managing these assers, have been integrated into
Western Asset. Management of most of the acquired active US equity assets, and the investment
teams responsible for their management, have been consolidated into a single asset management
business, which we named ClearBridge Advisors, with an independent investment operation just

like our other managers.

ClearBridge focuses exclusively on equity management, but ics products cover all major market
capitalizations and a wide range of equity styles. Wich more than $110 billion of assets under manage-

ment,”? ClearBridge is our largest equity manager and our second largest manager overall.

Just over 40% of ClearBridge’s managed assets are in the former Smith Barney, Salomon Brothers and
Citigroup mutual funds that have since been rebranded as the Legg Mason Pareners Funds, with the
remainder in separate accounts for institutions and recail investors. ClearBridge’s separare accounts

primarily include brokes-distributed Separately Managed Accounts (*SMAs”), a business in which

'} Some of the assers that were managed by ClearBridge a year ago were rransferred during chis fiscal vear to other, newly ereated
subsidiaries of Legg Mason.

13




ON THE GROUND, AROUND THE WORLD

Roberto Apelfeld: Brazil

Kimon Kouriyialas: Australia Tomasz Jedrezejczak: Poland Heinrich Lessau: Chile
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Legg Mason is ranked as the largest manager," but also include Section 529 College Savings Plans, 401{k}
and ocher qualified retirement plans, and the underlying investment options in variable annuity and life

contracts issued by leading insurance companies.

ClearBridge now has over 180 employecs, with an investment staff of 51 professionals, including 13

senior portfolio managers who effer an average of more than 23 vears of investment industry experience.

The portfolio managers all follow a fundamental, bottom-up approach to investing and are encouraged
to follow their own distinet management styles, but they are now supported by a shared, sector-specific
research infrastructure that serves to find new investimene possibilities and to conduct surveillance of

current portfolio holdings.

Legg Mason International Equities and Distribution

The non-US equity assets and local investment staffs acquired from Citigroup have largely become part of
the newly formed Lepg Mason International Equities group or Legg Mason’s International Distribution
platform. As indicated above, the combined assers under management of these non-US equicy
businesses increased over 40% during the vear, primarily as a result of ctheir investment performance in

the strong equity markets outside the United Seates.

These non-US equity businesses now have equity investment professionals and support staff on-the-
ground in London, Warsaw, Singapore, Hong Kong, Tokvo, Melbourne, Sio Paulo, Santiago and New
York, plus additional distribution and client support provided through the offices of Legg Mason
Investments throughout Europe and the Asia/Pacific region. Legg Mason Investments, headquartered
in London, is the principal mutual fund distributor for Legg Mason outside North America: it serves as
the principal distributor for our cross-border funds as well as our local funds in the United Kingdom,

Singaporc and Hong Kong.

OURGLOBAL FOOTPRINT

We belicve the international marketplace presents Legg Mason with significant long-term

growth opportunity.

To support our future growth in the rraditional equity and fixed income asset classes in the overseas
markets, we have believed for several vears that having top investment talent “on the ground” in the
major markets would be viral. We now have—in both fixed income and equity—investment teams with
both the recognized expertise in cheir local markets and a requisite scale that would have taken vears for

us to replicare.

Legg Mason managers now have invesement teams on-the-ground around the world, including over 430
investment staff in 13 cities around the United Scates plus approximately 140 investment staff situated in
10 cities in 9 countries outside the United Staces—in Hong Kong; London; Melbourne; Santiago; Sao Paulo;

Singapore; Tokvo; Toronto and Warerloo; and Warsaw.

Legg Mason managers also have fund distribution and client support ofhces in Dubai, Frankfure,

Luxembourg, Madrid, Nassau, Paris, Sydney, and Taipci, as well asin Miami.

' Saurce: Cerulli Asociares, which is not athliated with Legy Mason.

MASON
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Over the last year, in addition to realigning and rationalizing our mutual fund families
offered to US investors, we have also restructured our wholesaling teams to re-orient them
to focus on the open architecture world of today. Included in these efforts has been an
expanded focus on penetrating the wirehouse firms in particular but also the regional
banks and brokerage firms, insurance companies, RIAs and plan sponsors that serve as

gatekeepers to individual investors.

Outside the United States, we have completed the consolidation of our Dublin-domiciled
cross-border funds. These funds now aggregate approximately $30 billion under manage-
mence in funds managed by Batterymarch, Brandywine Global, ClearBridge, Legg Mason
Capital Management, Private Capiral Management, Royce and Western Asser. Our
cross-border funds are now sold throughout Europe, Asia, the Middle East and the
Americas, and have been approved for distribucion in Hong Kong, Singapore and
Taiwan. In total, investors in over 180 countries have invested in Legg Mason’s proprietary

cross-border funds.'®

In addition to our cross-border funds, our non-US fund presence includes “local” fund
families in eight countries—up from two prior to the Citigroup transaction—that are
directed only to investors in such countries. In addition to the United Kingdom and
Singapore, where we have had local fund families for several years, we now also have local
fund families in Australia, Brazil, Chile, Hong Kong, Japan and Poland. Each of these fund
families offers a range of local, regional and international or global funds, oftering investors
not only the expertise of their locally based investment staffs buc now also the expertise of

other members of the Legg Mason group around the world.

Most recently, we have received the regulatory approvals necessary to permit our offering a
fund to investors in Australia that will be invested in one of Permal’s core funds. This fund

will be the first Legg Mason proprietary fund to feature Permal.

Going forward, we intend to continue to strengthen our global footprint and utilize it to
expand both our separate accounts and funds businesses across the greater Asia/Pacific

region as well as in Europe and Latin America. As we have stated before, we would like

greater exposure in European and Asian equities,

% Excludes Permal funds.
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Legg Mason Capital Management is recognized not only for its long record of performance bur also its distincrt value investment process.

IN CLOSING
At Legg Mason, our aim is to be one of the best asser management firms in the world. We arean
investment-driven culture, and we aim to deliver invesument excellence, including superior elient

service, to all our investors around the world.

Although much may seem new about Legg Mason, far more has remained the same:

‘ ¢ The ceneral tenet of our managemene philosophy, which we belicve has been fundamental to our
performance to date, remains the same: we rigorously support and protect the independence of the

investment pl'()Ct‘SS ()[:C:lt.‘h ()four managers.

 Our tocus on the long-term—the long-term interests of our clients, and through them our
stockholders and emplovees—also remains unchanged. We do not manage our business to the

short-term.

LEGG 17
MASON




8

o We do not believe in growth for growth’s sake. Growth must be intelligently managed, and the

infrastructure for growch must be firmly in place before growth itself can be pursued.

o Because our business inherently exposes us to the ongoing risks of a volatile global marketplace,
we continue to believe in the importance of maintaining a conservacive balance sheer, as well as

delivering the strong levels of free cash flow we need to sustain furare growth.

o Last bur definitely not least, our business requires trust, and to win and sustain the trust of our
many constituencies—investors, regulators, our sharcholders and our highly talented cadre of

employees—we must adhere to uncompromising ethical standards ac all cimes.

Changge is inherent in our industry and our world, so the ability to manage change is crucial to our

long-term success. At Legg Mason, we believe we manage change well.

Before closing, | want to acknowledge with gratitude the contributions made to Legg Mason

by the Hon. Carl Bildt, who retired from our Board of Directors this year when he was named
Forcign Minister by Sweden’s newly elected government. Carl joined our Board in 2002 after
having served as Sweden’s Prime Minister (1991-1994) and leading its entry into the European
Union, after which he represented the United Nations as the first High Representative to Bosnia
and the UN Special Envoy to the Balkans. Carl’s unique knowledge and experience have been

particularly helpful to us as we have expanded our global presence over the last five years.

Alchough the last vear has not been easy, and the workload imposed on our employees around the
world has been enormous, the integration and realignment of the businesses we acquired from

Cirtigroup are complete. Now, | am delighted to say, we feel we can return to the business of growth.

Sincerely,

Raymond A. Mason
Chairman, President and Chief Executive Officer
June 14, 2007
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Harold L. Adams
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Roger W, Schipke

Exeentive i Residence, Unaterury of
Lowsserdle, College of Busoness and
Pablec Adponnivation (Chaman of
the Campensatton Conmirive)

Kurt L. Schmoke
D, School of { awe
Huward Unirersiny;
Former Maveor of Baftimore

Cheryl Gordon Krongard
Precsase Investar: Former CEC,
Rothyhdd Adver Managemenr

James E. Ukrop

Charrmns, Llrops Super Movkess, fne

Dennis R, Berestord
Profeser, Cireerry of Geagnay Farmer
Charnnen of Fowinaad deconnting Staud.ands

Board (Charran of Arudit Commniten)

Raymond A. Mason
Charoean, Presddent and Chief Exeontiee
Officer, I gy Maseon, b,

OURNEW DIRECTOR

Margarer Milner Richardson
Prreate Comaedeant and Investor;
Farmer U8, Commivsseoner vf

Frternal Reventie

W. Allen Reed
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GM et Management Corporation

Robert Angelica
Fenareer Charvoas and CEC),
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Private nvester: Retrred President,

Securitres eustry Assacration
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John E. Koerner 111
Mooaging Member, Koovner Capral, 1L
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Robere Angelica joined the Legg Mason Boavd in April 2007, Currently engaged in

private investment activities, in Decensber 2006 be vetived front ATST, where be bad

been responsible for the investment and administration of ATETs employee benefit plan

awsets (which totaled SO billiwn 1t the end of bis tenure).
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WESTERNASSET

Western Asset is widely recognized
as one of the world’s leading fixed
income managers. It is also one of
the largest, with nearly $600 billion
in assets under management in over
38 marketed product composites in
fixed income and currency markets
across the giobe. On-the-ground
asset management is provided

out of Pasadena, California, where
the company is headquartered,
New York, London, Melbourne,
Séo Paulo, Singapore and Tokyo. At
yearend, clients domiciled outside
the United States contributed 39%
of Western Asset's total assets
under management.

22

CLEARBRIDGE
ADVISORS

ClearBridge Advisors is our largest
equity manager, and second largest
manager overall, with over $110 billion
in assets under management,
primarily in mutual funds and
Separately Managed Accounts
managed on behalf of individual
investors in the United States. The
company houses most of the active
US equity management operations
of the Citigroup Asset Management
businesses that we acquired. The
ClearBridge platform offers a variety
of investment styles, from small-cap
value to large-cap growth, but all
utilize a research-driven, bottom-up,
fundamental approach to security
selection. All of ClearBridge's
employees are based in the United
States, primarity in New York and
San Francisco, and atmost all of its
client base is US-domiciled.

LEGG MASON

LEGG
MASON

CAPITAL MANAGEMENT

Legg Mason Capital Management,
headquartered in Baltimore, is widely
recognized for its distinctive value
investing process and long history of
investment performance. Since its
inception in 1982 with the launch of
Legg Mason Value Trust, LMCM has
grown to $68 billion in assets under
managemen?, Today LMCM offers
investors six equity capabilities:
Value Equity, Mid-Cap, All Cap,
Growth Equity, Opportunity, and
American Leading Companies.
These capabilities are available
through mutual funds and other
pooled accounts offered by Legg
Mason and third parties, as well
as through institutional separately
managed accounts. The same
intrinsic value investment approach
and disciplined investment process
are applied across all six mandates
with an objective of delivering
excess returns over the long-term
for investors. At yearend, 24% of
LMCM'’s assets under management
were managed on behalf of non-US
domiciled clients,

PURSUING OUR GOAL OF INVESTMENT EXCELLENCE

{{I.BATTERYMARCH

A JPV' FNANCIAL MANAGEMENT, INC.

Batterymarch, founded in 1969 to
manage US institutional equity
assets, was one of the first US-based
managers to invest internationally and
was also a pioneer in the use of
sophisticated quantitative models
based on the tenets of fundamental
analysis. Today, Batterymarch
manages US, international, emerging
markets, global and alternative equity
products. The firm customizes

its investment strategies to adapt to
the specific characteristics of each
region, country, sector and asset
class, as well as to meet specific
client requirements. Acquired by
Legg Mason in 1985, Batterymarch
has approximately $26 billion in
assets under management, including
roughly $6 billion for which it has
become responsible as a result of cur
acquisition of CAM; more than 45% of
Batterymarch's total assets represent
global, international or emerging
marketis accounts, and nearly 20%
are managed on behalf of clients
domiciled outside the United States.
Batlerymarch is located in Boston,
with an affiliated office in Landon,
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Brandywine GLOBAL

Brandywine Global has pursued
one investment approach—value
investing—since its founding in
1986. Acquired by Legg Mason in
January 1998, Brandywine Global's
assets under management are
close to evenly split between
equity and fixed income, inctuding
global and international fixed
income mandates as well as US,
international and global equity
mandates, all of which are
managed on a value basis. Socially
responsible mandates are also
offered in several asset classes.
Brandywine Global's offices are
located in the United States and
Singapore. As of yearend, more
than two-thirds of Brandywine
Global's assets under management
were in glaba! or international
portfolios, fixed income as well as
equity, while 30% of its assets were
managed on behalf of non-US
domiciled clients.
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PERMAL

GROUM

Permal is one of the five largest
fund-of-hedge-fund managers in
the waorld, with over $30 billion

in assets under management in

a variety of investment programs
covering different geographic
regions, investment strategies and
risk/return objectives. Permal’s
products include both directional
and absolute return strategies.
Permal’s ultimate investors are
primarily high-net-worth individu-
als, in 90 countries outside the US,
accessed through a worldwide
network of distributors. Permal's
asset management offices are in
New York, London and Boston,
with offices in Paris, Dubai, Hong
Kong, Nassau and Singapore
providing client service and
investment research support. All
three of Permal’s asset manage-
ment operations are registered
with the US Securities & Exchange
Commission, while London is also
FSA-regulated. Permal’s offices in
Dubai, Hong Kong and Singapore
are all ticensed and regulated

by the government authorities

in those jurisdictions.

P R1 V A T E
C A PITATL
Management

Headquartered in Naples, Florida,
Private Capital Management
celebrated its 20th anniversary this
year. The firm was founded in 1986,
acquired by Legg Mason in August
2001, and continues to be led by the
same Portfolic Management team of
founder and Chief Executive Officer
Bruce Sherman and President Gregg
Powers who joined the firm in 1988.
The company is one of the most
highly regarded US equity managers
available today, based on its long-
term record of performance. The
company has an absolute return-
oriented, proprietary research
intensive investment process that
utilizes a bottom-up, all-cap, value
oriented approach to identity hidden
opportunities and mitigate risks.

TheRoycer:n

For more than 30 years, Royce

& Associates has utilized a
disciplined value approach to
invest in smaller-cap companies.
The company, acquired by Legg
Mason in 2001, is particularly well-
known for its Royce Funds, which
have retained their franchise name
and pre-existing distribution
channels since the acquisition.
Unlike many mutual fund groups
with broad product offerings,
Royce concentrates on smaller
company investing and provides
arange of options to take full
advantage of this large and diverse
sector. Royce is located in New
York City, and almost all of Royce's
approximately $32 billion in assets
under management is managed on
behalf of US-domiciled investors.
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‘_’\ "OUR MISSHON...TO REMAIN A LEADER IN DIVERSIFIED

P WEST‘EI%NASSEFF FIXED INCOME INVESTMENT MANAGEMENT WITH

N - INTEGRATED GLOBAL OPERATIONS, EXERCISING
UNCOMPROMISING STANDARDS OF EXCELLENCE IN

ALL ASPECTS OF OUR BUSINESS.”
Westarn Asset's Mission Statement

Western Asset is one of the world’s largest managers of fixed income investments, with assets under management of
nearly $600 billion. Wich a combined staff of over 950 employees working from offices in Pasadena—where the company
is headquartered—as well as in New York, London, Tokyo, Singapore, Hong Kong, Melbourne and Sao Paulo, Western
Asset offers a broad range of fixed income investment services representing a global array of currencies, investment
strategies and markets.

The strategic plan thar has guided the company for many years remains the model for growth today:
» Be global, with a global platform and operations;
o Be scamlessly integrated in the way it operates its business;

» Continuc diversifying its product line, with the ultimate aim of providing any fixed income solution chat its clicnus
may require, in any currency; and
o Achicve leverage within its organization through sizable, ongoing investments in technology and key support
functions, as a way to support and protece the ability of its investment professionals to focus on their jobs of
managing their clients’ money.
Over the past 10 years, under the leadership of CEQ Jim Hirschmann, Western Asset has successfully executed its strategic
plan and established a long and enviable track record of managing transformation and growth, both organically and
through acquisition. During this period, Western Asset has consistently proven that it can grow while retaining its unique
culture and without impacting its investment tcam’s ability to provide strong long-term performance. The size and breadth
of the company has expanded dramarically as a result of the integration of the fixed income businesses acquired from
Citigroup: Western Asset now has 38 marketed product composites, managed globally, in more than a dozen currencies.

LONDON
) GBP, FUR, SEK, USD
Absolute Return TOKYO
I Broad Market i
- ::,E\;‘, YORK Corporate Absolute Return
o . Global Broad Market
‘ b‘l““'.d!‘yl High Yield Global
PASADENA o ® Muncipa Inflation-Linked ®
CAD, USD 5 Limited Duration ®
ABS / MBS R Ligoidity
Absolute Return s Long Duration 4 HONG KONG
Broad Market B Non-USAnternational o
Corporate : .
Emerging Markets
Government Only SINGAPORE ‘
High Yield ! ' HKD, MYR, SGD. TWD
timitesj Duration . Asian Band
ong Duration ' Singapore Bond
SAQ PAULO
Portable Alpha 8AL Singapere Cash @ /ELBOURNE
TIPS Broad Market AUD, NZD
roac Marke
Liguidity Broad Markat
‘ Corporate
Sovere -
verein High Yield

Limited Duration
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CLEARBRIDGE

ADVISORS

On May 1, 2006, we established ClearBridge Advisors to house most of the active US equity management business
acquired from Citigroup.

ClearBridge is now our largest equity manager, and our second largest manager overall, with over $110 billion in assets
under management, primarily in mutual funds and Separately Managed Accounts managed on behalf ot individual
investors in the Uniced States,

The ClearBridge platform offers a variety of investment seyles, from small-cap value ro large-cap growth, bucall utilize a
bortem-up, fundamental approach to security selection that is primary-rescarch driven and focuses on companies with solid
economic returns relative to their risk-adjusted valuations. In order to promote cross-fertilization among the managers and
research team, all issues related to broad investment philosophy, risk management and investment infrastructure are taken
ap by a newly formed Investment Commictee that includes the most seasoned and tenured portfolio managers of these
various styles, The Commiteee is chaired by ClearBridge's co-chief investment officers, Brian Posner and Hersh Cohen, a
38-vear industry veteran. The Committee also includes senior portfolio managers Alan Blake, Richie Freeman and John

Goode, among others.

ClearBridge intends to leverage its porttolio managers in the same wav that Legg Mason Capital Management and our
other managers have been so successtully leveraged in the pase: by creating new produces that will be managed in che same
way as their best performing US funds, but offered to new markets—such as institutional separate accounts—and through
new distribution channels.

C]carliridgc currcml_\' has appmximnrcl_\' 130 cmpluyccs, inchlding 51 investment proﬂ:ssionzlls. all of whom are based in
the United States. Ies client base is predominantly US-domiciled.

ASSETS BY STRATEGY

International ADR 1%
Convertibles 1% \ Specialty/Cther 7%
Small Cap Value 1% )

Small Cap Growth 1'/.———%\\

. / e
Multi Cap 44%

Large Cap Core 16%

Large Cap Growth 21%

N large Cap Yalue 7%

\ Mid Cap Core 1%




LEGG MASON

CAPITAL MANAGEMENT

Legg Mason Capital Management traces its history to 1982 when our first equity murual fund, Legg Mason Value Trust,
was launched. Since then, LMCM has added five equity mandates and grown to $68 billion in assets under management
for clients around the world. At year-end, 24% of LMCM’s assets under management were managed on behalf of non-US

domiciled clients.

While LMCM’s intrinsic value investment philosophy has remained constant, it is focused on continuously evaluaring and
improving its investment process to adapt to changing markets and gain a competitive advantage. This focus on process, rather
than short-term outcomes, has led LMCM to take a multi-disciplinary approach to understanding businesses and markets.
Diversity of thought and learning agility, including critical thinking, the ability to make fresh connections, eagerness to learn
and the ability o cope with novel situations, are highly prized. In order to gain a competitive advantage, LMCM embraces
conceptual models thac lie bevond the world of finance in areas like psychology, complex systems, and cognition, and applies
them to its investment decision making. LMCM strives to foster a culture that is conducive to making rational, long-term
decisions: inquisitive, supportive, humble, candid, respectful, and accountable. At the heart of LMCM is a cohesive team of
48 investment professionals with diverse talents and perspectives, who apply the same investment philosophy and disciplined

investment process across its six equiry mandates.

Legg Mason Capiral Management’s mission is to deliver consistent excess returns over the long-term, and the firm has
produced a strong investment record in this regard, as evidenced by the chart below. Despite the challenges of the pase year,
during which each mandate underperformed its benchmark, over any trailing five-year period—calculated on a rolling basis
every month over the last 10 years—four of LMCM’s composites {Value Equity, Opportunity, Growth and All Cap} have
outperformed their respective benchmarks 100% of the time, while the Mid-Cap composite has outperformed 98% of the
time. The American Leading Companics composite has outperformed its benchmark 98% of che time during the full 10-year
period, and 100% of the rime during the tenure of its current portfolio manager, which commenced in Aprif 1998.

100% 100%, — 100%

QUTPERFORMING FIVE-YEAR PERIODS™
This charl illustrates the percentage of rolling five-year periods, "
calculated as of every month-end for the last 10 years, during E
which each of LMCM's equity composites have cutperformed their E
respective benchmarks, net of management fees. ‘é
£
] s S =
s g 2 £

Assets By Style® ($ in billions) 48.2 7.2 43 5.0 1.8 08

1¢ Relevant benchmarks are Value Equity—S&P 500; Opportuniry-—Russell 3000 and $&P 500; Mid-Cap—Russell Mideap; Growth Equity—
Russell 1000 Growth; All-Cap—Russell 3000: American Leading Companies—S&P 500.

¥ Over the time span covered in this analysis, there were various perieds, including the most recent 12-month peried, during which the various mandates
underperformed their relevant benchmarks.

¥ Since 10 years of information is not available for the All-Cap and Opportunity compasites, the dara covered in chis analysis spans the time period from
the first full calendar month after their respective inceptions through March 31, 2007 (December 1. 1999 for All-Cap composites January 1, 2000 for
Opportunity composice).

% The analysis for the American Leading Companies composite that appears in blue is for the full 10-year period. The second analysis, in yellow,
begins April 1, 1998, which is the beginning of the first full month since David Nelson became the portfolio manager, through March 31,2007,

* As of March 31, 2007,
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P FINANCIAL MANAGEMENT. INC.

({ig‘\\BATTERYMARCH

Batterymarch, which was founded in 1969 to manage US insticurional equity assets, later became one of the firse US-based
l'ﬂ'.l]lll}O'L'T.‘; to invest inrt’[’l'lllti()nll]l_\'. -Ihl.' C()]l‘lpﬂ.]l}' wWas '.1]50 il Pi.(’nk't'r in thL' Lise O{COI]]PU(C]"({ri\'C]l ln()dc]S hil.\'cd on tht‘
tenets of fundamental analysis. Today. as a global equity manager ot boch insticutional separate accounts and subadvised
funds, Batcerymarch invests in nearly 50 countries, with products thac span the full range of equicy assee classes. The irm
customizes its investment strategies to adapr to che specific characreristics of cach region, country, secror and asset class, as
well as to meet specific client requirements, All of Barrerymarch s investment strategics are colluborative and team-driven,

and incorporate rigorous stock seleetion, effective risk control and cose-ctheiens trading,

Bartervmarch has grown from approximately $4 billion in assets under management F0 years ago to approximately
$26 billion today, including roughly $6 billion for which it has become responsible as a resule of our transaction
with Citigroup. Batrervmarch has achiceved chis growth without sacrificing its strong and consistent record of long-

wrm P(.'I'fO[’[]'lll nce.

As of March 31, 2007, Barterymarch had approximartcely 85 empioyees, including an investment staff of 26 professionals at
its othees in Boston and London. Battervmarch’s eliencs represent a broad spectrum of investors. including corporate
punsion plans, public funds, foundations and endowmenes, Tafi-IHardey plans and investment companies. For Legg Mason,
Barrerymarch subadvises seven rezail funds and one institurional tund for US investors plus 15 non-US funds for investors
in the Unired Kingdom, Furope, Asia and Australia. More than 45% of Bartervmarch’s $26 billion in assets under manage-
Mene represent globnl, incernational or cmerging markets accounts, and nmr]_\' 20% are munngcd on hehalf of clients

domiciled outside the United Srares.

RANGE OF INVESTMENT STRATEGIES

. NON-US DEVELOPED EQUITIES

-Gore
-Small capitalization
- GLOBAL EQUITLES -Regional
-Core -Europe
-Sector “UK
M us cquiTies -Specialist
-Large capitalization .
-50{9 [J EMERGING MARKET EQUITIES
- a ue. o -Glohal core
-Mid-capitalization -Regional
-Small/mid-capitalization [ HEOGED EQUITIES -Asia ex-Japan
-Small capitalization -US market neutral
-Core -130/30 US large capitalization
-Growth ~-Giobal ex-US market neutral
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Brandywine GLOBAL

Brandywine Global has pursued one investment approach—value investing—since its founding in 1986. Acquired by Legg
Mason in January 1998, Brandywine Global’s assets under management are close to evenly split berween equity and fixed
income, including global and international fixed income mandates as well as US, international and global equity mandares, all
of which are managed on a value basis. Socially responsible mandatcs are also offered in several asset classes. Although ics client
base is predominantly institutional, approximarely 15% of Brandywine Global's assets are managed for individual investors
through the investment programs offered by several leading banks and securicies firms in the United States and Canada. As of
yearend, more than 2/3 of Brandywine Global's assets under management were in global or international portfolios, fixed
income as well as equity, and 30% of its assets were managed on behalf of non-US domiciled clients.

Brandywine Global increased its assets under management by approximately 40% this year, o jusc over $42 billion, with all
of its growth organic. Despite this level of growth, Brandywine Global’s investment performance has remained strong, as
evidenced by some of the awards recently received by the firm:

« Brandywine Global was named “Best of the Best in Global Bonds™ on both a 1- and 3-year basis by Asia Asset
Management in its Best of the Best Awards for 2006.%

« The firm was also named “Bond Manager of the Yeat” by Aoney Management Letter in its Gth Annual Public
Pension Plan Awards for Excellence.??

« In its 2007 Achievement Awards for institutional funds management, announced in April 2007, Asianinvestor named
Brandywine Global as the “Best Global Fixed Income (unhedged) Manager” for its 5-year risk adjusted performance.??

Today, Brandywine Global has over 150 employees, including 39 investment professionals, at its offices in Philadelphia,
Chicago, San Francisco and Singapore. Over the course of the past year, Brandywine Global has been working closely with
Legg Mason to leverage the Legg Mason technology platform for many of its key operations including trading, sectlement,
cash and position reconciliation, portfolio accounting and performance measurement, quarterly fee billing, and compliance.
This extensive project management effort is expected to result in improved operational efficiencies moving forward.

ASSETS BY STRATEGY ASSETS BY CLIENT TYPE

J
| —13% Diversitied Equity

\. ~— 5% Small/SMid Cap Equity  Subadvisary 21% —

\ Taft-Hartiey §% ———————~—~——-%

1% Balanced
——15% Large Cap Equity Operating Reserves 21%—y

——=——=12% Privale Clienls
~

14% ERISA

Fixed Income 46%——

*———19% Public Funds

1% Other

International/Global Equity 20% Endowmeni/Foundation 6%

4 Sec Footnote 8.
2 See Footnore 8.
B See Foornore 6.
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PERMAL

GRCUP

The Permal Group is one of che five largest fund-of-hedge-fund managers in the world, with over $30 billion in assets under
management. The company offers a varicry of investment programs covering different geographic regions, investment strategies
and risk/recurn objectives. Permal’s products also include both directional and absoluce recern stracegics. Permal’s principal
asset management ofices are in New York Ciev and London, with offices in Paris, Dubai. Hong Kong, Nassau and Singapore
providing cliene service and investment rescarch suppore, and an office in Baston housing its private equiry group. Through

its worldwide network of discribucors, which includes many of the world’s largest banks and securitics firms, Permal has

developed a client base thar excends to more than 90 countries,

A key reason for our interest in Permal, which joined the Legg Mason family in 2005, was its strong, and very long, record
of performance. Permal’s more than 30 vears of experience with hedge funds, its strong capabilities in fundamencal analvsis
and its highly sophisticated analyric and risk management tools have enabled it to structure and manage highly diversified
porttolios of specialized managers and distinet invesement sevles thac have achieved asolid record of performance: Permal’s
dircctional strazegies have participated or outperformed in strong market enviconments, while protecting capiral in volatile

and down markers.

Permal’s entire management ceam has staved with the company under long-term employment agreemenes, with a sizable
stake in the company’s engoing eperations. Permal's assers under management increased by 33% during che vear and by

almost 73% since its acquisition, thanks to continuing strong performance and substantial net elient Aows.

All three of Permal’s investment management operations are registered wich the US Securities & Exchange Commission,
whilc irs London operation is also an FSA-autherized and regulated manager. Its offices in Dubai, Hong Keng and
Singaporse are all licensed and regulated by the government authoridies in those jurisdictions. In addition, eight of
Permal's 14 core fund oﬂ}:rings are rated by Srandard & Poor’s, and all but two of these funds—cach of which has less

than $400 million under management—are cither AA- or AA A-rated.

MULTI-MANAGER FUNDS' ASSETS BY STRATEGY

Fixed Income Strategies 8% 3% Qther

Relalive Value 5%

Matural Resources 4% ——————.__ 35% Giobal Macio

gvenl Driven 7%

Emerging Markets 2% ———— (
Equity Lang 9% ——L/

QOther Long/Shont 5%

N 12% US Long/Shor
5% Japan Long/Short

Europe Long/Short 4%
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Headquartered in Naples, Florida, Private Capital Management celebrated its 20cth anniversary this year.
The firm was founded in 1986, acquired by Legg Mason in August 2001, and continues to be led by the
same Portfolio Management team of founder and Chicf Executive Officer Bruce Sherman and President
Gregg Powers who joined the firm in 1988.

The firm has a single investment discipline—U.S. All-Cap Equity—and has attained 19% annualized
composite recurns net of fees since inception and is one of the most highly regarded U.S. equity managers
available today, as evidenced by its ranking in the top 1% for performance of all U.S. equity managers over the

last 20 years based on the PSN Domestic Equiry Universe.”

Private Capital Management has an absolute return-oriented investment philosophy chat is grounded in

three fundamental investment objectives:

« Presceve clients’ capital. Private Capital Management’s principal objective is to preserve client
capital over the long term while investing in publicly traded equities. The firm pursues this goal
utilizing a bottom-up, all-cap, value-oriented investment approach to mitigare risk.

« Produce consistent appreciation in clients” assers. Private Capital Management also seeks to
double its clients” assets over five year periods.

s Focus on absolure, not relative, results. Private Capital Management focuses on individual stock
sclection and does not manage against a benchmark index per se. Investment returns are
unlikely to correlate closely to any equity market index over time. The firm believes relarive
recurn objectives may create inappropriate incentives, which can resultin grearer risks being
taken and longer time horizon opportunities being missed.

The foundation of Private Capital Management’s performance is a comprehensive and highly disciplined
investment stracegy that relics on intensive, proprietary research to identify and caprure for its clients
fundamental values chat are not yet recognized in a company’s stock price. Private Capital Management
views cach investment as a direce, proprietary ownership interest. This high conviction approach often
results in the firm’s being a significant shareholder of its portfolio companies.

 The PSN Domesric Equity Universe includes all products that invest in anv domestic equity style as selecred by Informa [nvestment
Solutions. Privare Capital Management's percentile ranking is determined by Informa Investment Solutions (on a net of fees basis). Past
performance is not a guarantee of furure results. Individual account performance will vary and no assurances can be given that an investor
will not lose invested capital. The standard deviation of returns for clients included in Private Capital Management's composice for 2006
was 2.01% and the composite's return {on a net of fee basis) for calender year 2006 was 15.35%. As of December 31, 2006, Private Capital
Management’s compusite results comprised approximately 97% of ics assees under management. Returns reflect the reinvestment of
dividends and ather carnings.

;




TheRoycelFunds

For more than 30 vears, Rovee & Associates has utilized a disciplined value approach to invest in smaller-cap companies. The
company, which was founded by president and chief invesunent officer Chuck Rovee and acquired by Legg Mason in Ocrober
2001, is parcicularly well-known for tes family of mueual funds, The Reyee Freads, which have retained their franchise name and
pre-existing distribucion channels since the acquisition. Unlike many mutual fund groups with broad product offerings, Rovee
has chosen to concentrate on smaller company investing and provides investors with a range of options to take full advantage of
this large and diverse scetor.

Like Legg Mason’s other equity managers, Rovee's investment stracegy is focused on achieving above-average, long-term results.
The investment team utilizes a botom-up, value-oriented approach w investing, secking companies with strong balance sheets,
above-average returns on capital, and that are trading ar substantial discounts to their intrinsic value.

Although actual scock selection approaches emploved by individual fund managers may vary, portfolio companies are selected

primarily from the small- and micro-cap universe, defined as chose with markes caps below $2.5 billion. Rovee pavs close artention

1o risk and serives o maintain the same discipline, regardless of marker movements and trends.

Rovee & Associares is located in New York Cicy and has approximacely 100 employees, including an investment staft of 25
protessionals. The firm'’s approximatcly $32 billion of assets under management include 22 open-end mutual funds that Rovee
manages, the company also otfers chree closed-end funds that carry its name as well as insticutional accounts and limited
partnerships. Rovee also manages four Legg Mason-sponsored funds offered ourside the United States, which introduced Rovee’s
expertise to the non-US markerplace, and vilizes our institutional funds distribution platforim to expand Royee’s presence in

targeted markets.

CURRENT PORTFOLIO CHARACTERISTICS®

Portfolio Composition Portfolio Approach Volatility

FUND NAME Micro  Small  Mid Limited Diversified Low Moderate High
Pennsylvania Mutual o 1] o o

Royce Micro-Cap a o o o

Royce Premier o o n

Royce Low-Priced Stock 8 B o o
Royce Total Return o o o

Royce Heritage Fund L] i " o

Royce Oppaortunity L] i a a
Royce Special Equity ] ) a o

Royce Value ) o a o

Royce Value Plus L O s o

A larger B indicares where a Fund's Weighted Average Marker Capitalization falis.
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SELECTED FINANCIAL DATA

(Dollars in thousands, except per share amounts or unless otherwise noted)

Years Ended March 31,

2007 2006 2005 2004 2003
OPERATING RESULTS®
Operating revenues $4,343,675 $2.645,212 $1,570,700 $1,153,076 $ 803,146
Operating expenses 3,315,377 1,965,482 1,081,583 826,828 588,628
Operating income 1,028,298 679,730 489,117 326,248 214,518
Other income {expense) 15,556 35,732 {18,359) (24,685) (33.316)
Income from continuing operations before
income tax provision and minerity interests 1,043,854 715,462 470,758 301,563 181,202
Incdme tax provision 397,612 275,595 175,334 114,223 67,888
Income from continuing operations before
minority interests 646,242 439,867 295,424 187,340 113,314
Minority interests, net of tax 4 (6,160) — — —
Income from continuing operations 646,246 433,707 295,424 187,340 113,314
Income from discontinued operations, net of tax — 66,421 113,007 103,943 77,595
Gain on sale of discontinued operations, net of tax 572 644,040 — 6,481 —
Net income $ 646,818 $1,144,168 $§ 408,431 §$ 297,764 $§ 190,909
PER SHAREY
Net income per share:
Basic

Income from continuing operations $ 458 § 360 § 286 % 1.87 § 1.15

Income from discontinued operations — 0.55 1.09 1.04 0.78

Gain on sale of discontinued operations — 5.35 — 0.06 —

b 458 % 9.50 % 395 % 297 % 1.93
Dilured

Income from continuing operations $ 448 § 3.35 % 256 § 1.68 $ 1.07

Income from discontinued operations — 0.51 0.97 0.91 0.71

Gain on sale of discontinued operarions — 4.94 — 0.06 —

$ 4.48 § 8.80 $ 353 % 2065 § 1.78

Weighted average shares outstanding;'?

Basic 141,112 120,396 103,428 100,292 99,002
Diluted 144,386 130,279 117,074 114,049 109,697
Dividends declared $ 810 % 690 % 550 § 373 8 287
BALANCE SHEET
Total assers $9,604,488 $9,302,490 $8,219,472 $7,282,483 $6,067,450
Long-term debt 1,112,624 1,202,960 811,164 794,238 786,753
Total stockholders’ equity 6,541,490 5,850,116 2,293,146 1,559,610 1,247,957

FINANCIAL RATIOS AND OTHER DATA

Profic margin:*»

Pre-tax 24.0% 27.0% 30.0% 26.2% 22.6%

Afrer-tax 14.9% 16.6% 18.8% 16.2% 14.1%
Long-term debr to equicy® 17.0% 20.6% 35.4% 50.9% 63.0%
Assets under management (in millions) $ 968,510 $§ 867,550 $ 374,529 § 286,168 % 192,224
Full-time employees 4,030 3.820 5,580 5,250 5,290

(1} Refleces results of CAM and Permal since acquisition in fiscal 2006 and discontinued private client, capital markers and morgage banking and servicing operations, where applicable.

(2} Adjusted 10 reflect Seprember 2004 stock split, where applicable. Diluted carnings per share and weighted average diluted shares cutstanding have been restared as required by
EITF 04-8, "The Effect of Conringently Convertible [nstruments on Dituted Earnings per Share,” where applicable. The non-voting convertible preferred shares are considered
“participating securitics” and therefore are included in the caleularion of basic and diluted weighted average shares outstanding beginning in fiscal 2006.

(3) Caleulated based on income from continuing operations before minoriry interests.

(4) Calculated based on long-term debr as a percentage of total stockholders’ cquity as of March 31.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

EXECUTIVE OVERVIEW

Legg Mason, Inc., a holding company, with its subsidiaries
{which collectively comprise “Legg Mason”) is 2 global
asset management firm. Acting through our subsidiaries,
we provide investment management and related services
to institutional and individual clients, company-sponsored
mutual funds and ocher investment vehicles. We offer
these products and services directly and through various
financial intermediaries. We have operations principally
in the United States of America and the United Kingdom
and also have offices in Australia, Bahamas, Brazil,
Canada, Chile, China, Dubai, France, Germany, Japan,

Luxembourg, Poland, Singapore, Spain and Tatwan.

On December 1, 2005, we completed a strategic
acquisition to become a pure asser management
company in which we transferred our Private Client

and Capiral Markets businesses (“"PC/CM”) to Citigroup
Inc. (“Citigroup”) as a portion of the consideration in
exchange for substantially all of Citigroup’s asset
management business (“CAM”). Prior to the closing of
this transaction, we reported the PC/CM businesses as
separate business segments; however, both businesses are
now included in discontinued operations for all periods
presented. Effective November 1, 2005, we also pur-
chased Permal Group Ltd (“Permal”), a leading global
funds-of-hedge funds manager, to expand our global
asset management business. See Notes 2 and 3 of Notes
to the Consolidated Financial Statements for additional
information related to the transaction with Citigroup
and the acquisition of Permal.

As a resulr of the sale of cur PC/CM businesses to
Citigroup, the portion of parent company interest income
and expense and general corporate overhead costs that was
previously allocated to these businesses is now included in
our continuing operations. In addition, distribution fees
earned on company-sponsored investment funds are
reported in continuing operations as distribution fee rev-
enue, of which a substantial portion is passed through to
third parties, including parties that were related prior to
the sale, as distribution and servicing expense. All periods
presented have been restated to reflect these changes.

We now operate in one reportable business segment,
Asset Management, with three divisions: Managed
Investments, Institutional, and Wealth Management.
Managed Investments is primarily engaged in providing
investment advisory services to proprietary investment
funds or to retail separately managed account programs.
Instirutional focuses on providing asset management
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services to institutional clients. Wealth Management s
primarily focused on providing asset management services
to high net worth individuals and families and endowments
and includes our funds-of-hedge funds business. See Note
18 of Notes to Consolidated Financial Statements for addi-
tional information regarding the aggregation of operating
segments for financial reporting purposes.

Qur operating revenues primarily consist of investment
advisory fees, from separate accounts and funds, and
distriburion and service fees. Investment advisory fees

are generally calculared as a percentage of the assets of
the investment portfolios that we manage. In addition,
performance fees may be earned under certain investment
advisory contracts for exceeding performance bench-
marks. Distribution and service fees are fees received

for distributing investment products and services or for
providing other support services to investment portfolios,
and are generally calculated as a percentage of the assets
in an investment portfolio or a percentage of new assets
added 10 an investment portfolio. Our revenues, therefore,
are dependent upon the level of our assets under manage-
ment, and thus are affected by factors such as securities
market condirions, our ability to attract and maintain
assets under management and key investment personnel,
and invesrmenr performance. The fees that we charge for
our investment services vary based upon factors such as
the type of underlying investment product, the amount
of assers under management, and the type of services (and
investment objectives) that are provided. Fees charged for
equity asset management services are generally higher than
fees charged for fixed income and liquidity asset manage-
ment services. Accordingly, our revenues will be affected
by the composition of our assets under management. In
addition, under revenue sharing agreemencs, our subsid-
iaries retain different percenrages of revenues to cover
their costs, including compensation. As such, our net
income, profit margin and compensation as a percentage
of operating revenues are impacted based on which sub-
sidiaries generate our revenues, and a change in assets
under management at one subsidiary can have a dramai-
cally different effect on our revenues and earnings than
an equal change at another subsidiary.

The most significant component of our cost structure is
employee compensation and benefits, of which a majority
is variable in nature and includes incentive compensation
that is primarily based upon revenue levels and profis.
The next largest component of our cost structure is distri-
bution and servicing fees, which are primarily fees paid to
third party distributors for selling our asset management

LEGG

MASON




products and services and are largely variable in nature.
Cerrain other operating costs are fixed in nature, such as
occupancy, depreciation and amortization, and fixed con-
tract commitments for market dara, communication and
technology services, and usually do not decline with
reduced levels of business activity or, conversely, usually do

not rise proportionately with increased business activity.

Our financial position and results of operations are materially
affected by the overall trends and conditions of the financial
markets. particularly in the United States, but increasingly
in the other countries in which we operare. Results of any
individual period should not be considered representative
of future resules. Qur profitability is sensitive to a variety
of factors, including the amount and composition of our
assets under management, and the volatility and general
level of securities prices and interest rates, among other
things. Sustained periods of unfavorable market condi-
tions are likely to affect our profitability adversely. In
addicion, the diversification of services and products
offered, investment performance, access to distriburion
channels, reputation in the marker, artracting and retain-
ing key employees and client relations are significant
factors in determining whether we are successful in
atrracting and retaining clients. In the past decade, we
have experienced substantial expansion due to internal
growth and the strategic acquisition of asset management
firms chat provided, among other things, a broader range
of investment expertise, additional product diversification

and increased assers under management.

The financial services business in which we are engaged is
extremely competitive. Our competition includes numerous
global, narional, regional and local asser management firms,
broker-dealers and commercial banks. The industry has
been affected by the consolidation of financial services firms
through mergers and acquisitions. The industry in which we
operate is also subject to extensive regulation under federal,
state, and foreign laws. Like most firms, we have been
impacted by the regulatory and legislative changes in the
post-Enron era. In addition, the financial services industry
has been the subject of a number of regutatory proceedings
and requirements over the last few years, including proceed-
ings regarding a number of mutual funds sales practices. The
Sarbanes-Oxley Act continues to require us to review existing
policies with respect to corporate governance, auditor inde-
pendence and internal controls over financial reporting,
Responding to these changes has required us to incur costs
that continue to impact our profitability.

Discontinued Operations
As a result of the sale of the PC/CM businesses in fiscal
2006, the resuls of Private Client and Capital Markets

segments are reflected in discontinued operations.

Private Client distributed a wide range of financial
products through its branch distribution nerwork,
including equity and fixed income securities, proprietary
and non-affiliated mutual funds and annuicies. The
primary sources of net revenues for Private Client were
commissions and principal credits earned on equity

and fixed income transactions in customer brokerage
accounts, distribution fees earned from murual funds,
fee-based account fees and net interest from customers’
margin loan and credic account balances. Sales credits
associated with underwritten offerings initiated in the
Capital Markets segment were reported in Private Client
when sold through its branch discriburion network.

Capiral Markerts consisted of our equity and fixed income
institutional sales and trading and corporate and public
finance. The primary sources of revenue for equity and
fixed income institutional sales and trading included
commissions and principal credits on transactions in
both corporate and municipal products. We maintained
proprietary fixed income and equity securities inventories
primarily 1o facilitate customer transactions and as a
result recognized trading profits and losses from our
trading activities. Corporate finance revenues included
underwriting fees and advisory fees from private
placements and mergers and acquisitions. Sales credics
associated with underwritten offerings were reported in
Capital Markers when sold through institutional distri-
bution channels. The results of this business segment also
included realized and unrealized gains and losses on
investments acquired in connection with merchant and

investment banking activities.

All references to fiscal 2007, 2006 or 2005 refer to our
fiscal year ended March 31 of that year. Terms such as
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we,” “us,” “our,” and “company” refer to Legg Mason.

BUSINESS ENVIRONMENT AND RESULTS

OF OPERATIONS

The financial environmenr in the United States during
fiscal 2007 was mixed and, despite investor concerns
abour rising incerest rates, high fuel prices, a downrurn in
housing markets, turbulence in the Middle East, and the
weakening of the U.S. dollar against other major curren-

cies, all three major marker indexes rose during the fiscal
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year. The Dow Jones Industrial Average!”, Nasdaq
Composite Index® and the S&P 500 were up 11%,
3% and 10%, respectively, for the fiscal year. During fiscal
2007, the U.S. Federal Reserve raised the federal funds rare

The following table sets forth, for the periods indicated,
items in the Consolidated Statements of Income as a

petcentage of operating revenues and the increase

by 0.25% two times to bring the federal funds rate to 5.25%. the previous period:

Percentage of Operating Revenues

{decrease) by item as a percentage of the amount for

Period to Period Change*

Years Ended 2007 2006
March 31, Compared Compared
2007 2006 2005 to 2006 to 2005
Operating Revenues
Investment advisory fees
Separate accounts 33.3% 41.6% 49.2% 31.3% 42.6%
Funds 46.5 37.6 29.3 103.5 115.8
Performance fees 3.3 3.8 3.1 40.0 107.8
Distriburtion and service fees 16.5 16.1 16.7 68.3 62.7
Orher 0.4 0.9 1.7 (28.7) (17.8)
Total operating revenues 100.0 100.0 100.0 64.2 68.4
Operating Expenses
Compensation and benefits 35.8 40.6 42.1 44.9 62.3
Transaction-related compensation 0.3 2.0 — (77.1) n/m
Total compensation and benefits 36.1 42,6 42.1 39.2 70.3
Distribution and servicing 27.5 21.2 16.1 112.9 121.7
Communications and rechnology 4.0 3.4 3.0 95.2 92.7
Occupancy 2.3 1.9 1.8 96.7 85.3
Amortization of intangible assets 1.6 1.5 1.4 779 80.7
Litigation award settlement — (0.3) — n/m n/m
Other 4.8 4.0 4.5 96.2 48.6
Total operating expenses 76.3 74.3 68.9 68.7 81.7
Operating Income 23.7 25.7 31.1 51.3 39.0
Other Income (Expense)
Interest income 1.4 1.8 1.3 22.8 139.3
Interest expense (1.6) (2.0) (2.8) 35.8 17.6
Other 0.5 1.5 0.4 (30.4) 536.3
Total other income (expense) 0.3 1.3 (1.1) {56.5) 294.6
Income from Continuing Operations before
Income Tax Provision and Minority Interests 24.0 27.0 30.0 45.9 52.0
Income tax provision 9.1 10.4 11.2 44.3 57.2
Income from Ceontinuing Operations
before Minority Interests 14.9 16.6 18.8 46.9 48.9
Minority interests, net of tax — (0.2) — n/m n/m
Income from Continuing Operations 14.9 16.4 18.8 49.0 46.8
Income from discontinued operations, net of tax — 2.5 7.2 n/m (41.2)
Gain on sale of discontinued operations, net of tax — 24.4 — nfm n/m
Net Income 14.9% 43.3% 26.0% (43.5) 180.1

n/m — not meaningful

*Calculated based on the change in actual amounts between fiscal years as a percentage of the prior year amount.

(1) Dow Jones Industrial Average is a trademark of Dow Jones & Company, which is not affiliaced with Legg Mason.
(2) Nasdaq is a trademark of the Nasdaq Stock Market, Inc., which is not affiliared with Legg Mason.
(3) S&P is a crademark of Standard & Poor’s, a division of the McGraw-Hill Companies, Inc., which is not affiliated with Lepg Mason.
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FISCAL 2007 COMPARED WITH FISCAL 2006

Financial Overview

Since our strategic transaction with Citigroup was com-
pleted on December 1, 2005, in which we acquired the
CAM business and sold the PC/CM businesses, we have
retroactively reflected the results of operations of the PC/
CM businesses as discontinued operations for fiscal 2006
and 2005. Effective November 1, 2005, we completed the
acquisirion of Permal. As a result of the acquisitions, the
results of our continuing operations for the fiscal year
ended March 31, 2007 include a full year of results from
CAM and Permal, while the results of continuing opera-
tions for the fiscal year ended March 31, 2006 include
four months of results from CAM and five months of
results from Permal.

For the fiscal year, net income and diluted earnings per
share declined 43%, to $646.8 million, and 49%, to
$4.48, respectively, from the prior year as a result of the
after-tax gain on the sale of the PC/CM businesses of
$644.0 million, or $4.94 per diluted share, recognized in
the prior year. Income from continuing operations toraled
$646.2 million, up 49% from the prior year and income
from continuing operations per diluted share increased
34% o $4.48 despite an 11% increase in weighted average
diluted shares outstanding. Operating revenues increased
to $4.3 billion from $2.6 billion, an increase of 64%. The
Company’s revenues, expenses and income from continu-
ing operations increased primarily as a result of the
addirion of a full year’s results of CAM and Permal. The
pre-rax profic margin from continuing operations declined
o 24.0% from 27.0% in the prior year, primarily as a
result of the addition of a full year’s resules of CAM and
Permal. Increases in distribution revenues, of which a sub-
stantial portion is passed through to third parties as
distriburion and servicing expense, and an increase in
other non-compensation relared expenses were offser in
part by decreases in compensation and benefits as a per-
cent of revenue, due in part to higher revenue share-hased
incentive expense on higher revenues at certain of our
subsidiaries which retain a lower percentage of revenues as
compensation, transaction-related compensartion, and
other non-operating income. The pre-tax profit margin
from continuing operations, as adjusted {see Supplemental
Non-GAAP Financial Information), declined to 33.2%

from 34.3% in the prior year, primarily as a result of an
increase in other non-compensation related expenses and
a decrease in non-operating income, offset in part by
reduced compensation and benefits, as a percent of total
revenue, and transaction-related compensation. In the
prior year, income from discontinued operations, net of
tax, totaled $66.4 million; diluted earnings per share from
discontinued operations were $0.51 in the prior year.

Assets Under Management

Assets under management ("AUM”) at March 31, 2007
were $968.5 billion, up $100.9 billion or 12% from
March 31, 2006. Ner client cash Aows for the fiscal year
were $44.2 billion, representing 5% of our AUM at
March 31, 2006, and were driven by approximarely

$27 billion in each of fixed income and liquidity flows,
while negative client cash flows in equity assets resulting,
tn part, from lower relative investment performance. were
approximately $10 billion. We generally earn higher fees
and profit margins on equity AUM and outflows in this
asset class will disproportionately impact our revenues
and net income,

The components of the changes in our AUM (in billions)
for the years ended March 31 were as follows:

2007 2006
Beginning of period $867.6 $374.5
Net dlient cash Alows 44,2 35.6
Market performance and other 57.5 36.9
Acquisitions (dispositions), net (0.8) 420.6
End of period $968.5 $867.6

Average AUM for the years ended March 31, 2007 and
2006 were $905.8 billion and $546.9 billion, respectively.

Our AUM by asset class (in billions) as of March 31 were

as follows:

% of % of %
2007 Total 2006 Towd Change
Equity $338.0 349 $3249 375 4.0
Fixed Income 470.9 48.6  410.6 473 14.7
Liquidity 159.6 16.5 1321  15.2 20.8
Total $968.5 100.0 $867.6 100.0 11.6
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AUM by Division
FY 2007 FY 2006

Wealth
Managemens Managed

" i N&stments Nrestmems
SN ‘ ;

Our AUM by division (in biltions} as of March 31 were

as follows:

Weaith
Management

1

Managed

Institutional Institutional

% of % of %
2007 Total 2006 Total Change

Managed

Investments $403.2  41.6 $356.5 41.1 3.1
Institutional  496.3 51.3 4448 513 116
Wealch

Management  69.0 7.1 663 7.6 4.1
Toral $968.5 100.0 $867.6 1000 11.6

The components of the changes in our AUM by division (in
billions) for the year ended March 31, 2007 were as follows:

Ma.magcd Wealth  Total
Investments [nstitutional Management AUM

March 31,2006 $356.5 $444.8 $66.3  $8676
Net client

cash flows 23.5 21.7 (1.0}  44.2
Marker

performance

and other 23.3 30.2 4.0 57.5
Acquisitions

{dispositions), net (0.1} (0.4) {0.3) (0.8)
March 31, 2007 $403.2 $496.3 $69.0 $968.5

Assets managed for U.S. domiciled clients accounted

for 67% and 68% of toral assets managed and non-U.S.
domiciled clients represented 33% and 32% of total assets
managed as of March 31, 2007 and 2006, respectively. Assets
managed for non-U.S. domiciled clients as of March 31, 2006
have been revised to include $19.3 billion of assets previ-
ously included as assers managed for U.S. domiciled
clients, principally non-U.S. domiciled feeder funds.
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The following discussion separately addresses the results of
our continuing operations and our discontinued operations.

RESULTS OF CONTINUING OPERATIONS

Operating Revenues

Revenues from continuing operations for the year ended
March 31, 2007 were $4.3 billion, up 64% from $2.6 bil-
lion in the prior year primarily as a result of including a
full year’s results of CAM and Permal, including Permal’s
growth since acquisition, which combined accounted for
approximately 90% of the increase in revenues. Higher
average AUM, reflecting favorable market conditions and
net client cash fows, also contributed to the increase.

Investment advisory fees from separate accounts increased
319% to $1.4 billion, primarily as a result of the acquisition
of CAM, which accounted for approximately 80% of
the increase, as well as higher AUM at Western Asset
Management Company (*Western Asser”), Brandywine
Global Investment Management, LLC (“Brandywine”)
and Legg Mason Capital Management, Inc. ("LMCM?),
offset in parc by a decline in advisory fees due to lower
average assets managed by Private Capital Management,

LP ("PCM"}.

Investment advisory fees from funds increased 103%

to $2.0 billion, with approximately 20% of the increase
attributable to the acquisitions of CAM and Permal,
including Permal’s growth since acquisition. Performance
fees increased 40% to $142.2 million during fscal 2007,
primarily as a result of $31.9 million of increased fees
earned by Permal.

Discribucion and service fees increased 68% to
$716.4 million with approximately 75% of the increase
due 1o the addition of fees earned by CAM. In addition,
distribution and service fees from Permal contributed
approximately 109 of the increase.

Revenues by Division

FY 2007 FY 2006

Managed
Wealth Investments  ¥vealth

Managem"\ Managemem‘
: i

/ [

Managed
Investments

— Institutional




Our operating revenues by division (in millions) for the

years ended March 31 were as follows:

2007 2006
Managed Investments $2,444.4 $1,364.0
Institutional 970.¢ 717.6
Wealth Management 929.3 563.6
Total $4,343.7 $2,645.2

(1) Fiscal year 2006 includes a reclassification of approximately $29.4 million and
$4.6 million from the Institutional and Wealth Management divisions, respec-
tively, to the Managed [nvestments divicion ro reflect a change whereby the rev-
enues generated by all proprierary funds, except thuse managed by Permal, are
included in the Managed Investments division.

The increase in operating revenues in the Managed
Investmenss and Institutional divisions was primarily due
to including a full year's results of CAM. The increase in
the operating revenues in the Wealth Management divi-
sion was primarily due to including a full year’s resulcs of
Permal, including growth since acquisition, offset in part
by decreases at PCM.

Operating Expenses

Compensation and benefits increased 39% to $1.6 billion,
primarily as a result of the addition of compensation costs
from the acquired businesses and increased revenue
share-based incentive expense on higher revenues ac certain
of our other subsidiaries. Compensation as a percentage of
operating revenues was 36.1% for the year ended March 31,
2007, down from 42.6%, primarily as a result of higher
revenues at revenue share entities, including revenues
transferred from acquired entities, which retain a lower
percentage of revenues as compensation, and a decrease

in transacuion-related compensation. Transaction-related
compensation costs primarily include recognition of
previously deferred compensacion for CAM employees
under prior Citigroup plans and accruals for retention
compensation for transitional CAM employees. Costs
for severance at CAM are included in the purchase price
allocation and are not reflected in our results of operations.
Compensation as a percentage of revenues also decreased
as a result of the significant increase in fund revenues, of
which a substantial portion is passed through 1o third

parties as distribution and servicing expense.

Distribution and servicing expenses increased 113% to
$1.2 billion, with approximately 80% of the increase

resulting from the addition of the acquired businesses.
The majority of distribution and servicing expenses are

paid to Citigroup, who is our primary distributor.

Communications and technology, occupancy, amortization
of intangible assets and ather expenses all increased primar-
ily as 2 result of a full year of expenses related to the CAM
aperations. The increase in other expenses was primarily
from travel, professional fees and advertising costs.

The litigation award scttlement during fiscal 2006 reflects
the reversal of $8.2 million of charges recorded in fscal
2004 as a result of the settlement of a civil copyright
infringement lawsuit.

Other Income (Expense)

Interest income increased $10.9 million to $58.9 million,
primarily as a result of higher average interest rates earned
on higher average firm investment account balances.
Interest expense increased $18.8 million to $71.5 mitlion
primarily due to the impact of a full vear of interest
expense on a $700 million term loan issued to finance the
acquisition of CAM, offset in part by the repayment at
maturicy of $100 million in senior notes during fiscal
2006 and the conversion of our zero-coupon contingent
convertible senior notes to common stock. Orher income
decreased $12.3 million ro $28.1 million as a result of
invesrments held by variable interest entities (“VIEs”) that
are no longer consolidated, offset in part by correspond-

ing minority ingerests.

Provision for Income Taxes

The provision for income taxes increased 44.3% to
$397.6 million, primarily as a resulr of the increase in
income from continuing operations. The effective tax rate
decreased to 38.1% from 38.5% in the prior year primar-
ily reHlecting increased revenues and earnings in foreign

jurisdictions with lower effective tax rates.

Supplemental Non-GAAP Financial Information

Cash income from continuing operations rose 9% for
the fiscal year to $845.4 million or $5.86 per diluted share
from $532.1 million or $4.10 per diluted share primarily
due to including a futl year’s resules of CAM and Permal.
The pre-tax profit margin from continuing operations as
adjusted for distribution and servicing expense for fiscal
years 2007 and 2006 was 33.2% and 34.3%, respectively.

Cash Income from Continuing Operations

As supplemental information, we are providing a perfor-
mance measure that is based on a methodology other than
generally accepted accounting principles ("non-GAADP”)
for “cash income from continuing operations” chat

management uses as a benchmark in evaluating and
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comparing the period-to-petiod operating performance of
Legg Mason, Inc. and its subsidiaries. We define “cash
income from continuing operations” as income from con-
tinuing operations, plus amortization and deferred taxes
related to inrangible assers. We believe that cash income
from continuing operations provides a good representa-
tion of our operating performance adjusted for non-cash
acquisition related items and it facilitates comparison of
our results to the results of other asset management firms
that have not engaged in significant acquisitions. We also
believe that cash income from continuing operations is an
important metric in estimating the value of an asset man-
agement business. In considering acquisitions, we often
calculate a target firm’s cash earnings as a metric in esti-
mating its value. This measure is provided in addition to
income from centinuing operations, but is not a substitute
for income from continuing operations and may not be
comparable to non-GAAP performance measures, includ-
ing measutes of cash earnings or cash income, of other
companies. Further, cash income from operations is not a
liquidity measure and should not be used in place of cash
How measures determined under GAAP. Legg Mason
considers cash income from continuing operations to be
useful to investors because it is an important metric in
measuring the econemic performance of asset manage-
ment companies, as an indicator of value and because it
facilirates comparisons of Legg Mason’s operating results
with the results of other asset management firms thar have
not engaged in significant acquisitions.

In caleulating cash income from concinuing operations,
we add the impact of the amortization of intangible assets
from acquisitions, such as management contracts, to
income from continuing operations to reflect the fact that
this non-cash expense does not represent an acrual decline
in the value of the intangible assets. Deferred taxes on
intangible assets, including goodwill, represent actual rax

benefits that are not realized under GAAP absent an
impairment charge or the disposition of the related busi-
ness. Because we actually receive these tax benefits, we
add them to income in the calculation of cash income
from continuing operations. Should a disposition or
impairment charge occur, its impact on cash income from
continuing operations may distort actual changes in the
operating performance or value of our firm. Accordingly,
we monitor changes in intangible assets and goodwill and
the related impact on cash income from continuing opera-
tions for distorting effects and ensure appropriate
explanations accompany disclosures of cash income from
continuing operations,

Although depreciation and amortization on fixed assets
are non-cash expenses, we do not add these charges in
calculating cash income from continuing operaticns
because these charges are related to assets thar will ulti-
mately require replacement.

We have revised our definition of cash income from con-
tinuing operations. The changes relate to the treatment of
stock-based compensation expense and the timing of tax
effects associated with the amortization of intangibles. In
calculating cash income from continuing operations, we no
longer adjust for stock-based compensation expense. In
addicion, to more consistently reflect the timing of tax
effects on our non-GAAP adjustments, we now add back to
income from continuing operations amortization expense
for intangible assets before taxes, rather than adding such
expense net of taxes. We have applied these changes wo all
petiods presented. However, the adjustments do not have a
significant aggregate impact on the amount of cash income
from continuing operations for the periods presented.

A reconciliation of income from continuing operations to
cash income from continuing operations (in thousands
except per share) is as follows:

For the Years Ended March 31, Period to
2007 2006 Period Change
Income from Continuing Operations $646,246 $433,707 49.0%
Plus:
Amortization of intangible assets 68,410 38,460 77.9
Deferred income taxes on intangible assets™ 130,758 59,940 118.1
Cash Income from Continuing Operations $845,414 $532,107 58.9
Cash Income per Diluted Share
Income from continuing operations per diluted share $ 448 $ 335 337
Amortization of intangible assets 0.47 0.29 62.1
Deferred income taxes on intangible assets 0.91 0.46 97.8
Cash Income per Diluted Share $ 5.86 $ 410 42.9

(1) Increase from prior year primarily relates to deferred income taxes on intangible assets and goodwill on acquired entities for a full fiscal year.
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Pre-tax Profit Margin from Continuing Operations,

as Adjusted

We believe that pre-tax profit margin from continuing
operations adjusted for distribution and servicing expense is
a useful measure of our performance because it indicates
whart our margins would have been without the distribution
revenues that are passed through to third parties as a direct
cost of selling our products, and thus shows the effect of
these revenues on our margins. This measure is provided in

addition to the Company's pre-tax profic margin from
continuing operations calculated under GAAP, but is not a
substitute for calculations of margin under GAAP and may
not be comparable to non-GAAT performance measures,
including measures of adjusted margins, of other companies.

A reconciliation of pre-tax profit margin from continuing
operarions adjusted for distribution and servicing expense
(in thousands) is as follows:

For the Years Ended March 31,

2007 2006
Operating Revenues, GAAP basis $4,343,675 $2,645,212

Less:

Distribution and servicing expense 1,196,019 561,788
Operating Revenues, as adjusted $3,147,656 $2,083,424
Income from Continuing Operations before

Income Tax Provision and Minority Interests $1,043,854 $ 715,462
Pre-tax proft margin, GAAP basis 24.0% 27.0%
Pre-tax proht margin, as adjusted 33.2 34.3

RESULTS OF DISCONTINUED OPERATIONS
Income from discontinued operations, net of rax, for
the year ended March 31, 2006, was $66.4 million, or
$0.51 per diluted share. Gain on sale of discontinued
operations, net of tax, for fiscal 2007 and 2006 was
$0.6 million and $644.0 million, respectively. Gain on
sale of discontinued operations had no impact on our

earnings per share in fiscal 2007 and was responsible
for $4.94 per diluted share in fiscal 2006.

FISCAL 2006 COMPARED WITH FISCAL 2005

Financial Overview

As a result of the acquisitions of Permal and CAM, the
results of our continuing operations for fiscal 2006
include five months of results from Permal and four
months of results from CAM.

Operating revenues increased 68% to $2.6 billion as a
result of higher revenues from significantly increased
levels of AUM primarily from the CAM and Permal
acquisitions. Net income an