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- Diversification matters, especially in turbulent markets.

But not all diversification methods are the same.

« Macro matters: our research shows that equity returns were

driven, over the long term, largely by economic sector and
country — so it makes sense to diversify across these key drivers.

Diversification Based Investing diversifies across countries
and sectors to capture the potential of easily-overlooked market
segments, while limiting exposure to potentially damaging forces.

« We also believe true diversification should account for the

shifting dynamics of economic and market trends — like the
current cross-border energy dynamic — so we re-examine
these relationships periodically.

All investments involve risk, including possible loss of principal.
Active management does not ensure gains or protect against market declines.

INTHEU.S.—INVESTMENT PRODUCTS: NOT FDIC INSURED « NO BANK GUARANTEE « MAY LOSE VALUE




The core problem

An investor’s core allocation is akin to the foundation

of a home; if not laid properly, instability will eventually
appear. To build a strong financial foundation, investors often
combine stocks, bonds and other alternatives, knowing that
no one asset class will always outperform. While this concept
is widely understood and employed, investors often neglect
diversifying within each type of asset, leaving themselves
unknowingly overexposed to other forces in the market.

This is particularly true of equities, where many investors
have increasingly turned to passive indices like the S&P

500 or the MSCI EAFE Index. Investors perceive these cap-
weighted investments as efficient ways to gain broad market
exposure, because they include a large number of stocks across
industries — and across geographies if investments are global.

How traditional diversification can disappoint

But in times of market volatility, investors are often
disappointed with the results of these efforts. That’s because
of an unrecognized attribute of this type of investing:

the majority of the resulting investment weight is heavily
concentrated in a small number of sectors (and for
international investors, countries).

With investment dynamics like this, investors would be well
served to look for a better way to establish a broad allocation
to equities in a diversified portfolio.

Diversification Based Investing: An introduction

QS Investors has developed a different approach to
diversification. In 2000, when the collapsing Internet bubble
underscored the perils of capitalization-weighted indexes,
the weaknesses of the traditional approach to diversification
became clear.

QS embarked on research to find big-picture factors
affecting returns by investigating the overarching sources

of diversification — including global economic or industry
trends — in the search for common drivers useful to better
manage risk, while preserving the possibility of participation
in markets’ upward trends.

This matters to investors seeking diversification; like asset
classes, the performance of stocks based in different countries
or in different economic sectors can vary significantly,
depending on the market environment. One example: Figure 1
shows the performance of the Utilities sector, one of ten sectors
within the S&P 500 for each of the past five calendar years.
That sector was the best performing in two non-consecutive
years, but among the worst in the other three. And by
geography, Figure 2 shows that European stocks outperformed
other regions in one out of the past five years, but were the
worst performing in two others.
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As long-term followers of the market know, a wide variety
of different themes within the market drive performance
over time. In some eras, technological breakthroughs
drove performance more than valuation; in other times,
earnings, dividend growth, or exposure to emerging
markets called the tune.

Predicting these market developments is notoriously difficult;
getting them wrong risks missing out on emergent sectors
and relationships, or being heavily exposed to sudden swings
in sentiment or outlook. In our view, preparation beats
prediction; rather than placing high-risk directional bets based
on forecasts, we've chosen diversification methods intended

to capture any emerging trends and minimize exposure

to existing vulnerabilities.

That’s why QS Investors believes a truly diversified portfolio
should have balanced exposure across the themes driving
the markets.

Beyond traditional diversification: A different type of core

The QS approach focuses on staying “market-agnostic,’
diversifying across investment themes to deliver more
balanced equity exposure. The approach seeks to capture the
upside trends of markets as they develop, rather than focusing
on what has worked in the past. At the same time, the method
relies on this enhanced diversification to control exposure

to the downdrafts that may result from the economic cycle
(cyclicals versus staples), swings in style performance

(for instance, value versus growth stocks), or episodic issues
(for instance, country crises).

An example of the shortcomings of fixed factors: current
approaches to investment risk management tend to lean
toward defensive investing styles, with the goal of minimizing
the effect of market downturns. The consequence is often
significant lost opportunities when market leadership shifts
toward higher-growth themes.

Adapting to the changing messages of the market

A key advantage of the QS approach is that it’s adaptive, taking
into account the evolving economic landscape, macro trends
and investor sentiments. The adaptive approach allows it to
adjust for, and take advantage of, changes in market dynamics
over time, minimizing the effects of the common trap of
focusing on long-term — but potentially stale — market
relationships, while investing for the future.



Surfing the changes: Diversification Based Investing in action

For QS, Diversification Based Investing involves three steps:

* Identifying the drivers of market performance: This
analysis of performance patterns of country and sector
returns looks for clusters of market correlations, which
provide insight into how segments of the market
are acting, whether from an economic or behavioral
association, providing an alternative view of equity
market risks and opportunities.

Diversifying across correlation clusters: Once these
patterns have been uncovered, QS allocates portfolio
positions across them in equal proportions — in order

to create portfolios that are diversified across these specific
patterns. Just like investors combining asset classes

with different strengths, QS allocates across different
relationships, to unlock the full potential of diversification.

Adapting to the changing environment: Once each year,
the systematic analysis is conducted anew, to pick up
changing trends in the market, and the portfolios are
recomposed accordingly.

Conclusion: Adaptive diversification for a changing market

Financial markets over the past decade have taught investors
one enduring lesson: the dynamics driving markets can
change radically — in either direction — over time. So it can
make good sense for investors, in continuing the search for
future wealth while managing risk, to seek out approaches that
diversify within asset classes in a way that adapt to changing
market dynamics above and beyond simpler models of broad
asset-class diversification.

To take advantage of the changing nature of markets,
a diversification-based investment regime should recognize
the following:

Figure 1: S&P 500 industry sector returns (2010-15)
Top two and bottom two sectors for each year
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» Macro matters: Economic sectors and countries are the
key drivers of equity market performance

* Preparation beats prediction: Because prediction of these
trends is hard, it’s better to diversify around those changes
rather than to try to anticipate them.

« Cap-weighted indexes aren’t diversified: Their very
structure forces them to become more concentrated over
time, exposing investors at the worst possible times.

The QS solution is diversification based on what matters,

rather than what'’s traditional. Based on managing the exposure
to past market relationships — as well as seeking to increase
exposure to emergent trends — the approach seeks to limit the
impact of market turbulence while taking advantage of growth
not yet reflected in cap-weighted index-based investments.

Investment risks

Diversification does not assure a profit or protect against market
loss. Active management does not ensure gains or protect against
market declines. Outperformance does not imply positive results.

Definitions

The S&P 500 Index is an unmanaged index of 500 stocks that is generally representative

of the performance of larger companies in the U.S. Indexes are unmanaged, and not available
for direct investment. Index returns do not include fees or sales charges. The Barclays U.S.
Aggregate Bond Index is an unmanaged index of U.S. investment-grade fixed income
securities. The Morgan Stanley Capital International (MSCI) EAFE Index is an
unmanaged index of equity securities from developed countries in Western Europe, the Far
East, and Australasia The MSCI Europe Index is a free float-adjusted market capitalization
index that is designed to measure developed market equity performance in Europe: Austria,
Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, the Netherlands, Norway,
Portugal, Spain, Sweden, Switzerland and the United Kingdom. The MSCI AC Asia Pacific
Index is a market capitalization weighted index that is designed to measure the equity market
performance of the developed and emerging markets in the Pacific region. The MSCI
Emerging Markets (EM) Index is a free float-adjusted market capitalization index that

is designed to measure equity market performance in the global emerging markets.

Figure 2: Returns by region (2010-15)
Top two and bottom two regions for each year
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Source: Bloomberg, as of December 31, 2015. Past performance is no guarantee of future results. Indexes are unmanaged, and not available for direct investment. Index returns do not
include fees or sales charges. This information is provided for illustrative purposes only and does not reflect the performance of an actual investment.
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Legg Mason is a leading global
investment company committed

to helping clients reach their financial
goals through long term, actively
managed investment strategies.

e Over $671 billion* in assets
invested worldwide in a broad
mix of equities, fixed income,
alternatives and cash strategies

e A diverse family of specialized
investment managers, each
with its own independent
approach to research and analysis

e Over a century of experience
in identifying opportunities and
delivering astute investment
solutions to clients
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IMPORTANT INFORMATION:
All investments involve risk, including possible loss of principal.

The value of investments and the income from them can go down as well as up and investors may not get back the amounts originally
invested, and can be affected by changes in interest rates, in exchange rates, general market conditions, political, social and economic
developments and other variable factors. Investment involves risks including but not limited to, possible delays in payments and loss
of income or capital. Neither Legg Mason nor any of its affiliates guarantees any rate of return or the return of capital invested.

Equity securities are subject to price fluctuation and possible loss of principal. Fixed-income securities involve interest rate, credit,
inflation and reinvestment risks; and possible loss of principal. As interest rates rise, the value of fixed income securities falls.

International investments are subject to special risks including currency fluctuations, social, economic and political uncertainties,
which could increase volatility. These risks are magnified in emerging markets.

Commodities and currencies contain heightened risk that include market, political, regulatory, and natural conditions and may not
be suitable for all investors.

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

The opinions and views expressed herein are not intended to be relied upon as a prediction or forecast of actual future events or
performance, guarantee of future results, recommendations or advice. Statements made in this material are not intended as buy or

sell recommendations of any securities. Forward-looking statements are subject to uncertainties that could cause actual developments
and results to differ materially from the expectations expressed. This information has been prepared from sources believed reliable but
the accuracy and completeness of the information cannot be guaranteed. Information and opinions expressed by either Legg Mason

or its affiliates are current as at the date indicated, are subject to change without notice, and do not take into account the particular
investment objectives, financial situation or needs of individual investors.

The information in this material is confidential and proprietary and may not be used other than by the intended user. Neither Legg
Mason or its affiliates or any of their officer or employee of Legg Mason accepts any liability whatsoever for any loss arising from any
use of this material or its contents. This material may not be reproduced, distributed or published without prior written permission from
Legg Mason. Distribution of this material may be restricted in certain jurisdictions. Any persons coming into possession of this material
should seek advice for details of, and observe such restrictions (if any).

This material may have been prepared by an advisor or entity affiliated with an entity mentioned below through common control
and ownership by Legg Mason, Inc. Unless otherwise noted the “$” (dollar sign) represents U.S. Dollars.

This material is only for distribution in those countries and to those recipients listed.

ALLINVESTORS IN THE UK, PROFESSIONAL CLIENTS AND ELIGIBLE COUNTERPARTIES IN EU AND EEA COUNTRIES EX UK AND QUALIFIED
INVESTORS IN SWITZERLAND:

Issued and approved by Legg Mason Investments (Europe) Limited, registered office 201 Bishopsgate, London EC2M 3AB. Registered in England
and Wales, Company No. 1732037. Authorized and regulated by the Financial Conduct Authority. Client Services +44 (0)207 070 7444.

ALL INVESTORS IN HONG KONG AND SINGAPORE:
This material is provided by Legg Mason Asset Management Hong Kong Limited in Hong Kong and Legg Mason Asset Management Singapore Pte.
Limited (Registration Number (UEN): 200007942R) in Singapore.

This material has not been reviewed by any regulatory authority in Hong Kong or Singapore.

ALLINVESTORS IN THE PEOPLE’S REPUBLIC OF CHINA (“PRC"):

This material is provided by Legg Mason Asset Management Hong Kong Limited to intended recipients in the PRC. The content of this document is
only for Press or the PRC investors investing in the QDII Product offered by PRC’s commercial bank in accordance with the regulation of China Banking
Regulatory Commission. Investors should read the offering document prior to any subscription. Please seek advice from PRC's commercial banks and/
or other professional advisors, if necessary. Please note that Legg Mason and its affiliates are the Managers of the offshore funds invested by QDII
Products only. Legg Mason and its affiliates are not authorized by any regulatory authority to conduct business or investment activities in China.

This material has not been reviewed by any regulatory authority in the PRC.

DISTRIBUTORS AND EXISTING INVESTORS IN KOREA AND DISTRIBUTORS IN TAIWAN:

This material is provided by Legg Mason Asset Management Hong Kong Limited to eligible recipients in Korea and by Legg Mason Investments
(Taiwan) Limited (Registration Number: (98) Jin Guan Tou Gu Xin Zi Di 001; Address: Suite E, 55F, Taipei 101 Tower, 7, Xin Yi Road, Section 5, Taipei
110, Taiwan, R.0.C.; Tel: (886) 2-8722 1666) in Taiwan. Legg Mason Investments (Taiwan) Limited operates and manages its business independently.

This material has not been reviewed by any regulatory authority in Korea or Taiwan.

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

ALLINVESTORS IN AUSTRALIA:

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

* As of December 31, 2015.

© 2016 Legg Mason Investor Services, LLC. Member FINRA, SIPC. QS Investors and Legg Mason Investor Services, LLC and all entities
mentioned above are subsidiaries of Legg Mason, Inc. 592773 MIPX241662 2/16 FN1610739



