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Key takeaways

> Equity markets experienced one of the most severe rotations in years in July, with small cap and value stocks
surging and mega cap tech stocks selling off.

> A key question for investors is whether this move continues or fades out similar to previous rotations. Several
of the five primary catalysts that sparked the recent leadership shift may persist over the coming quarters.

» While a growth scare could spark a retracement of this rotation, we ultimately expect a pickup in economic
growth which should favor small cap, value and cyclicals. In our view, the potential for frenetic trading
highlights the importance of maintaining a diversified portfolio. We believe active managers have an
advantage over passive benchmarks, given their ability to sidestep areas of potential overvaluation.

Softer inflation reading sparks meaningful leadership shift

Equity markets experienced one of the most severe rotations in years in July, with previous laggards like small cap
and value stocks becoming leaders and previous leaders like mega cap tech stocks becoming laggards. The S&P
500 Index ended 1.2% higher on the month, a statistic which belies the turmoil that occurred beneath the surface.
While the first part of the month saw a continuation of the leadership that dominated markets in the first half of
2024, the CPI release on the morning of July 11 marked a turning point. Since their peak the day prior, the
Magnificent Seven stocks (Alphabet, Amazon.com, Apple, Meta Platforms, Microsoft, Nvidia and Tesla) are down
9.4% while the Russell 2000 is up 9.9%." Further, the S&P 500 equal-weight index outpaced the cap-weighted
version by 5.6% and the Russell 1000 Value Index outpaced the Russell 1000 Growth Index by just over 10%.

T As of July 11, 2024.
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Exhibit 1: 2024 Equity Market Leadership
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Data as of July 31, 2024. Sources: S&P, Russell, UBS, and Bloomberg. Note: Magnificent 7 vs. 493 is the UBS Magnificent 7 relative price
return vs. UBS S&P ex Magnificent 7; Cap vs. Equal is the S&P 500 relative price return vs. S&P 500 Equal Weight; Large vs. Small is the
Russell 1000 relative price return vs. Russell 2000; Growth vs. Value is the Russell 1000 Growth relative price return vs. Russell 1000
Value.

This shift has taken many investors by surprise and, while we view the broadening of market leadership as a
healthy dynamic, the key question looking forward is whether this move will persist or fade out in a manner similar
to several previous rotations in the last few years. We believe it is informative to analyze the five primary catalysts
that sparked the rotation and to then formulate a view regarding which dynamics may have already fully played
out and which may have greater durability in the coming months.

1.

Cooling Inflation: The leadership rotation began in force following the release of the June CPI data. A third
consecutive softer print helped confirm that the elevated inflation readings from the first quarter were more
of an aberration, clearing the way for the Federal Reserve to begin normalizing interest rates at its September
meeting. This should help reaccelerate US economic growth in 2025 and fully cement the already-unfolding
soft landing, which should drive superior earnings growth for more cyclical businesses that perform better
when GDP is picking up. Small cap and value benchmarks typically have greater exposure to cyclical
companies relative to large cap and growth, and are thus positioned to continue to benefit as interest rate
policy normalizes later in 2024 and into 2025.

Positioning: Prior to the June CPI data, 2024 had largely been marked by a continuation of the past several
years in which the Magnificent Seven dominated equity markets. This multiyear dynamic has drawn strong
flows into these names, resulting in skewed positioning, with most investors crowded over to one side of the
metaphorical boat. While investors have started to spread out across the rest of the boat, this extreme
positioning has not yet been fully unwound. However, the initial round of associated short covering is likely
closer to its end, meaning this dynamic is less likely to be a primary driver over the intermediate term.

Market Concentration and Valuation: The 10 largest S&P 500 Index constituents accounted for 37.5% of the
benchmark coming into the third quarter. This is well ahead of what was seen in the late 1990s and lends to
elevated concentration risk. Further, this dynamic has skewed valuations because the 10 largest names traded
at 29.3x expected next 12-month earnings while the other 490 were at a much more reasonable 17.8x.
Stretched valuations mean less downside protection when the perception of negative news takes hold, and
while this valuation gap has narrowed in July, there is further room for both valuation gaps (between the
largest names and the rest of the market) to normalize and index concentration to unwind over the next

few years.



BLOG

Exhibit 2: Largest Stocks Distorting Valuations
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4.

An Artificial intelligence (Al) Bubble? The early read from second-quarter earnings season was somewhat
disappointing, with softer numbers and disappointing guidance from some Al-exposed names in particular
amplifying the budding leadership rotation. However, with earnings season now past the halfway mark, more
recent reports have delivered better numbers and more optimistic guidance. While investors may keep
guestioning if Al mania has been taken too far, profit taking on weakness following a tremendous rally may
continue. However, we believe many of these fears are overblown, a view rooted in conversations with our
sector research colleagues such as ClearBridge Technology Hardware Analyst Anuj Parikh, who notes solid
underlying fundamentals in the space:

“Rapid advances in generative Al and the development of more capable models is contributing to strong
adoption of Al infrastructure and services by millions of developers and leading companies across industries as Al
enables them to develop better-quality software, find insights from their data and protect their organizations
from cybersecurity threats.”

Given this, we do not believe that Al bubble fears currently represent a long-term driver of a leadership rotation.

Relative Earnings Growth: Recent market leadership has been largely supported by fundamentals, with the
largest S&P 500 names delivering strong earnings per share (EPS) growth while the rest of the benchmark and
small cap stocks experienced an earnings recession. However, the second quarter is expected to be the last
quarter where the Magnificent Seven have a meaningful EPS growth advantage, and they are, in fact, expected
to lag going forward. This change in relative fundamentals is beginning to be discounted in earnings
multiples, with earnings the primary driver of market returns over longer periods of time. Accordingly, this
swing in relative earnings growth—should it play out—could drive a more durable market leadership rotation
over the next 12-18 months.
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Exhibit 3: Magnificent 7 Advantage Dissipating
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Magnificent 7 refers to the following set of stocks: Microsoft (MSFT), Amazon (AMZN), Meta (META), Apple (AAPL), Google parent
Alphabet (GOOGL), Nvidia (NVDA), and Tesla (TSLA). Data as of July 31, 2024. Sources: FactSet, Russell, S&P.

Putting this all together, several of the primary drivers behind the recent market leadership rotation have the
potential to persist over the coming quarters. Leadership rarely moves in a straight line, and we believe the near
term (the next several months) could see an oscillation that favors the previous leadership on the perception of
safety if the economy cools further. Ultimately, we believe a soft landing will play out, a view rooted in the signals
emanating from the ClearBridge Recession Risk Dashboard, which had no changes this month and remains in

green (expansionary)

territory.

Exhibit 4: ClearBridge Recession Risk Dashboard
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Source: ClearBridge Investments.
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While a growth scare may nip this building leadership rotation in the bud, we believe the economy will ultimately
reaccelerate. Our confidence is based on a solid macro foundation, few excesses in the market and a more
accommodative Fed. We believe this pickup in economic growth should favor the recent winners, namely small
cap, value and cyclical stocks more exposed to an accelerating economy. Potentially frenetic market leadership is a
good reminder of the importance of portfolio diversification and periodic rebalancing, particularly following long
stretches of out- (or under-) performance. Finally, the events of the past few weeks also serve to highlight the
advantage that active managers possess when market concentration reaches extremes, as passive funds are
unable to sidestep areas of potential concern in the benchmarks they track.

Definitions

The ClearBridge Recession Risk Dashboard is a group of 12 indicators that examine the health of the US
economy and the likelihood of a downturn.

S&P 493 is known as the S&P 500 Index excluding the seven technology stocks (Magnificent Seven). The S&P
500 Index is an unmanaged index of 500 stocks that is generally representative of the performance of larger
companies in the United States.

The Russell 1000 Index is an unmanaged, capitalization-weighted index of domestic large-cap stocks. It measures
the performance of the 1,000 largest publicly traded US companies in the Russell 3000 Index.

The Russell 1000 Value Index is an unmanaged index of those companies in the large-cap Russell 1000 Index
chosen for their value orientation.

The Russell 1000 Growth Index is an unmanaged index of those companies in the large-cap Russell 1000 Index
chosen for their growth orientation.

The Russell 2000 Index is an index of domestic small-cap stocks that measures the performance of the 2,000
smallest publicly traded US companies in the Russell 3000 Index.

The Consumer Price Index (CPI) measures the average change in US consumer prices over time in a fixed market
basket of goods and services determined by the US Bureau of Labor Statistics.
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WHAT ARE THE RISKS?

All investments involve risks, including possible loss of principal. 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.

Equity securities are subject to price fluctuation and possible loss of principal.
Active management does not ensure gains or protect against market declines.
Diversification does not guarantee a profit or protect against a loss.

Small- and mid-cap stocks involve greater risks and volatility than large-cap stocks.

Any companies and/or case studies referenced herein are used solely for illustrative purposes; any investment
may or may not be currently held by any portfolio advised by Franklin Templeton. The information provided is not
a recommendation or individual investment advice for any particular security, strategy, or investment product and
is not an indication of the trading intent of any Franklin Templeton managed portfolio. Past performance does
not guarantee future results.
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IMPORTANT INFORMATION

This material is intended to be of general interest only and should not be construed as individual investment advice or a recommendation
or solicitation to buy, sell or hold any security or to adopt any investment strategy. It does not constitute legal or tax advice. This material
may not be reproduced, distributed or published without prior written permission from Franklin Templeton.

The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as at publication date
and may change without notice. The underlying assumptions and these views are subject to change based on market and other conditions
and may differ from other portfolio managers or of the firm as a whole. The information provided in this material is not intended as a
complete analysis of every material fact regarding any country, region or market. There is no assurance that any prediction, projection or
forecast on the economy, stock market, bond market or the economic trends of the markets will be realized. The value of investments and
the income from them can go down as well as up and you may not get back the full amount that you invested. Past performance is not
necessarily indicative nor a guarantee of future performance. All investments involve risks, including possible loss of principal.

Any research and analysis contained in this material has been procured by Franklin Templeton for its own purposes and may be acted upon
in that connection and, as such, is provided to you incidentally. Data from third party sources may have been used in the preparation of this
material and Franklin Templeton ("FT") has not independently verified, validated or audited such data. Although information has been
obtained from sources that Franklin Templeton believes to be reliable, no guarantee can be given as to its accuracy and such information
may be incomplete or condensed and may be subject to change at any time without notice. The mention of any individual securities should
neither constitute nor be construed as a recommendation to purchase, hold or sell any securities, and the information provided regarding
such individual securities (if any) is not a sufficient basis upon which to make an investment decision. FT accepts no liability whatsoever for
any loss arising from use of this information and reliance upon the comments, opinions and analyses in the material is at the sole discretion
of the user.

Products, services and information may not be available in all jurisdictions and are offered outside the US by other FT affiliates and/or their
distributors as local laws and regulation permits. Please consult your own financial professional or Franklin Templeton institutional contact
for further information on availability of products and services in your jurisdiction.

Brazil: Issued by Franklin Templeton Investimentos (Brasil) Ltda., authorized to render investment management services by CVM per
Declaratory Act n. 6.534, issued on October 1, 2001. Canada: Issued by Franklin Templeton Investments Corp., 200 King Street West, Suite
1500 Toronto, ON, M5H3T4, Fax: (416) 364-1163, (800) 387-0830, www.franklintempleton.ca. Offshore Americas: In the U.S., this
publication is made available by Franklin Templeton, One Franklin Parkway, San Mateo, California 94403-1906. Tel: (800) 239-3894 (USA
Toll-Free), (877) 389-0076 (Canada Toll-Free), and Fax: (727) 299-8736. U.S. by Franklin Templeton, One Franklin Parkway, San Mateo,
California 94403-1906, (800) DIAL BEN/342-5236, franklintempleton.com. Investments are not FDIC insured; may lose value; and are not
bank guaranteed.

Issued in Europe by: Franklin Templeton International Services S.a r.l. — Supervised by the Commission de Surveillance du Secteur Financier
- 8A, rue Albert Borschette, L-1246 Luxembourg. Tel: +352-46 66 67-1 Fax: +352-46 66 76. Poland: Issued by Templeton Asset Management
(Poland) TFI S.A.; Rondo ONZ 1; 00-124 Warsaw. South Africa: Issued by Franklin Templeton Investments SA (PTY) Ltd, which is an
authorised Financial Services Provider. Tel: +27 (21) 831 7400 Fax: +27 (21) 831 7422. Switzerland: Issued by Franklin Templeton
Switzerland Ltd, Stockerstrasse 38, CH-8002 Zurich. United Arab Emirates: Issued by Franklin Templeton Investments (ME) Limited,
authorized and regulated by the Dubai Financial Services Authority. Dubai office: Franklin Templeton, The Gate, East Wing, Level 2, Dubai
International Financial Centre, P.O. Box 506613, Dubai, U.A.E. Tel: +9714-4284100 Fax: +9714-4284140. UK: Issued by Franklin Templeton
Investment Management Limited (FTIML), registered office: Cannon Place, 78 Cannon Street, London EC4N 6HL. Tel: +44 (0)20 7073 8500.
Authorized and regulated in the United Kingdom by the Financial Conduct Authority.
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Level 47, 120 Collins Street, Melbourne, Victoria 3000. Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 62/F, Two IFC,
8 Finance Street, Central, Hong Kong. Japan: Issued by Franklin Templeton Investments Japan Limited. Korea: Issued by Franklin Templeton
Investment Trust Management Co., Ltd., 3rd fl., CCMM Building, 12 Youido-Dong, Youngdungpo-Gu, Seoul, Korea 150-968. Malaysia: Issued
by Franklin Templeton Asset Management (Malaysia) Sdn. Bhd. & Franklin Templeton GSC Asset Management Sdn. Bhd. This document has
not been reviewed by Securities Commission Malaysia. Singapore: Issued by Templeton Asset Management Ltd. Registration No. (UEN)
199205211E and Legg Mason Asset Management Singapore Pte. Limited, Registration Number (UEN) 200007942R. Legg Mason Asset
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