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Key takeaways:

- The US economy could be approaching a Goldilocks equilibrium in 2026: growth that’s
neither too hot or too cold, with inflation anchored and fiscal and monetary policy that is
broadly supportive.

Productivity gains should underpin growth and drive returns: Artificial Intelligence (Al)
adopters are positioned to lead the next leg of the market cycle, leveraging automation,
advanced analytics and operational efficiency to unlock margin expansion and stronger
profitability.

- Valuation dispersion creates opportunity: The valuation gap between the top decile of
the S&P 500 and the broader market remains near multidecade highs. This reflects recent
market narrowness but also creates a compelling opportunity for active investors as
leadership broadens.

The Goldilocks risk

The US economy could be approaching a Goldilocks equilibrium in 2026: growth that’s
neither too hot nor too cold, with inflation anchored and a broadly supportive fiscal and
monetary policy. Paired with Al-driven innovation fueling productivity across industries, our
outlook for 2026 has a positive bias, as we see the upside scenario increasingly likely.

Despite our optimism, this outcome is far from certain. Elevated valuations in key growth
segments leave little room for error, market leadership remains narrow, with recent market
volatility reflecting uncertainty around Al adoption, earnings durability and policy timing.
Al's promise is undeniable, but its near-term impact on profitability and labor remains in flux.
For growth investors, we see 2026 as a year where quality is poised to shine even in a
volatile market.
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Macroeconomic backdrop: growth is resilient, but narrow

The US economy continues to outperform most developed markets with Gross Domestic
Product (GDP) growth running near 2%'—a pace strong enough to sustain employment but
not hot enough to push inflation higher. This balance gives the Federal Reserve flexibility to
guide rates back toward neutral, creating conditions that may be “just right” for an extended
economic expansion.

Exhibit 1: US Real GDP
and Inflation Forecast
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Source: Bloomberg Consensus. October 31, 2025. There is no assurance that any estimate, forecast or projection will be realized.

Inflation and policy: Inflation is decelerating toward the Fed’s 2% target, supported by
supply-chain normalization and productivity gains. We see inflation headwinds continuing
to normalize as tariff impacts moderate.

Consumer dynamics: Household strength remains bifurcated. High-income consumers
continue to spend, supported by real wage gains, rising asset values and healthy balance
sheets. Lower-income households remain more selective, with spending patterns reflecting
tighter budgets.
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The productivity pivot: margin leverage and capex discipline

In 2026, we expect the market narrative around Al to shift from infrastructure build-out
toward tangible, real-world applications. As this application era takes hold, leadership
should transition to companies that convert Al spending into measurable productivity
gains—streamlining workflows, improving decision quality and reshaping cost structures.

These Al adopters are positioned to lead the next leg of the market cycle, leveraging
automation, advanced analytics and operational efficiency to unlock margin expansion and
stronger profitability.

Exhibit 2: US Capex
Moves Toward
Software and R&D

“Higher
refunds and
broader tax cuts
should reinforce
disposable
income and
near-term
consumption
trends
supporting the
US consumer.”
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Sources: FactSet, US Bureau of Economic Analysis. June 30, 2025.

Impact of tax refunds and stimulus

Much has been written about the K-shaped economy and the divide between low- and
high-end consumers in the United States. Asset prices and the wealth effect have
benefited the top half of the economy, but looking ahead, we see potential stimulus and tax
changes that could provide a meaningful tailwind to consumer spending more broadly.
Higher refunds and broader tax cuts should reinforce disposable income and near-term
consumption trends supporting the US consumer.
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“Looking
toward 2026,
conditions may
favor a
broadening of
market
leadership, with
opportunities
emerging across
sectors beyond
technology and
companies
below the
mega-cap
threshold.”

Market breadth: leadership beyond mega-caps

In recent years, a small group of mega-cap innovators—dominated by the “Magnificent
Seven”?—has driven the majority of index returns, benefiting from scale and Al leadership.
Looking toward 2026, we believe conditions should favor a broadening of market leadership,
with opportunities emerging across sectors beyond technology and companies below the
mega-cap threshold.

Several dynamics support this potential shift:

« Macro conditions favor broader participation

Stable growth, moderating inflation and a more predictable monetary policy environment
create a supportive backdrop for a wider set of business models. Small- and mid-cap
companies stand to benefit from improved financing conditions, normalized cost structures
and greater investor interest in cyclical and innovation-driven growth.

- Earnings contributions are normalizing

The earnings gap between mega-caps and the broader market peaked in 2023-2024. In
2026, sectors such as health care, industrials, consumer discretionary and select financials
are well-positioned to take on leadership, supported by stabilizing costs and productivity
gains.

« Al's impact is expanding beyond top platforms

The next phase of Al adoption should increasingly benefit companies across the value
chain. Traditional industries including industrial automation, health care tools, logistics and
business services are beginning to realize tangible efficiency gains from Al integration.

- Valuation dispersion creates opportunity

The valuation gap between the top decile of the S&P 500 and the rest of the market
remains near multidecade highs. While reflecting recent market narrowness, we believe this
gap presents a compelling opportunity for active investors as leadership is likely to broaden.

Exhibit 3: S&P 500
versus S&P 500 Equal
Weight Index: Next 12
Months (NTM) Price/
Earnings Ratio (PE)

S&P 500 vs. S&P 500 Equal Weighted NTM PE
15-year period ended August 31,2025
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Source: FactSet, as of August 31,2025. S&P Dow Jones Indices. Indexes are unmanaged and one cannot directly invest in them. They do not include fees, expenses
or sales charges. Past performance is not an indicator or a guarantee of future performance. Important data provider notices and terms available at www.
franklintempletondatasources.com.
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“For growth
investors, this is
the moment to
lean into
selectivity,
focusing on
franchises
positioned at
the intersection
of secular
tailwinds and
operational
discipline.”

Endnotes

The opportunity: quality growth and secular tailwinds

Our view on US equities remains positive but selective. In an environment where growth is
available but not abundant, we focus on owning high-quality franchises with durable
competitive advantages, often supported by secular tailwinds. We are focused on several
themes in the strategy:

Health care innovation
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O‘ Al-driven diagnostics, advanced med-tech robotics and efficiency solutions that
= improve outcomes and address systemic costs.

2. Industrial technology and power systems
é US re-industrialization and reshoring is driving demand for automation,
electrification and infrastructure investments.

= 3.

AT Scale, proprietary data and consumer trust is likely to drive resilient earnings and
recurring revenue models.

Fintech consumer and payments platforms

— 4. Al beneficiaries and compute Infrastructure
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Al adoption is accelerating and can drive substantial benefits across the
economy. We view compute infrastructure as the foundational commodity of the
modern economy.

Across these themes, the common link is a focus on businesses with clear competitive
advantages and strong fundamentals. Companies that innovate, maintain healthy profit
margins and invest strategically are likely well positioned to deliver consistent, high-quality
growth in a market where true quality remains scarce.

Risks we’re monitoring closely

Key risks include stubborn services inflation, which could introduce bouts of volatility. Al
adoption is another swing factor, with implementation likely to be uneven as firms manage
governance and integration. Valuations also warrant attention: Many leaders trade at
premiums to history, supported by strong growth but leaving limited room for missteps.
Against this backdrop, maintaining valuation awareness and a balanced, long-term portfolio
remains essential.

Conclusion: Why quality growth matters now

If the past few years were defined by navigating volatility, 2026 will be defined by a focus on
quality and fundamentals. The fiscal and economic conditions appear to be aligning to
support growth. We expect continued innovation-led expansion underpinned by quality
fundamentals, an environment where we think disciplined, active management has the
advantage.

For growth investors, this is the moment to lean into selectivity, focusing on franchises

positioned at the intersection of secular tailwinds and operational discipline. Depth over
breadth, fundamentals over narrative—this is how long-term compounders are built.

1 Source: Bloomberg Consensus, October 31,2025.

2 Magnificent Seven, the stocks of Alphabet, Amazon, Apple, Meta, Microsoft, NVIDIA and Tesla.
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WHAT ARE THE RISKS?
All investments involve risks, including possible loss of principal.

Equity securities are subject to price fluctuation and possible loss of principal.
Small- and mid-cap stocks involve greater risks and volatility than large-cap stocks.

Investment strategies which incorporate the identification of thematic investment opportunities, and their performance,
may be negatively impacted if the investment manager does not correctly identify such opportunities or if the theme
develops in an unexpected manner. Focusing investments in the health care and biotechnology sectors carries much
greater risks of adverse developments and price movements in such industries than a strategy that invests in a wider variety
of industries.

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.

IMPORTANT LEGAL 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.

Franklin Templeton has environmental, social and governance (ESG) capabilities; however, not all strategies or products for a
strategy consider “ESG” as part of their investment process.

Products, services and information may not be available in all jurisdictions and are offered outside the U.S. 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 1400 Toronto, ON, M5H3T4, Fax:
(416) 364- 1163, (800) 387-0830, www.franklintempleton.ca.. Offshore Americas: In the US, 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. US:
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 rl. - Supervised by the Commission de Surveillance du Secteur Financier - 84, rue
Albert Borschette, L-1246 Luxembourg. Tel: +352-46 66 67-1, Fax: +352 34 2080 9861. Poland: Issued by Templeton Asset Management (Poland) TFI S.A,;
Rondo ONZ 1; 00-124 Warsaw. Saudi Arabia: Franklin Templeton Financial Company, Unit 209, Rubeen Plaza, Northern Ring Rd, Hittin District 13512, Riyadh,
Saudi Arabia. Regulated by CMA. License no. 23265-22. Tel: +966-112542570. All investments entail risks including loss of principal investment amount.
South Africa: Issued by Franklin Templeton Investments SA (PTY) Ltd, which is an authorized Financial Services Provider. Tel: +27 (21) 8317400, Fax: +2710
344 0686. Switzerland: Issued by Franklin Templeton Switzerland Ltd, Talstrasse 41, 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, UA.E. Tel: +9714-4284100, Fax: +9714-4284140. UK: Issued by Franklin Templeton
Investment Management Limited (FTIML), registered office: Cannon Place, 78 Cannon Street, London ECAN 6HL. Tel: +44 (0)20 7073 8500. Authorized and
regulated in the United Kingdom by the Financial Conduct Authority.

Australia: Issued by Franklin Templeton Australia Limited (ABN 76 004 835 849) (Australian Financial Services License Holder No. 240827), 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 Advisors Korea Co.,, Ltd.,, 3rd
fl., CCMM Building, 101 Yeouigongwon-ro, Yeongdeungpo-gu, Seoul, Korea 07241. 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, 7 Temasek Boulevard, #26-03 Suntec Tower One, 038987, Singapore.

Please visit www.franklinresources.com to be directed to your local Franklin Templeton website.
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