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Key takeaways:
* The United States stands at the threshold of an innovation-led economic expansion

* Al-driven productivity gains, stable to accommodative monetary policy, and forward-
looking deregulation set the stage for meaningful economic growth in 2025

*  The Trump administration’s lighter regulatory touch should foster a more dynamic
business landscape, bolstering opportunities within technology, financial services,
industrials, and energy

Overview

1. The US economy appears to be entering a new, innovation-led business cycle fueled
by the rapid application of artificial intelligence (Al) across multiple sectors, health care
innovation, energy infrastructure investment, and re-industrialization as manufacturers
move onshore to avoid tariffs.

2. We anticipate a stable to accommodative interest rate environment, especially if
inflation remains subdued and real gross domestic product (GDP) growth is supportive.

3. The incoming Trump administration’s deregulatory efforts, combined with Silicon Valley’s
rising political influence, particularly in support of “little tech,” are likely to foster a more
dynamic business landscape. We see significant opportunities with a lighter regulatory
touch for the financial services, crypto, technology, industrial, and energy industries.
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While risks exist, we view them as manageable. To some, valuations may appear elevated,
but we believe earnings estimates may be too low, given the potential acceleration in
growth and innovation in coming quarters. In aggregate, our outlook is positive, and we
encourage investors to allocate to optimism in 2025.

Dawn of a new business cycle

We believe the United States is on the cusp of an Al-driven productivity boom that could
profoundly impact all sectors of the economy, and that many investors continue to underes-
timate the scale of this opportunity. Even modest gains in productivity, spread across the
world’s billion knowledge workers, would represent a massive shift in economic output and
profitability. Additional value could be unlocked by new science and discovery opportuni-
ties beginning to emanate from Al reasoning models.

While early, key industries, including technology, health care, consumer staples, financial
services, and energy, are already beginning to see tangible benefits from Al experimentation
and adoption. We believe the United States is uniquely positioned to lead this transforma-
tion for three reasons:

1. The United States is home to the world’s leading Al suppliers

2. The nation’s cultural and business environment fosters technological experimentation
and implementation

3. The Trump administration should reduce regulatory obstacles to Al development and
deployment, extending our head start over global competitors

Al’s potential impact
on the global economy
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Source: McKinsey & Company. “The economic potential of generative Al.” June 2023. There is no assurance that any estimate, forecast or
projection will be realized.

In addition, we see promise in continued health care innovation, advanced energy produc-
tion, and a “re-industrialization” of the US economy. Easing regulatory constraints,
especially those affecting the financial services industry, could spur significant growth in
the crypto opportunity.
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The Trump administration aims to achieve what it calls "energy dominance" on a global
scale. Energy infrastructure development holds significant strategic importance, aligning
closely with the interests of Trump's tech and industrial-focused supporters. We expect
the administration to prioritize expanding electricity and energy capacity across oil, coal,
natural gas, nuclear and interstate transmission, as well as to update and expand electric
generating capacity, enhance grid reliability and encourage energy storage technologies,
such as batteries. This infrastructure focus supports national priorities, including economic
growth and job creation, enhanced energy security and reduced dependence on foreign
energy. It could bolster US competitiveness in emerging technologies, particularly Al, while
simultaneously addressing rising electricity costs and grid stability issues.

Stable to accommodative monetary policy

The Fed is expected to maintain a growth-supportive stable to accommodative monetary
stance through 2025. Market expectations suggest interest rates may settle into a
4%-4.25% range by mid-year, which should help sustain equity valuations, but with some
potential volatility along the way. The Fed’s careful calibration (supporting growth while
balancing inflation risks) should underpin stable financial conditions in 2025, providing

a favorable backdrop for equities. While investors should remain vigilant, especially given
that any Fed action can create volatility, the current Fed commentary suggests a moder-
ating, but still accommodative approach to policy changes. Such an environment should
create certainty and support innovation-led investment and growth across sectors.

Deregulation and the influence of innovators, disruptors, and operators
A major catalyst for growth and optimism in 2025 is the incoming administration’s push
toward deregulation and government efficiency. Drawing inspiration from Reagan-era
efforts, current policy direction aims to reduce bureaucratic red tape, rationalize govern-
ment spending, and streamline federal agencies. The result should be a business-friendly
environment that stimulates competition, lowers compliance costs and encourages
innovation in finance, transportation, energy and technology.

This movement is reinforced by a new generation of influential policymakers: Silicon Valley
entrepreneurs, disruptors and other business leaders. While many of these new players are
public policy neophytes, their focus on growth, rapid decision-making, and technological
advancement echoes past deregulatory cycles that unleashed periods of robust economic
performance.

Key objectives include dismantling outdated dealmaking regulations, accelerating capital
formation, and ensuring “little tech” companies can thrive under transparent and minimal
regulatory oversight. The emphasis on national security, energy independence, and
productivity aligns with a broader vision to maintain US global leadership in innovation.
Investments in areas like space exploration, Al-driven manufacturing, robotics, and logis-
tics automation all stand to benefit.

Trump’s pro-innovation policies do carry tension and contradictions. They could come with
substantial fiscal costs, which could spur inflation and interest rate challenges. They could
also result in significant changes to current policies, such as the Chips Act and the
Inflation Reduction Act. In addition, innovators like Elon Musk simultaneously advocate

for rapid technological advancement, while also voicing concern over the dangers of
unchecked Al development. Investors should note this inherent unpredictability, as shifts
in regulation or sentiment could alter investment dynamics.
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Key risks

Despite our optimism, several risks warrant close attention.

On the geopolitical front, tariff policies could disrupt supply chains and push inflation
higher, potentially pressuring interest rates and equity valuations. Federal tax cuts must
translate into real economic growth, or heightened fiscal deficits may undermine credit
and equity markets. Narrow majorities in Congress and pushback from left-leaning US
states and others could slow or dilute reforms, reducing the scope of deregulation and
fiscal restructuring. While Trump has promised resolution, the Russia/Ukraine conflict
remains highly volatile, with tensions moving higher in recent weeks. In addition, economic
pressures on China are high, and could be exacerbated by additional US tariffs and
technology restrictions.

While there are numerous Al application green shoots across software development,

IT and customer support, marketing, document summarization, and media creation, broad
Al adoption will take time. For the past two years, we have been solidly in the “build and
experimentation” phase of Al, which has benefited chip suppliers, cloud computing
vendors and other infrastructure providers. Al governance, predictability, and explainability
remain open challenges in this emerging era of probabilistic computing. We see some
challenges to continued training scaling, although we believe these will be offset by
inference time scaling and other algorithmic improvements.

While we are optimistic about sustained growth and innovation in the health care sector,
particularly regarding demographics, the adoption of GLP-1s, ongoing biotechnology and
genomic advancements, and the application of Al, there is considerable policy uncertainty
associated with Trump's health care appointments. We anticipate public health agencies
will experience substantial changes in leadership and policy focus.

Valuations don’t screen cheap. As of late December, the market-cap weighted S&P 500
appeared expensive at +25x forward earnings, but this metric was dominated by the largest
companies in the index.! Many of these businesses have offered resiliency, quality and
earnings growth through their leadership in structural opportunities such as Al. But while
we continue to favor many of these companies (and believe that their earnings potential
may be undervalued as Al adoption accelerates and the business cycle builds momentum),
we also see relative value down the market cap spectrum. To this point, the equal-weighted
S&P 500 trades at a relatively more attractive +21x earnings.2 During the first half of 2024,
100% of the S&P 500’s positive returns came from less than 45 companies.® During the
second half of the year, that number was nearly 100 Markets appear to be broadening out.

Markets appear
to be broadening

% Contribution to index return, 1H 2024 % Contribution to index return 2H, 2024

® Magnificent 7
59%

® Magnificent 7
22%

® Everything Else
78%

® Everything Else
41%

Source: FactSet. As of November 30, 2024. 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 results. “Magnificent Seven” refers to Alphabet, Amazon, Apple,
Microsoft, Meta, Nvidia, and Tesla.
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Conclusion

As we enter 2025, the United States stands at the threshold of an innovation-led expan-
sion. The interplay of Al-driven productivity gains, accommodative monetary policy, and
forward-looking deregulation sets the stage for meaningful economic growth. Though
uncertainties persist, the opportunities—especially among smaller, emerging companies
and sectors poised to benefit from a lighter regulatory touch—are compelling.

By maintaining a positive investment outlook and focusing on innovators leading the
charge, investors can position themselves to capitalize on a year that promises significant
advances in technology, productivity, and long-term prosperity.

Endnotes

Source: Standard & Poor’s. As of December 12, 2024.
Source: Standard & Poor’s. As of December 12, 2024.
Source: FactSet as of November 30, 2024.
Source: FactSet as of November 30, 2024.

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 information technology (IT) and technology-related industries, 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.
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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 of the 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 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 1500 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 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 authorized Financial Services Provider. Tel: +27 (21) 8317400, 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.0. Box 506613, Dubai, UAE. 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 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 Management Singapore Pte. Limited is an indirect wholly owned subsidiary of Franklin Resources, Inc. 7 Temasek Boulevard, #38-03 Suntec Tower One, 038987, Singapore.

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

The views and opinions expressed are not necessarily those of the broker/dealer; or any affiliates. Nothing discussed or suggested should be construed as permission to supersede or circumvent
any broker/dealer policies, procedures, rules, and guidelines.
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