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Market Commentary

MARKET REVIEW
Despite steep intermittent selloffs that sent volatility gauges to twoyear highs, major US equity indexes rose solidly in the fourth quarter
as investors were encouraged by rising corporate earnings and
broadening US economic strength. Supportive domestic data helped
US stocks overcome concerns about growth in China, Europe and
Japan, intensifying geopolitical tensions with Russia, collapsing oil
prices, and the Federal Reserve’s plans for interest rates. The market
also continued to be underpinned by elevated levels of merger-andacquisition and initial public offering activity. As major US equity
indexes advanced, seven out of 10 sectors traded higher, led by
utilities, consumer discretionary and consumer staples, contrasting
with modest declines for telecommunication services and materials,
as well as a pronounced selloff in the energy sector. Smallcapitalization stocks generally outperformed their mid-cap peers by a
wide margin, while both tiers topped the large-cap universe. By
investment style, value-oriented equities slightly outperformed their
growth counterparts among large- and mid-cap stocks, while the
inverse was generally true for small caps. Across the world, the US
stock market outpaced the vast majority of developed and emerging
markets, many of which sold off in the fourth quarter.
The US dollar rose versus the currencies of America’s major trading
partners as the US expansion deepened amid upswings in industrial
activity, hiring and spending. The unemployment rate hit a six-year
low and consumer confidence gauges reached seven-year highs
during the quarter. Additionally, retail sales increased to record levels,
led by growth in auto sales. Americans’ purchasing power was
bolstered by lower energy costs and mild inflation. In the housing
market, home sales were up, but the pace of home-price appreciation
ebbed. Notably, the expanding US factory sector remained a bright
light amid dimming manufacturing data elsewhere as overall domestic
output climbed above its prerecession peak.
INVESTMENT STRATEGY
For fourth quarter 2014, the US small-cap strategy underperformed
the Russell 2000® Index, the Russell 2000® Growth Index and the
Russell 2000® Value Index, which returned 9.73%, 10.06% and
9.40%, respectively. The Russell 2000® Small Cap Index entered
correction territory in October as geopolitical tensions and worries
about global growth created a challenging environment for riskier
corners of the market. By December, improving US economic data,
which included an upwardly revised estimate of third-quarter gross
domestic product growth, helped revitalize small-company stocks and
benefited the portfolio’s absolute returns, though returns lagged the
benchmark index for the quarter overall. Sectors that detracted from
relative performance included energy, consumer discretionary,

industrials, health care and financials. In contrast, the materials and
information technology sectors contributed to relative returns.
Energy companies were among the biggest decliners over the
quarterly reporting period as oil prices continued to fall amid investor
concerns that global growth was slowing. Several positions in the oil,
gas and consumable fuels industry, and the energy equipment and
services industry detracted from the portfolio’s returns.
In the consumer discretionary sector, positions in a photo-sharing site
and an online vacation rental marketplace pressured relative results.
Offsetting some of this negative relative effect was a drivetrain
systems manufacturer, which reported solid third-quarter earnings
from strong sales.
In the industrials sector, a hazardous waste services company issued
third-quarter earnings and revenue ahead of consensus expectations;
however, it tempered its fourth-quarter guidance and expects revenue
from its largest customer to be flat for the year—news that pressured
shares and detracted from returns.
The portfolio was hindered by a pharmaceutical company facing US
Food and Drug Administration approval delays and a challenging
pricing environment. Overall, the health care sector included more
holdings that contributed to relative performance, although the
sector’s underweighting detracted from relative results.
Benefiting the portfolio’s returns in the fourth quarter were stock
selection and an underweighting in the materials sector. A position in
a chemical manufacturer proved positive for relative results in the
sector as the company reported solid third-quarter revenues from
market share gains and ancillary product sales to existing customers.
Benefiting quarterly relative performance in the industrials sector was
a position in a supplier of products to the aerospace and defense
industry. In contrast, positions in a heavy equipment company and a
portable storage solutions provider detracted from returns.
There were various strong-performing stocks in the information
technology sector, while several disappointing financial reports from
chipmakers weighed on one of our core holdings in the
semiconductors industry.
OUTLOOK
As we enter 2015, our optimism regarding the investment landscape
is grounded in the bottom-up research conducted by Franklin equity
portfolio managers and analysts. Companies we believe are likely to
benefit from secular growth driven by innovation or key trends remain
abundant across multiple sectors.
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With products that offer unique capabilities or strong brands that
appear well positioned for future growth, compelling investments like
those we have identified in the health care and consumer sectors are
just a few of our current portfolio themes.
Leaders in the field of genomic sequencing are among those health
care sector companies we think reflect strong prospects due to
growth potential in existing and emerging end markets. These firms
focus on technology that analyzes genetic variation and function and
that aids scientific discovery in the fields of disease research, drug
development and clinical testing. For example, genomic analysis of
cancer has enabled new approaches to combat the disease. Prenatal,
newborn and genetic testing is another set of applications in which
growth looks likely as the use of sequencing technology moves
beyond the United States and certain developed countries. As
emerging applications ranging from agriculture to forensics and
consumer genomics add to the longer-term opportunities for
sequencing firms, we believe leaders in this technology face ample
room for potential earnings growth.
Other health care-focused innovators include equipment
manufacturers with products designed to treat chronic pain or replace
heart valves. For individuals whose chronic leg pain cannot be
adequately treated through physical therapy, oral medications, steroid
injections or nerve blocks, a stimulation device can be implanted in
their spinal cord that emits electrical pulses to help mask the pain.
The drawbacks of this treatment have traditionally included an
unpleasant tingling sensation called paresthesia and an implantation
procedure in which the patient must be repeatedly awakened from
anesthesia to determine if the device is correctly located to provide
pain reduction. However, recent advances have produced devices
that offer an easier implantation procedure, greater pain reduction
and no paresthesia. Similarly, certain developers of aortic valve
replacement devices offer a product that can be placed inside a
defective heart valve through a minimally invasive procedure, in which
the tube housing the device is inserted through a small incision in the
inner thigh. Longer-term opportunities for such devices include the
replacement of other types of heart valves, while back pain treatment
represents an as-yet untapped market for spinal cord stimulation
implants.
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Health-oriented investment opportunities are by no means limited to
products for human use. Demographic trends and changing attitudes
toward pets have produced a market environment today in which
more US households have pets than have children. As pets are
increasingly viewed as companions, friends and family members,
many pet owners are being transformed into “pet parents” who spare
no expense for their loved ones. Decisions about pet food—a product
generally subject to higher brand loyalty than many other consumer
packaged goods categories—reflect one aspect of this trend. Pet food
firms marketing high-quality alternatives to traditional dry kibble or wet,
canned products have found a following among consumers
increasingly seeking simple, fresh food products made from
transparently sourced ingredients for both themselves and their pets.
Among other consumer-focused firms, select apparel retailers look
attractive to us based on our analysis of their long-term growth
opportunities. Examples include companies that have been able to
build sizable North American market share through strong branding in
a clearly defined apparel niche. This brand strength appears to have
helped reduce the negative impact from online competitors that has
hurt other mall-based retailers. Moreover, international expansion still
in its early stages could offer the next leg of growth as these firms
open licensed and franchised stores globally.
As research-based, active managers, we believe these examples
demonstrate the robust opportunity set available among US growth
equities, and we remain confident that the asset class faces bright
prospects in 2015 and beyond.
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The information contained in this piece is not a complete analysis of every
material fact regarding the market and any industry, sector, security or portfolio.
Statements of fact cited by the manager have been obtained from sources
considered reliable but no representation is made as to their completeness or
accuracy. Because market and economic conditions are subject to rapid
change, opinions provided are valid only as of the date of the material, and are
subject to change without notice. The manager’s opinions are intended solely
to provide insight into how the manager analyzes securities, may differ from
that of other affiliated managers, and are not a recommendation or individual
investment advice for any particular security, strategy, or investment product.
Any securities discussed may not represent an account’s entire portfolio and in
the aggregate may represent a small percentage of an account’s portfolio
holdings. There is no assurance that any such securities will remain in an
account’s portfolio, or that securities sold have not been repurchased. It should
not be assumed that any securities transactions discussed were or will prove
to be profitable. The information provided should not be considered a
recommendation to purchase, sell or hold any particular security. All indexes
are unmanaged and cannot accommodate direct investment.
STANDARD & POOR’S®, S&P® and S&P 500® are registered trademarks of
Standard & Poor’s Financial Services LLC. Standard & Poor’s does not
sponsor, endorse, sell or promote any S&P index-based product.
Investors should review their investment objectives, risk tolerance and liquidity
needs before choosing a manager. There is no guarantee that investment
strategies will work under all market conditions, and investors should evaluate
their ability to invest for the long term, especially during periods of market
downturns. Past performance does not guarantee future results and
results may differ over future time periods.
Franklin Separately Managed Accounts claims compliance with the Global
Investment Performance Standards (GIPS®).
Franklin Separately Managed Accounts (the “firm”) manages domestic equity
and fixed income portfolios for high net worth individuals and institutional
clients, applying a bottom-up, research-oriented process that utilizes
proprietary screening models and top-down risk controls in managing its
portfolios. Franklin Separately Managed Accounts is a division of Franklin
Templeton Portfolio Advisors, Inc. (“FTPA”), a subsidiary of Franklin
Resources, Inc. (“FRI”) and is a unit of the broader Franklin organization. At
Franklin Separately Managed Accounts, brokerage, administrative, custodial

and investment management fees are charged together as a percentage of the
portfolios’ assets (comprehensive fee or “wrap-fee”) or may in some instances
be charged separately (unbundled fee). Retail and Institutional separate
accounts managed by affiliated Franklin entities are not included in the firm
definition. Franklin Separately Managed Accounts was previously known as
Franklin Portfolio Advisors prior to June 30, 2012. Franklin Portfolio Advisors
was previously known as the Franklin Private Client Group prior to October 1,
2004.
Franklin Small Cap Growth SMA Composite consists of all fully discretionary
accounts with a small cap growth investment objective and for which the
brokerage (including trading expenses), administrative, custodial, and
investment management fees are charged together as a percentage of the
portfolios’ assets ("wrap fee"). All accounts in the composite have a wrap fee
(also known as a bundled or "comprehensive" fee) for all time periods
presented. Smaller-company stocks have historically exhibited greater price
volatility than larger-company stocks, particularly over the short-term. Between
June 30, 2012 and December 31, 2012, the composite name was Franklin
Small Cap Growth SMA Wrap Fee Composite. Prior to June 30, 2012, the
composite name was Franklin Portfolio Advisors Small Cap Growth Composite
- Wrap Fee. Effective April 2, 2012, Franklin Advisers, Inc., assumed
responsibility for Franklin Separately Managed Accounts' small cap strategy
accounts, including those in the Franklin Small Cap Growth SMA Composite.
Franklin Advisers, Inc. is a sub adviser to Franklin Separately Managed
Accounts.
®

The primary benchmark for this composite is the Russell 2000 Growth Index,
which is a float-adjusted market capitalization weighted equity index comprised
of securities of small-cap U.S. companies with high price-to-book ratios and
high forecasted growth values. The Russell 2000® Growth Index is an
unmanaged index representing the investment environment existing during the
time periods shown. It is presented for comparison purposes only and cannot
accommodate direct investment.
Additional information regarding the firm’s policies and procedures for
calculating and reporting performance results in available upon request. To
receive a complete list of composite descriptions and/or a presentation that
adheres to the GIPS® standards for any composite, please contact your
Franklin Templeton representative at (800) 822-8464 or visit
www.franklintempleton.com.
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