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MARKET REVIEW
US equities retreated during the third quarter of 2015 amid
heightened volatility spurred by intensifying global growth worries, as
well as ongoing uncertainty about the path of US monetary policy.
Other challenges included a deepening rout in commodities, tumbling
Chinese stock prices, and an August decision by the Chinese
government to allow the yuan to float more freely against other
currencies. Utilities advanced while all nine other major US equity
sectors traded lower, particularly energy, materials and health care.
Large-capitalization stocks generally declined less than mid-cap
equities, both of which performed better than the small-cap universe.
By investment style, value equities collectively fell further than their
growth-oriented peers in the large-cap tier, while the inverse was true
for small-cap stocks. The mid-cap growth and value categories fell in
line with each other. Global equity markets suffered significant
declines, as emerging and frontier markets trailed the performance of
US equities.
US stocks were supported by a strengthening US economy that
featured accelerating consumer spending activity, multi-year peaks in
home sales and construction, rising retail and auto sales, and
consumer sentiment that climbed back toward January’s cyclical
highs. However, while unemployment hit a post-recession low of 5.1%
during the period, there was a marked deceleration in job gains,
weakness in factory output and regional business surveys, and
waning export demand for American goods and services. Worldwide
consumer inflation reached the lowest levels since late 2009, having
eased in both advanced and emerging economies, largely due to the
fall in commodity prices and a stronger US dollar. The Federal
Reserve cited tepid inflation and global economic growth headwinds
in its latest decision to leave its benchmark rate unchanged.
INVESTMENT STRATEGY
For third quarter 2015, the Franklin Small Cap Growth strategy
underperformed the Russell 2000® Index, Russell 2000® Growth
Index and Russell 2000® Value Index, which returned -11.92%, 13.06% and -10.73%, respectively. Stock selection, particularly in the
health care and information technology sectors, hindered relative
returns. The consumer staples, energy and financials sectors were
also detractors from relative performance. Conversely, the industrials
and materials sectors were contributors to the strategy’s relative
results.
Health care sector relative performance was pressured by declines in
various holdings from the biotechnology industry, life sciences and
tools industry, and health care equipment and supplies industry. The
sector was aided by two medical devices companies and an

emergency room operator that were top relative portfolio contributors
in the third quarter.
In the information technology sector, a semiconductor company was a
detractor following its second-quarter loss, while a communications
equipment company saw strength in its network test business in the
second quarter, which supported its stock, and a satellite network
systems provider reported better-than-expected fiscal first-quarter
2016 financial results that aided its share price. A cloud-based sales
software solutions provider and a semiconductor company were also
contributors in the information technology sector. Elsewhere, falling oil
prices continued to challenge energy sector companies, including our
positions in an independent oil, natural gas liquid and natural gas
company, and a hydraulic fracturing provider, which hurt the
strategy’s results.
Conversely, stock selection in the industrials sector contributed to the
strategy’s relative performance in the third quarter. In the industrials
sector, a leisure travel company reported solid second-quarter results
that lifted shares. However, an aerospace industry supplier
dampened relative performance in the sector. Stock selection in the
chemicals industry benefited relative performance in the materials
sector.
In the consumer discretionary sector, an online education solutions
provider reported favorable second-quarter financial results and
issued an optimistic outlook, sending shares higher. Strong sales
boosted second-quarter results for our holdings in an outdoor sporting
goods retailer as store positioning continued to improve relative to its
competition. A casual restaurant franchisor was another notable
contributor in the sector.
OUTLOOK
To construct portfolios capable of riding through periods of market
difficulty and delivering over the longer term, we leverage the bottomup research of investment professionals across the Franklin Equity
Group®. This approach focuses on identifying companies we believe
can capitalize on secular trends to create sustainable growth,
regardless of the disparate pace of growth we see across global
economies. Companies in the industrials and other sectors that are
utilizing new capabilities or technology to transform well-established
products are some of the compelling opportunities identified by the
team’s research. One such firm makes custom-designed sensors and
controls for automotive and general industrial end markets. Driven by
an increased focus on safety and the environment, along with the
need for greater efficiencies, the use of sensors in automobiles,
trucks, heavy vehicles and consumer appliances is growing rapidly.
Automobile applications, for example, include position sensing

Franklin Small Cap Growth SMA

for vehicle safety, engine temperature sensing for preventative
measures, and speed sensing for fuel consumption efficiency, which
are all large and underpenetrated markets. Emerging markets are
also a source of growth potential for the firm as sensor use per
vehicle in such countries is historically lower than in the developed
world.
Technology themes broadly tied to factory automation have also
revealed some interesting investment opportunities. To address the
need for greater productivity in the developed world, and rising
manufacturing standards in emerging markets as labor rates rise,
select companies focused on automation reflect strong long-term
prospects, in our view. Within such markets, a software-centric firm
we like makes machine vision systems, which provide quality control
and optimize production processes on an automated production line.
Machine vision is still relatively underpenetrated in its use, and new
end markets with particularly strong growth rates are in logistics,
driven by e-retailers seeking greater efficiency in distribution centers,
and in consumer electronics, as manufacturers producing at large
volumes try to gain a competitive advantage though quality and speed
of production.
Elsewhere, increased consumer interest in healthier lifestyles,
particularly in terms of natural and organic products, is an investment
theme that has led our research to identify several compelling
consumer staples firms. One company produces branded plant-based
food and beverages, coffee creamers and beverages, premium dairy
products, and organic produce. In North America, it is the leading
distributor, or one of the top distributors, of products in these
categories. Moreover, we believe plant-based food and beverages
are poised to become a significantly bigger trend as household
penetration in the United States, Europe and China has the likelihood
to increase rapidly. Many consumers are also focused on healthier
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foods for their pets, which are increasingly viewed as companions,
friends and family members. Firms producing natural pet food are
being boosted by this “humanization” of pets, and one that we favor is
the leading brand in the natural market segment. The company
produces dog and cat food made with whole meats, fruits and
vegetables, and other high-quality, natural ingredients. It has
benefited from higher demand for natural food products and more
specialized formulas in the industry, which has led to the faster
growth of products with higher revenues per pound. We also believe
the company has strong incremental growth opportunities based on
distribution through e-commerce and farm and feed store channels,
along with international markets. Building relationships with the
veterinary community is another source of growth potential since
veterinarians are important influencers for pet food selection.
With their ties to secular investment themes, these industry leaders in
the industrials, information technology and consumer staples sectors
are some of the reasons we remain optimistic about growth equities
and seek to add to core positions when markets fluctuate.
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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.
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). Effective July 1, 2014, Templeton

Investment Counsel, LLC. (TICLLC) assumed responsibility for Templeton
Separately Managed Accounts’ global and international equity SMA accounts.
TICLLC is a sub-adviser to Templeton Separately Managed Accounts. 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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