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The Current Market Environment in the Context of Long-term History

Over the last few years, the market has put a premium on growth, momentum (industry “mumbo
jumbo” for buying things that have gone up a lot recently), money-losing companies, passive
investing in whatever indices have gone up the most recently, and money-losing IPOs. This
environment is the antithesis of our fundamental approach. Consider that, over the last 12
months, buying only money-losing companies would have gained 20-50%. By contrast, for
2015, buying the cheapest value stocks and shorting the most expensive value stocks would
have lost 13%. These outcomes are the opposite of what the businesses’ fundamentals dictate.

Over the long-run, | do not believe that the current trends are sustainable.

The current period marks the longest duration on record where value has underperformed.
Value has not been this cheap relative to growth since the peak of the dotcom bubble. The
following table and plot provide some insight into the market’s current behavior.

Annualized excess return of the 15.6 Last 12 Last 6 Last 3
top 20% of S&P 500 stocks in... years months months months
Value 8.46% -6.6% -5.0% -10.72%
Momentum 3.43% 4.50% 6.53% 11.23%
Data from Fred Piard
10-Year Relative Price Performance .

MSCI World Value Index vs. MSCI World Growth Index (%)

As of August 19, 2015
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Sources: MSCI, Morgan Stanley Research. As of August, 19, 2015. See www. franklintempletondatasources.com
for additional data provider information. Past performance does not guarantee future results. For illustrative

purposes only; not reflective of any Franklin Templeton fund.
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Despite the current market environment, | believe that the long-term will be kind to our
value-investing strategy. As long as | continue to do a good job valuing companies, | believe
our effort will be rewarded -- even if it takes some time. In the long-term, the market is efficient
and businesses eventually trade around what they are worth. In the short-term, anything can --
and often does -- happen.

Although unpleasant, it is very important that value strategies sometimes underperform in the
short-term. Historically, a value strategy underperforms in % of years and has a 10% chance of
underperforming over a 2-year horizon. However, historically, over a 5+-year horizon,
value-investing strategies have outperformed >75% of the time. In other words, value investing
works, but it doesn’t always work.

We not only expect our value-investing strategy to underperform occasionally -- but more
importantly, this fact works to our advantage. If value investing worked every year, every month,
every day, and in every market environment, then everyone would be a value investor. If
everyone were a value investor, then our opportunities to invest in mis-priced businesses would
evaporate. However, the reality is that value investing doesn’t always work (like now). That
reality keeps out competition, which allows the strategy to continue to work over the long-term.

Right now, many self-proclaimed value investors have thrown in the towel -- or their investors
have thrown in the towel for them. Yes, the market’'s current bumpiness is unpleasant, but it is
this bumpiness that winnows out our competition. Less competition makes it easier for us to
work towards our goal of above-average long-term returns, provided that we stay the course.
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Nothing contained in this article constitutes tax, legal or investment advice, nor does it constitute

a solicitation or an offer to buy or sell any security or other financial instrument. Such offer may
be made only by private placement memorandum or prospectus.
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