FRANKLIN TEMPLETON

q#~2: INVESTMENTS
Beyond Bulls & Bears

Standing By Convictions in European
Equities

July 21, 2014

European equities have garnered a fair share of attention lately as leading indicators
suggest economies in the region are starting to recover from years of crisis and austerity-
induced recessions. While some observers will point to recent equity market volatility as a
sign that investors should remain defensive when selecting stocks in the region, Philippe
Brugere-Trelat, executive vice president and portfolio manager, Franklin Mutual Series®,

says he’s encouraged by recent developments. He also believes Europe is now an

excellent market for stock pickers that are willing to stand by their investment convictions.

For some years, many investors felt that the succession of financial and sovereign debt
crises would overwhelm Europe, leading to talk about country defaults, a collapse of the
single currency, and even the breakup of the European Union (EU). More recently, though,

conditions appear to have improved.

| think there is now a great deal of interest in European equities; it's evident that flows into
European equities have been pretty strong recently, and | think this helps to explain the
strength of the euro. Even so, it appears to us that many investors may still not be as

invested in the region as they have been in the past.

| believe the European Central Bank (ECB) in June gave compelling new reasons for
investors to take an active interest in Europe. The package of measures was extensive,
and included not only a further reduction in its main interest rate for lending to banks, but
the first-ever negative deposit rate to be implemented by a major central bank. This
negative rate, designed to discourage banks from sitting on their cash, would apply to

commercial bank funds held with the ECB that are in excess of the reserve requirement.



The ECB also introduced plans for a series of Targeted Longer-Term Refinancing Operations
(TLTROs) at very low fixed rates as a new measure to help boost bank lending to the non-
financial private sector over the next two years, and said it would intensify preparations for

the outright purchase of certain asset-backed securities (ABS).

ECB President Mario Draghi also indicated that he could announce further measures to

support lending and boost Europe’s recovery, including so-called Quantitative Easing (QE).

To me, these are very good signals to send investors and very good measures to
implement. On the whole, the package was not as extensive as I'd hoped for, but it was

clearly better than most had expected.

From a liquidity and lending standpoint it has been very positive in my view, because the
TLTRO program for up to €400 billion should help small- and mid-sized companies invest in
growth. | think this is particularly true for the southern part of the eurozone region, which

has been hardest hit by the fallout of the 2007-2008 financial crisis.

The TLTROs are likely to help a lot of banks, particularly in Italy, to fund themselves at
cheaper rates. They should allow the banks to increase their net interest margins and
therefore their earnings. At the same time, the TLTRO facility will potentially enable them
to make very profitable loans to precisely those companies in regions that need it the

most.

This is very important to me as an investor in European equities because current
valuations do not appear to take into account any earnings improvements among those
European companies that have large exposures within Europe. | particularly like companies
that are in a position to benefit from their exposure to a recovery in the hardest hit regions
of the eurozone. Many of these companies have been actively reducing their costs
throughout the economic recession. They are now lean and mean, and this improves
operating leverage, so that even a modest improvement in the economy could potentially

produce a direct, positive impact on their earnings.

| recognize that when markets experience frequent bouts of volatility, many investors
would prefer to invest in defensive sectors: food, healthcare and telecoms tend to perform

well in uncertain markets because they generally provide stable earnings and often a



dividend. | think this approach can work well when the economic outlook is weak, as it has

been in recent years.

But as | see it, continuing to rely on defensive stocks in Europe is a risky strategy now
because | believe these stocks are trading at unattractive levels. Moreover, many of these
companies have enjoyed several quarters of rising earnings and are now close to the top

of the cycle, so they could potentially face earnings deceleration going forward.

Europe Sector Valuations: Trailing Price-to-Book Value

MSCI EI..IerE Index: Price-to-Book Value, Last 5 Years
From June 30, 2009 to May 30, 2014 (Monthiy)
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Source: FactSet, MSCI. @ 2014 FactSet Research Systems Inc. All Rights Reserved. The information contained herein: (1) is
proprietary to FactSet Research Systems Inc. and/or its content providers; (2) may not be copied or distributed; and (3) is not
warranted to be accurate, complete or timely. Neither FactSet Research Systems Inc. nor its content providers are
responsible for any damages or losses arising from any use of this information. MSCI makes no express or implied warranties
or representations and shall have no liability whatsoever with respect to any MS3CI data contained herein. The MSCI data
may not be further redistributed or used as a hasis for other indices or any securities or financial products. This report is not
approved, reviewed or produced by MSCI.

Chart for illustrative purposes only; not reflective of performance of any Franklin Templeton fund. Indexes are unmanaged,
and one cannot invest directly in an index. Past performance is no guarantee of future results.

| believe a better strategy for investing in a market in the early stages of a recovery is to
stay focused on equity fundamentals and wait for earnings to respond to the improving
economy. In my view, any volatility we come across is likely temporary. | also believe that
at times like these, it's more important than ever to do your homework as an investor-
stick to your fundamental research and try to look beyond a short-term investment

horizon.



Philippe Brugere-Trelat’s comments, opinions and analyses are for informational purposes
only and should not be considered individual investment advice or recommendations to
invest in any security or to adopt any investment strategy. Because market and economic
conditions are subject to rapid change, comments, opinions and analyses are rendered as
of the date of the posting and may change without notice. The material is not intended as
a complete analysis of every material fact regarding any country, region, market, industry,

investment or strategy.

To get insights from Franklin Templeton delivered to your inbox, subscribe to the Beyond

Bulls & Bears blog.

For timely investing tidbits, follow us on Twitter @FTI_US and on LinkedIn.
What Are the Risks?

Franklin Mutual Global Discovery Fund

All investments involve risks, including possible loss of principal. Value securities may not
increase in price as anticipated or may decline further in value. The fund’s investments in
foreign securities involve certain risks including currency fluctuations, and economic and
political uncertainties. Smaller-company stocks have exhibited greater price volatility than
larger-company stocks, particularly over the short term. The fund’s investments in
companies engaged in mergers, reorganizations or liquidations also involve special risks as
pending deals may not be completed on time or on favorable terms. The fund may invest
in lower-rated bonds, which entail higher credit risk. Please consult the prospectus for a

more detailed description of the fund’s risks.
Franklin Mutual European Fund

All investments involve risks, including possible loss of principal. Value securities may not
increase in price as anticipated or may decline further in value. Special risks are
associated with foreign investing, including currency fluctuations, economic instability and
political developments. Because the Fund invests its assets primarily in companies in a
specific region, it is subject to greater risks of adverse developments in that region and/or
the surrounding regions than a fund that is more broadly diversified geographically.

Political, social or economic disruptions in the region, even in countries in which the Fund


https://pages.e.frk.com/bbb-blog-sub/
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https://www.franklintempleton.com/forms-literature/download/MS-P

is not invested, may adversely affect the value of securities held by the Fund. The Fund’s
investments in smaller-company stocks carry an increased risk of price fluctuation,
especially over the short term. The Fund’s investments in companies engaged in mergers,
reorganizations or liquidations also involve special risks as pending deals may not be
completed on time or on favorable terms. These and other risk considerations are

discussed in the fund’s prospectus.
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Important Legal Information
FINRA's BrokerCheck
You can check the background of your investment professional on FINRA’s BrokerCheck.

Links can take you to third party sites/media, directly or through new browser windows. We
urge you to review the privacy, security, terms of use, and other policies of each site you visit.
You use any third-party site, software, and materials at your own risk. Franklin Templeton does
not control, adopt, endorse or accept responsibility for content, tools, products, or services
(including any software, links, advertising, opinions or comments) available on or through third
party sites or software.

Franklin Templeton welcomes your feedback on this blog. To keep the conversation respectful
and focused, please follow our current Commenting Guidelines. We review comments and
reserve the right to block any comment or commenter, including those that we may deem
inappropriate or offensive. We may block any comment or commenter whose posts include
investment testimonials, advice, or recommendations, or advertisements for products or
services, or other promotional content.

Questions or comments about your Franklin Templeton account or customer-service issues?
Please contact us directly but never include account or personal financial information in your
comments.

The comments, opinions and analyses are the personal views expressed by the investment
manager and are intended to be for informational purposes and 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. The information provided in this material is rendered as at publication date
and may change without notice and it is not intended as a complete analysis of every material
fact regarding any country, region, market or investment.

All investments involve risk, including possible loss of principal.
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Investors should carefully consider a fund’s investment goals, risks, charges and expenses
before investing. To obtain a summary prospectus and/or prospectus, which contains this and
other information, talk to your financial advisor, call us at (800) DIAL BEN/342-5236 or visit
franklintempleton.com. Please carefully read a prospectus before you invest or send money.

Data from third party sources may have been used in the preparation of this material and
Franklin Templeton Investments (“FTI”) has not independently verified, validated or audited
such data. FTI 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.
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