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With key stock indices in the US closing the year near historical highs and many pundits
predicting stronger growth rates both in the US and globally going into 2014, one would
think bargains would be hard to find this year. January’s volatility, however, proved just
how unpredictable markets can be. The recent market gyrations may be somewhat painful
for many investors in the short-term, but the silver lining is that corrections can serve up
buying opportunities, particularly for long-term, value-oriented investors like Cindy
Sweeting, director of portfolio management at Templeton Global Equity Group. Despite the
recent deterioration in market sentiment, she points to a number of trends and themes
that are potentially supportive of continued economic and market strength. She and her
team remain focused on finding individual stock values with good potential for cash
generation that have previously been overlooked or unduly punished by market

skepticism.

After a strong year for developed market equities in 2013, the general market consensus
appears to be that developed markets will likely continue to outpace emerging markets
and that the US is overvalued somewhat but that growth will likely be steady. Additionally,
worries about Europe have generally taken a back seat to worries about China. Whether
something detrimental will develop in equity markets this year is a coin toss, but if so, in
our view, it will probably be connected to a big deterioration in earnings growth, given the
expansion in valuation multiples we have seen over the last year. As bottom-up investors,
we are less worried about the macroeconomic debates; we are primarily focused on
determining where companies are in their earnings cycles, what will likely unfold in the
way of normalized earnings and cash flows over the next five years, and where we think

the market has mispriced that earnings and cash flow stream.



In the US, we believe the key is whether the economic recovery will be self-sustaining in
the absence of the excessively easy monetary policy that the US Federal Reserve (Fed) has
been providing via its longstanding Treasury asset purchase program known as
Quantitative Easing (QE). Can the Fed orchestrate a steady, manageable rise in interest
rates? Will employment and wage growth gather strength and create a virtuous growth
cycle without Fed support? And will corporate earnings continue to come through as
anticipated by the steady expansion we have seen in valuation multiples? These are all

unknowns, but will likely be important parts of the equation for the US market.
US Economic Tailwinds

In our view, US earnings have already reached or exceeded previous highs, and valuations
are relatively stretched as the Fed begins to taper QE. We believe we can find some good
values at the individual stock level, but not wholesale value in the US, as equity prices
have built in a fair bit of optimism that all will be well. | think it is important to recognize
that there are a number of positives in the US that could provide tailwinds to support

economic growth in the absence of ongoing extraordinary monetary support.

Inflation has been subdued in the US, and weakness in China has been a contributing
factor. One can think of lower oil and commodities prices as a sort of tax cut for US
consumers, helping to free up disposable income. A US energy renaissance has been
taking place, led by a boom in shale oil and natural gas. By 2015, the International Energy
Agency predicts the US will become the world’s top oil producer.! This energy revolution,
the result of technological advances related to the extraction of oil and gas from existing
wells, is leading to both rising production and a falling trade deficit; and the generally
strong dollar that’'s accompanying that falling trade deficit supports import purchasing

power for consumers.

Households have done a lot of deleveraging since the 2008-2009 financial crisis, which has
been helped by both a decline in absolute debt and an increase in asset prices. US
household leverage is lower than it has been in at least a decade, so we think there is
some scope for credit expansion, which could support risk assets. However, debt and asset
levels matter less than whether people have jobs and whether personal income is growing.

So we do need to see that nascent signs of the latter improve further.



US corporate balance sheets are generally in good shape, according to our research. Two
decades of falling interest rates have allowed a gradual shift toward a longer-term debt
structure, so there is a reduced risk of constantly rolling debt. And, consumer and
corporate America are producing free cash flow of more than 8.5% of GDP, which is not

that far from a 60-year high.2

US market bears note that US equity valuations are now above their long-term average
and that profit margins are at record highs. We would note that much of the expansion in
profit margins has come out of the gross margin lines of manufacturers that have
benefited from globalization. And even with the further steepening of the yield curve, we
expect this could add to earnings overall, because the net interest income of the financial

sector is almost three times the interest expense of the rest of the US economy.

Where are we finding values right now? One area is in oil services, where a recent period
of oversupply in the industry weighed heavily on these stocks globally. The pharmaceutical
industry offers more mature value holdings, which we acquired at low multiples amid
concerns about patent expirations. These stocks have generally done well and are being
complemented in our portfolios by innovative biotechnology firms with undervalued drug

pipelines as well as selected specialty pharma and medical technology firms.

Financials were hit extremely hard during the 2008-2009 financial crisis, and US and
European bank valuations plunged to levels only seen twice before in the past 120 years,
notably during the Great Depression of the 1930s and the Inflation Crisis of the 1970s.
Over the past few years, many banks have rebuilt their balance sheets, altered their
business mixes and cut costs. Financial valuations have tracked returns very closely, and
both have recovered from the lows reached in mid-2011. We do not believe return on
equity (ROE) will likely recover to prior peaks, but our analysis shows that bank holdings
have potential to improve further, particularly as business conditions begin to normalize

and lending activities (at some point in the cycle) resume.

Of course, there are always risks to even the most sanguine of outlooks. The biggest risk in
the US, as we see it, is probably a significant back-up in longer rates. Fortunately, the

starting point of inflation is low. Regardless of the macro environment, we will continue to



do what we’ve always done - uncover individual bargains. We continue to look for stock
opportunities in the US and around the globe where we see low valuations, improving

fundamentals, and good prospects for sizeable return of capital to shareholders.

US Banks are Near Multi-Decade Lows
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1. Source: Anthony Saunders & Berry Wilson, Impact of consolidation and safety net support on Canadian,
US and UK banks, 1892-1992 (1999). DataStream, SNL. Autonomous Research. * Ignores war years, and
one-off years at below 1xBV. Data as of December 31, 2013.

Cindy Sweeting’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 strateqgy. 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?

All investments involve risk, including possible loss of principal. Stock prices fluctuate,
sometimes rapidly and dramatically, due to factors affecting individual companies,
particular industries or sectors, or general market conditions. Special risks are associated
with foreign investing, including currency fluctuations, economic instability and political

developments.
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1. Source: International Energy Agency, World Energy Outlook 2013.
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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.

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.
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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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