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After a long
and deep

period of

underperformance compared with growth stocks, global value stocks have finally
outperformed their growth counterparts in the first part of 2016. Citing both historical data
and current economic trends, Templeton Global Equity Group’s Norm Boersma, Cindy
Sweeting and Heather Arnold maintain their belief that value’s comeback will not likely be
short-lived. Here, they expand upon the value theme and explain why they think value’s

nascent outperformance may really have some legs.

Last autumn, we observed that value as an investment style was experiencing its worst
underperformance on record compared with growth (in terms of both magnitude and
duration) and was trading near the largest valuation discount ever by some measures.!
Like the mighty Prometheus, bound by Zeus and forced to question his faith in humanity,
value has been similarly constrained by adversity, causing some investors to doubt their
long-held faith in this venerable and time-tested investment discipline. Thus far in 2016,
however, value has begun to come unbound; by some accounts, we recently experienced

the best quarter of value outperformance in two years.
Clarity and Conviction in a Sea of Uncertainty

The Danish philosopher Sgren Kierkegaard observed that “life can only be understood
backward, but it must be lived forward.” With the benefit of hindsight, events of the past
often seem rational, even inevitable. Yet the present is always fraught with uncertainty.
The same observation applies to financial markets, and especially so today. Indeed,

investor uncertainty reached an extremely high level in the first few months of 2016.
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Global equity markets have more than doubled from 2008-2009 financial crisis lows, but
with concerns about China, credit, central bank policies, currencies and commodities all
piling up, where do we go from here? Investors who missed out on the financial-crisis
rebound may be reluctant to wade in now, while those who participated in the recovery
may be tempted to take profits. The investment climate today seems to be a cautious one,

noticeably bereft of conviction.

Yet at Templeton, our conviction in a value discipline has only strengthened. This is largely
rooted in our long experience as value investors, which helps us “understand the market
backwards,” to paraphrase Kierkegaard. Having lived through a number of these cycles,
we believe the current moment stands out as especially compelling. The spread between
the valuation of the market’'s cheapest stocks and its most expensive stocks has blown out
to historic highs. As of March 31, 2016, on a price/earnings (P/E) basis, popular momentum
stocks had become nearly three times more expensive than seemingly unloved value

stocks.?
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Value Stocks' vs. Momentum Stocks’ Price-to-Earnings (P/E) Ratios, January 2, 2001-March 31, 2016
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Looking back through history, whenever value stocks have gotten this cheap, subsequent
long-term returns have generally been strong.3 From current depressed valuation levels,
value stocks have in the past, on average, doubled over the next five years.* Not that we
necessarily expect returns of this magnitude this time around, but based on the data and
our six decades of experience investing through various market cycles, we believe the

current risk/reward proposition is heavily skewed in favor of long-term value investors.
Dotcom Redux: Why Staples Is the New Tech

Investors would have to go back to the height of the technology, media and telecom (TMT)
bubble frenzy in 2000 to find the last time value traded at such an extreme discount.” That
episode provides an interesting inverse corollary to today’s environment. We believe it was
investor greed that propelled growth stocks to such extreme heights back then; today, fear
seems to be sustaining the momentum as investors pay up for the perception of safety
and stability in an uncertain environment. Now, as then, we have a distinctly two-tiered
market. The momentum drivers today—caution and risk aversion—may be less exciting
than the promise of a new technology paradigm, but the consequent valuation disparity is
roughly the same. Indeed, the consumer staples sector appears to be the new tech as the
market bids up growth and safety at the expense of value. During the TMT bubble, all it
took to topple tech stocks priced for perfection was a little bit of bad news. Just a little bit
of good news may be sufficient today to spark a recovery among value stocks that seem

to be pricing in permanent disappointment.
Waiting for a Catalyst

Yet, understandably, many investors are holding out for a stronger value catalyst than
“just a little bit of good news.” In past commentaries, we identified rising interest rates
and the mean-reverting tendencies of both valuation and performance as potential value
catalysts. In past value cycles, rising interest rates corresponded with a clearly
strengthening economy. In essence, the argument goes, rising rates didn’t cause the value
rebound, they were merely an effect of a stronger economy and building inflationary
pressures, themselves the primary catalysts for value. Today, however, global economic
growth is moderate, deflationary pressures persist and most major central banks are

explicitly easing policy. While the US Federal Reserve (Fed) appears to be cautious in
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regard to potential rate hikes, it is not embarking on policy tightening against a backdrop
of overwhelming macro strength. Significant uncertainty persists, the Fed’s positioning is
still fairly dovish, and US rate hikes may be paused or even reversed should financial or
economic headwinds intensify. So, the skeptics ask, how will value recover absent a

definitive macroeconomic rebound?

Value Has Historically Outperformed During US Interest-Rate Liftoff @ ‘
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Cumulative 3-Year Total Return Following a US Federal Reserve Liftoff
Since December 31, 1974 (six periods through 2007)
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While value has indeed benefited from economic recovery in the past, it is by no means a
precondition for a value rebound. Investors waiting for an improving economic cycle would
have missed the value upturn in 2000, for example. On the other hand, investors fleeing
value in anticipation of economic weakness would have missed value’s outperformance
during the recession of 1981-1982. In each of these instances, we believe value stocks
simply became too cheap and mean reversion prompted a value rally. The point is that
while value can be pro-cyclically correlated to the economy, this isn’t always the case. We
consider the starting point valuation of value stocks (or any style factor, for that matter) to

be a far more accurate predictor of future returns than the outlook for economic growth.



Not only that, but starting point valuations are knowable, unlike future economic growth.
When it comes to value, today’s valuation starting point is distinctly compelling, in our

view.

For investors still seeking a value catalyst beyond interest rates and mean reversion, we
believe there is an additional development which bodes well for value going forward. Since
the global financial crisis, value stocks have been primarily concentrated in either resource
sectors (energy and materials) or rate-sensitive sectors (financials). For many, being a
“value investor” therefore has meant taking on commodity risk and/or interest-rate risk.
Recently, however, value has proliferated beyond just a few deep cyclical sectors; across
the market, the gulf between the cheapest and most expensive stocks within sectors has
widened. For example, value is just as cheap today within pharmaceuticals and biotech as
it is within financials and energy.® The spread of value to many different sectors and
regions may enhance the style’s appeal in the eyes of the generalist investor, helping

perpetuate the potential for value recovery.
You Have to Be There to Benefit

Another important lesson that we have learned over the years is that returns to value
accrue intermittently. The chart below overlays the long-term cumulative outperformance
of value over time with the shorter-term annualized returns. While value has historically
compounded gains over time (green line), it has swung around considerably in the short
term (blue line). Our conclusion is that value works over the long term, but you have to be

there to benefit.
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In other words, when value recovers it tends to do so abruptly and investors must be
positioned accordingly to reap the full potential rewards. This can be difficult because it
requires the discipline to buy usually unpopular stocks and the patience to hold onto those
stocks in the face of adversity and volatility. At Templeton, we buy on market pessimism,
and the market can remain at odds with our portfolios for a considerable stretch. Following
one of the worst periods for value on record, and with the style still trading at significant
valuation discounts even after a nascent rally, we believe there is cause for cautious
optimism, and that “value unbound” describes the most compelling opportunity in equity

markets today.

The comments, opinions and analyses are the personal views expressed by the investment
managers 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,
This information is intended for US residents only.

To get insights from Franklin Templeton Investments 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 risks, 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. Value securities may not
increase in price as anticipated, or may decline further in value. To the extent a portfolio
focuses on particular countries, regions, industries, sectors or types of investment from
time to time, it may be subject to greater risks of adverse developments in such areas of
focus than a portfolio that invests in a wider variety of countries, regions, industries,
sectors or investments. Special risks are associated with foreign investing, including
currency fluctuations, economic instability and political developments; investments in

emerging markets involve heightened risks related to the same factors.

1. Source: FactSet. See www.franklintempletondatasources.com for additional data
provider information. Value is represented by the MSCI World Value Index, and growth is
represented by the MSCI World Growth Index. Performance of the MSCI World Value Index
compared to the MSCI World Growth Index is measured from the inception of the indexes
on December 31, 1975 through March 31, 2016. Indexes are unmanaged, and one cannot
invest directly in an index. They do not reflect any fees, expenses or sales charges. Past

performance is not an indicator or a guarantee of future performance.
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2. Source: Cornerstone Macro. Momentum stocks are represented by the S&P 500
Momentum Index, and value stocks are represented by the S&P 500 Value Index. Indexes
are unmanaged, and one cannot invest directly in an index. Past performance is not an

indicator or a guarantee of future performance.
3. Past performance is not an indicator or a guarantee of future performance.

4. Source: Sanford C. Bernstein & Co., as February 29, 2016. Past performance is not an

indicator or a guarantee of future performance.
5. Source: Ibid.

6. Sources: MSCI, FactSet, Sanford C. Bernstein & Co. See
www.franklintempletondatasources.com for additional data provider information. Past

performance is not an indicator or a guarantee of future performance.
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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.
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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.

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.

Franklin Templeton Distributors, Inc.

© 2017. Franklin Templeton Investments. All rights reserved.
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