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In	recent	years,	US	market	strength	has	lifted	markets	globally,	despite	recent	bouts	of	market	volatility.
According	to	Templeton	Global	Equity	Group,	that	US	market	strength	has	led	to	a	widening	valuation	gap
between	US	and	global	equities.	As	global	markets	focus	more	on	US	economic	expansion	and	a	series	of	macro
risks,	the	group	shares	where	they	are	looking	for	pockets	of	opportunity	outside	the	United	States.

Third-Quarter	Market	Recap
The	market	focused	on	a	few	macro	risks	in	the	third	quarter.	Concerns	about	trade	wars,	Brexit	negotiations,	the
Italian	budget,	emerging-market	volatility	and	interest	rates	seemed	to	escalate	during	the	period.

In	retrospect,	it	wasn’t	all	risks.	The	market	also	focused	on	recent	strength	in	the	US	economy,	corporate
earnings	and	until	recently,	the	leadership	of	US	technology	stocks.

That	said,	the	euphoria	around	the	US	gross	domestic	product	(GDP)	growth	in	the	second	quarter—which	came
in	at	a	solid	7.6%	(in	nominal	terms)—turned	into	concerns	about	how	long	this	economic	expansion	could
continue	and	importantly,	the	pace	of	Federal	Reserve	Board	(Fed)	interest-rate	hikes.

Valuations	Appear	More	Attractive	Outside	the	United	States
In	the	third	quarter,	US	economic	strength	led	market	sentiment,	a	pattern	we	have	seen	in	most	of	the	last	few
years.	This	has	resulted	in	a	widening	valuation	gap	between	the	US	market	and	the	rest	of	the	world.

We	believe	this	widening	valuation	gap	implies	a	much	more	favourable	backdrop	for	long-term	returns	outside
the	United	States.	Expectations	are	not	only	lower,	but	the	economic	cycles	are	lagging	behind	the	United	States.

We	think	there	is	an	opportunity	to	close	the	valuation	gap	between	the	United	States	and	cheaper	international
markets	in	coming	years,	thereby	closing	the	performance	gap	as	well.	Many	of	the	US	companies	we	analyse	are
reporting	margins	that	look	to	us	to	be	very	close	to	peak	levels,	and	corporate	tax	rates	are	currently	at	the
lowest	levels	in	decades.

That	makes	it	a	bit	more	difficult	for	us	to	find	value	in	some	US	companies.	So	while	we	are	able	to	find	some
individual	bargains	in	the	United	States,	we	are	finding	greater	value	abroad.

Finding	Value	in	Europe



The	United	Kingdom’s	planned	departure	from	the	European	Union	next	year	presents	a	risk	that	is	hard	to
analyse,	so	our	strategy	has	been	to	focus	on	UK-domiciled	multinationals	that	source	most	of	their	revenue
abroad.	We	also	favour	companies	that	are	defensive	in	nature	and	less	likely	to	be	impacted	by	an	economic
slowdown.

In	addition,	we	continue	to	find	attractive	opportunities	in	European	financial	stocks.	According	to	our	analysis,
profits	have	improved	and	we’ve	seen	steady	lending	growth	overall.	Bank	balance	sheets	are	stronger	and	the
bulk	of	the	destabilising	post-financial-crisis	reregulation	efforts	is	now	also	complete.

Looking	ahead,	we	think	a	less-accommodative	European	Central	Bank	policy	stance	could	be	positive	for	bank
earnings	as	higher	rates	support	higher	net	interest	margins.	Recent	weakness	in	the	European	banking	sector
has	resulted	in	compelling	valuations,	in	our	view.

Emerging	Markets	Hit	a	Series	of	Headwinds
In	the	third	quarter,	we	continued	to	see	volatility	and	vulnerability	in	emerging	markets,	which	were	much
weaker	than	developed	markets.	A	series	of	headwinds	have	hit	emerging	markets.	These	include	a	stronger	US
dollar,	lower	liquidity	due	to	rising	US	interest	rates,	China’s	attempts	at	deleveraging	and	uncertainty
surrounding	trade.

Keep	in	mind,	in	2017,	emerging	markets	delivered	some	of	their	best	returns	since	2009.1	So	we’re	not	totally
surprised	to	see	some	of	those	gains	given	back.

Emerging-market	valuations	have	declined	a	long	way	from	their	recent	peak,	though	the	consolidation	merely
brings	them	back	to	long-term	historical	averages.

The	selloff	in	emerging	markets	has	not	been	indiscriminate.	In	general,	the	countries	that	run	both	a	fiscal	and
current	account	deficit	and	have	a	high	level	of	US-dollar	debt	have	seen	more	weakness	than	countries	with
relatively	healthy	external	positions	or	those	willing	to	make	policy	changes	to	reduce	imbalances.	We	continue
to	be	constructive	on	some	Asian	emerging	markets	such	as	China,	Thailand,	South	Korea	and	Taiwan,	where	the
fiscal	and	current	accounts	appear	to	be	in	good	shape.

China	is	trying	to	pivot	away	from	an	economy	driven	by	fixed-asset	investment	to	one	that	is	more	balanced,
with	a	lower	reliance	on	exports	and	a	higher	component	of	consumption.	Trade	wars	have	introduced	an
element	of	uncertainty	in	the	region	and	are	causing	a	delay	in	investment	decisions.	This	will	likely	have	an
impact	on	the	profit	outlook	for	the	more	cyclical	or	industrial	companies,	and	this	is	consistent	with	the
opportunity	set	we	are	finding	among	“defensive	growth”	stocks.

Outlook
Of	all	the	different	macroeconomic	and	political	factors	that	have	been	on	investors’	minds	over	the	last	few
months,	we	think	interest	rates	are	likely	to	be	the	most	important.	As	we	continue	to	see	central	banks	reduce
quantitative	easing	and	move	toward	interest-rate	normalisation	in	the	major	regions	of	the	world,	we	are	going
to	continue	to	focus	on	the	dislocations	that	this	may	cause	on	currencies,	equity	markets	and	valuations.

On	trade	wars,	China	remains	the	focus,	and	we	will	continue	to	monitor	the	situation	and	assess	the	relative
competitiveness	on	various	industries	with	supply	chains	going	back	to	China.	Meanwhile,	European	politics	are
also	likely	to	be	messy,	with	Brexit	and	Italian	budget	deficit	proposals	the	two	immediate	issues.	Although	these
events	may	impact	valuations	in	the	short	term—in	fact,	they	already	have—as	we	move	through	these	events,
we	believe	the	market	is	going	to	unlock	the	substantial	value	that	we	find	in	the	region.
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The	late	Sir	John	Templeton	had	a	lot	of	sayings,	and	one	of	our	favourites	was,	“To	beat	the	index,	you	have	to
be	positioned	differently	than	the	index.”	The	reality	is	that	sometimes	a	contrarian	view	will	lead	to	periods	of
underperformance,	particularly	when	momentum	is	strong	and	prevailing	trends	are	being	supported	by	powerful
central	banks.	But,	the	assets	that	tend	to	perform	best	in	those	environments	can	end	up	becoming	the	ones
most	vulnerable	to	a	future	correction	or	trend	shift.	For	example,	some	of	the	markets	and	sectors	that	have
benefitted	the	most	from	momentum	and	flows	and	whose	valuations	seem	to	be	the	most	stretched	were	the
weakest	performers	during	the	October	market	correction.	Perhaps	this	move	to	higher	interest	rates	will	trigger
the	long-awaited	rotation	out	of	the	expensive	growth	stocks	that	have	led	this	market	cycle	and	into	historically
cheap	value	shares.

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.

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.	Products,	services	and	information	may	not	be
available	in	all	jurisdictions	and	are	offered	by	FTI	affiliates	and/or	their	distributors	as	local	laws	and	regulations
permit.	Please	consult	your	own	professional	adviser	for	further	information	on	availability	of	products	and
services	in	your	jurisdiction.

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_Global	and	on	LinkedIn.

CFA®	and	Chartered	Financial	Analyst®	are	trademarks	owned	by	CFA	Institute.

What	Are	the	Risks?
All	investments	involve	risks,	including	possible	loss	of	principal.	The	value	of	investments	can	go
down	as	well	as	up,	and	investors	may	not	get	back	the	full	amount	invested.	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:	MSCI,	28	September	2018.	The	MSCI	Emerging	Markets	Index	captures	large-	and	mid-cap
representation	across	24	emerging-market	countries.	Indices	are	unmanaged	and	one	cannot	directly	invest	in
them.	They	do	not	include	fees,	expenses	and	sales	charges.	Past	performance	is	not	an	indicator	or	guarantee	of
future	performance.	MSCI	makes	no	warranties	and	shall	have	no	liability	with	respect	to	any	MSCI	data
reproduced	herein.	No	further	redistribution	or	use	is	permitted.	This	report	is	not	prepared	or	endorsed	by	MSCI.
Important	data	provider	notices	and	terms	available	at	www.franklintempletondatasources.com.
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