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What could extend the equity rally?
Valuation levels are not a reason to
stay away from equities.

In the face of uncertainties that might normally rattle stock markets,
equities continued to deliver impressive performance in the third
quarter. In the United States, despite a lack of pro-growth legislation,
lofty valuations, and market leadership concentrated in a small cohort
of growth stocks, U.S. equity indexes moved higher, setting multiple
records. Even more unexpected was the performance of markets
outside the United States, which were unfazed by distractions such
as escalating geopolitical tensions, a contentious European electoral
cycle, continued uncertainty over the implications of Brexit, and the
risk of a more protectionist U.S. trade policy. International equities
delivered solid gains, with the biggest rally coming from emerging
markets stocks. The MSCI Emerging Markets Index in September
reached its highest level in six years.

The most encouraging factor
for equities today may be the
impressive level of synchronized
global economic improvement.
For emerging markets, a number of
risks remain, which the market does
not appear to be pricing into stocks.

Emerging markets maintain their strength
Total return performance, 12/31/16–9/30/17
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Putting valuations
in perspective

In our analysis, we modeled MSCI Europe industry
multiples, applying S&P 500 industry weights, and this
brought valuations closer into alignment, narrowing the
P/E spread by more than half. Additionally, Amazon, a high
P/E (200+ times), mega-cap constituent in the consumer
discretionary sector, has no equivalent in Europe. It
alone accounts for another 10% of the difference in the
valuation spread between the United States and Europe.

Shep Perkins, CFA
Co-Head of Equities
Portfolio Manager of
Putnam Global Equity Fund

Excluding energy industry group weightings had a
similar effect. Within the energy sector, there is a
considerable valuation difference between European
energy companies — which are typically large, integrated
businesses — and the U.S. energy sector, which has some
integrated companies, but also many more exploration
and production companies, which tend to trade at high
earnings multiples.

As we enter the final quarter of 2017, the narrative for
global equity markets is focused heavily on valuation
levels. A common belief is that multiples are too high, and
that U.S. equities in particular are expensive relative to
Europe. I would argue that current price multiples alone
are not a reason to stay away from U.S. equities, nor are
valuations alone a reason to own European equities.

It’s much more than multiples
Seeking broad exposure to Europe as a whole based
on valuation levels is misguided, in my view. That’s not
to dismiss Europe with a broad brush; fundamental
research can uncover many attractive opportunities
among European equities today. The European Union
has recently exhibited more signs of a slow but steady
economic advance, and industrial production and
employment indicators have risen. Assessments of
economic activity in key markets such as Germany and
France as well as peripheral Europe also have been
brighter, which is likely to boost the earnings potential of
EU-based businesses.

How expensive are stocks?
Looking first at the United States, I would not describe
the U.S. equity market as expensive. Based on the priceto-earnings [P/E] ratio for the S&P 500 Index, valuations
are slightly above average. As long as U.S. consumer
and business confidence don’t plummet and corporate
earnings don’t contract, above-average multiples should
remain with us for some time. This is especially true
considering today’s low bond yield environment. In fact,
relative to fixed income, U.S. equities today are incredibly
cheap and arguably undervalued.
A closer look at Europe
I also believe it’s important to take a careful look at the
“Europe-is-cheaper” view of many market observers.
In our analysis of valuations in the U.S. and European
markets, we find that more than half of the discrepancy
in average P/E multiples can be attributed to differences
in industry weightings. European equities appear
cheaper, but the MSCI Europe Index generally has higher
weightings in lower-multiple sectors such as energy and
financials, while the S&P 500 Index has larger weightings
in the higher-multiple technology sector.

“

 elative to fixed income,
R
U.S. equities today are
incredibly cheap and
arguably undervalued.
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Global economies
improving in sync

rotation. Corporate profitability has been strong and
could continue to drive equity performance. Wall Street’s
forecasts are for 10% earnings growth in 2018, and there
has been constructive guidance from businesses.

“

Robert M. Brookby
Portfolio Manager of Putnam
Growth Opportunities Fund and
Putnam Multi-Cap Growth Fund

In many ways, for equity investors, 2017 has defied expectations. U.S. economic growth, which most of us expected
to accelerate, has been underwhelming. Inflation and
interest rates were both expected to increase, but inflation
has been stagnant and the 10-year Treasury yield is on
track to end the year lower than where it began.

 ositive data from most regions
P
worldwide may be a catalyst for
equities as we look to 2018.

”

Economies look better across the globe
Beyond earnings, the most encouraging factor for equities
today may be the impressive level of synchronized global
economic improvement. Regional equity markets often
stumble as a result of serious economic woes elsewhere —
recall the Eurozone debt problems of 2010 and 2012 or
the China slowdown fears in 2016. Today, however, we
have decent economic conditions in the United States,
improvement in Europe, and impressive growth in China
and many other emerging markets. Global economic
variables are more in sync now than at almost any other
time since the Great Recession. Positive economic data
from most regions worldwide has been a key feature of
2017, and may serve as a catalyst for equities as we look
to 2018.

Cyclical stocks have underperformed significantly. There is
geopolitical risk, disappointment in President Trump’s legislative agenda, and discomfort with rising equity valuations.
Yet global equity markets have moved steadily higher.

What can extend the advance?
It is natural to look toward 2018 and wonder how the
market can advance further without catalysts such as an
acceleration in GDP, progress with tax reform, or a sector

Sector snapshot
S&P 500 sector total returns for 3 months ended 9/30/17
8.28%

Information technology

6.03%

Energy

5.55%

Materials

5.41%

Telecommunications services

4.76%

Financials

4.48%

S&P 500 Index

3.68%

Industrials

3.20%

Health care

1.97%

Utilities

0.48%

Consumer discretionary

0.10%

Real estate

-2.02%
Source: S&P Dow Jones Indices. Past performance is not a guarantee of future results.
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Looking ahead after
growth trounces value

Sectors to watch: Cyclicals
There may be more opportunities among value stocks
today than we have seen since the global financial crisis —
and not simply because they have underperformed. As we
assess the macroeconomic and earnings environment, we
find the most relative value in cyclical sectors. Cyclicality
is quite inexpensive today, and this is where we will focus
much of our research in the closing months of 2017. In
areas such as energy and industrials, many fundamentally
strong companies with exposure to key growth trends are
trading at below-market multiples. However, the sector
that stands out most is financials. Companies in the sector
have struggled with persistently low interest rates, but
with improving global macroeconomic trends, they are
among the most attractively valued in my view.

Darren A. Jaroch, CFA
Portfolio Manager of Putnam
Equity Income Fund and
Putnam International Value Fund

U.S. equities have exhibited a fairly dramatic momentum
trend — what has worked just keeps working. Assets
continue to flow into the stocks that have done well,
in many cases with little regard for unsustainably high
valuations. Although many of the top performers continue
to offer strong fundamentals, I believe many are also
priced for perfection and are likely due for a correction.
In my view, this is a key risk factor for equities as we close
out 2017.

“

Another surprising trend relates to the performance of
growth versus value. Throughout 2017, the bulk of U.S.
equity performance gains have been in growth stocks
at the expense of value stocks. While it is not unusual
for the styles to diverge, there has been a dramatic
bifurcation this year. The highest P/E stocks continue to
outperform the lowest P/E stocks — consistently and by a
considerable margin.

 any stocks are priced for
M
perfection in today’s market,
which could be a key
risk factor for equities as
we close out 2017.

”

Market scorecard
Emerging markets and Europe are third-quarter leaders

Select equity index performance as of 9/30/17
Index name

Q3 2017 (cumulative)

1 year

3 years (annualized)

5 years (annualized) 10 years (annualized)

MSCI EM Index (ND)

7.89%

22.46%

4.90%

3.99%

1.32%

MSCI Europe Index (ND)

6.45

22.30

4.36

8.36

1.08

Russell 1000 Growth Index

5.90

21.94

12.69

15.26

9.08

Russell 2000 Index

5.67

20.74

12.18

13.79

7.85

MSCI EAFE Index (ND)

5.40

19.10

5.04

8.38

1.34

MSCI World Index (ND)

4.84

18.17

7.69

10.99

4.22

S&P 500 Index

4.48

18.61

10.81

14.22

7.44

Russell 1000 Value Index

3.11

15.12

8.53

13.20

5.92

Sources: S&P Dow Jones Indices, MSCI, Russell. Indexes are unmanaged and do not incur expenses. You cannot invest directly in an index.
Past performance is not a guarantee of future results.

4

Putnam Investments | putnam.com

What’s next for
emerging markets?

Potential headwinds: China and interest rates
The confirmation in September that the U.S. Federal
Reserve will begin trimming its balance sheet increases the
possibility of rising interest rates. This could be challenging
for emerging markets, as they would be forced to pay
higher interest rates on their dollar-denominated debt.
Slower economic growth in China is another potential risk.
For some time, we have seen economic stability in the
country in advance of the leadership transition that will
take place in October. As China withdraws stimulus, we are
likely to see GDP growth soften.

Daniel J. Graña, CFA
Portfolio Manager of Putnam
Emerging Markets Equity Fund

In a year that has brought many unexpected outcomes for
global equities, emerging market performance certainly
stands out. As has been the case for most markets in 2017,
investors chose to focus on positive factors, such as the
potential for pro-growth U.S. fiscal plans, rather than risks
to emerging markets, such as the possibility of a push
for more protectionist trade measures from the Trump
administration. The worst-case scenarios have not played
out, and EM returns have been robust.

“

 orst-case scenarios have not
W
played out, but risks remain.

”

Why trade policy risk may reappear
Also, U.S. trade policy remains a risk. The failure to make
progress in other areas of the Trump agenda, such as
health care, infrastructure spending, and corporate tax
reform, may prompt the administration to pivot its focus
to trade policy, many aspects of which do not require
approval from Congress. As we have seen throughout
2017, potential risks do not necessarily become realized
risks, but fundamental, bottom-up company research
remains essential.

A more balanced outlook
I continue to find attractive opportunities at the individual
stock level, but my macro outlook has become more
balanced. I believe that investors are underappreciating
some negative scenarios that could evolve for emerging
markets. A number of risks remain, which the market does
not appear to be pricing into stocks.

A strong quarter for many emerging markets
Total return performance, 6/30/17–9/30/17
17.38%

Brazil

14.79%

Russia

14.70%

China

14.06%

Peru

12.40%

Chile

8.49%

Thailand

Source: International market performance is represented by Morgan Stanley Capital International (MSCI) World Country Indices, which are free
float-adjusted market capitalization-weighted indices that are designed to measure the equity market performance of developed markets.
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An active, research-driven approach to investing in equities
Equity investing at Putnam features a tenured and talented team of portfolio managers backed by an
integrated group of research analysts with worldwide reach. Our research organization is structured to focus
fundamental analysis on the factors that matter most in global equity markets.

The power of independent research
Fundamental research has always been an important
driver of security selection for Putnam, and we have
recently taken steps to enhance our capabilities. We have
made strategic additions while structuring research to
analyze compelling long-term investment opportunities
around the globe.

EQUITIES AT PUTNAM

Aaron M. Cooper, CFA
Chief Investment Officer, Equities
Investing since 2000
Joined Putnam in 2011
Simon Davis
Co-Head of Equities
Investing since 1988
Joined Putnam in 2000

Our research team thrives in an entrepreneurial
environment, opportunistically focused on developing
differentiated insights. Our process encourages
collaboration as well as out-of-the-box critical thinking.
We balance tenure with sector rotation and new hires to
sharpen analytical skills and encourage new ideas.

Shep Perkins, CFA
Co-Head of Equities
Investing since 1993
Joined Putnam in 2011

EQUITY RESEARCH

Sam Cox
Co-Director of Equity Research
In the investment industry since 2002
Joined Putnam in 2014

“

Kate Lakin
Co-Director of Equity Research
In the investment industry since 2008
Joined Putnam in 2012

 utnam is built with the scale
P
to research global markets
while giving analysts the scope
to dig deep enough to achieve
real conviction in their
recommendations.
AARON COOPER

INSIGHT

Read about how our analysts share insights in an entrepreneurial research culture
Independent equity research: How we do it, and why it matters to investors
Visit putnam.com/individual/white-papers
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MSCI EAFE Index (ND) is an unmanaged index of equity securities
from developed countries in Western Europe, the Far East, and
Australasia.

S&P 500 Index is an unmanaged index of common stock
performance.
S&P 500 Industrials Index comprises those companies included
in the S&P 500 that are classified as members of the GICS®
industrials sector.

MSCI Emerging Markets Index (ND) is a free float-adjusted
market capitalization index that is designed to measure equity
market performance in the global emerging markets.

S&P 500 Information Technology Index comprises those
companies included in the S&P 500 that are classified as members
of the GICS® information technology sector.

MSCI Europe Index (ND) is an unmanaged index of Western
European equity securities.
MSCI World Index (ND) is an unmanaged index of equity
securities from developed countries.

S&P 500 Materials Index comprises those companies
included in the S&P 500 that are classified as members of the
GICS® materials sector.

Russell 1000 Growth Index is an unmanaged index of those
companies in the large-cap Russell 1000 Index chosen for their
growth orientation.

S&P 500 Real Estate Index comprises those companies included
in the S&P 500 that are classified as members of the GICS® real
estate sector.

Russell 1000 Value Index is an unmanaged capitalizationweighted index of large-cap stocks chosen for their value
orientation.

S&P 500 Telecommunications Services Index comprises those
companies included in the S&P 500 that are classified as members
of the GICS® telecommunications services sector.

Russell 2000 Index is an unmanaged index of the smallest 2000
securities in the Russell 3000 Index.

S&P 500 Utilities Index comprises those companies
included in the S&P 500 that are classified as members of
the GICS® utilities sector.

S&P 500 Consumer Discretionary Index comprises those
companies included in the S&P 500 that are classified as members
of the GICS® consumer discretionary sector.

Indexes assume reinvestment of all distributions and do not
account for fees. It is not possible to invest directly in an index.

S&P 500 Consumer Staples Index comprises those companies
included in the S&P 500 that are classified as members of the
GICS® consumer staples sector.

Frank Russell Company is the source and owner of the trademarks,
service marks, and copyrights related to the Russell Indexes.
Russell® is a trademark of Frank Russell Company.

S&P 500 Energy Index comprises those companies included
in the S&P 500 that are classified as members of the GICS®
energy sector.

The views and opinions expressed are those of the authors (Robert
M. Brookby, Daniel J. Grana, CFA, Darren A. Jaroch, CFA, and Shep
Perkins, CFA), as of September 30, 2017, are subject to change with
market conditions, and are not meant as investment advice.

S&P 500 Financials Index comprises those companies
included in the S&P 500 that are classified as members of the
GICS® financials sector.
S&P 500 Health Care Index comprises those companies included
in the S&P 500 that are classified as members of the GICS® healthcare sector.
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Visit putnam.com for continuing market updates,
expert insights, and investment commentaries.
Find us

This material is for informational and educational purposes
only. It is not a recommendation of any specific investment
product, strategy, or decision, and is not intended to suggest taking
or refraining from any course of action. It is not intended to address
the needs, circumstances, and objectives of any specific investor.
Putnam, which earns fees when clients select its products and
services, is not offering impartial advice in a fiduciary capacity in
providing this sales and marketing material. This information is not
meant as tax or legal advice. Investors should consult a professional
advisor before making investment and financial decisions and for
more information on tax rules and other laws, which are complex
and subject to change.

Consider these risks before investing: International investing
involves certain risks, such as currency fluctuations, economic
instability, and political developments. Investments in small
and/or midsize companies increase the risk of greater price
fluctuations. Emerging-market securities carry illiquidity and
volatility risks. Growth stocks may be more susceptible to earnings
disappointments, and value stocks may fail to rebound. Stock
prices may fall or fail to rise over time for several reasons, including
general financial market conditions and factors related to a
specific issuer or industry. Risks associated with derivatives include
increased investment exposure (which may be considered leverage)
and, in the case of over-the-counter instruments, the potential
inability to terminate or sell derivatives positions and the potential
failure of the other party to the instrument to meet its obligations.
You can lose money by investing in the fund.

Investors should carefully consider the investment objectives, risks, charges, and expenses of a fund before
investing. For a prospectus, or a summary prospectus if available, containing this and other information for any
Putnam fund or product, call your financial representative or call Putnam at 1-800-225-1581. Please read the
prospectus carefully before investing.
Putnam Retail Management

Putnam Investments | One Post Office Square | Boston, MA 02109 | putnam.com
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