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Actively managed low beta:
Accessing the potential benefits
while managing risks

We believe low-beta equity opportunities Over the past several years, much has been written about
can be found across all global markets the low-beta anomaly — that, contrary to traditional
and sectors. finance theory, stocks with lower betas have actually

o o had higher returns over time than higher beta stocks —
Investing in these opportunities with particularly when viewed through a risk-adjusted lens.
traditional low-beta strategies can incur
unintended risks from significant country, Very little, however, has been written about the potential
sector, and duration exposures versus risks embedded in traditionally implemented low-beta
cap-weighted benchmarks. strategies. Also missing from the discussion is how

) ) sponsors can actively discriminate among manager

Actively managed strategies can help strategies and possibly mitigate these risks.

counter unintended risks that may be
amplified in a rising rate environment.
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Mitigating unintended risks through
active management

Traditional low-beta strategies generally attempt to
capitalize on the beta anomaly through portfolios
constructed to focus on the lowest beta stocks within the
investible universe. This approach to security selection,
however, can incur significant overweight exposures to
low-beta countries and sectors versus cap-weighted
benchmarks.

An index comparison provides a useful proxy to highlight
the difference in sector exposures that result from a
traditional low-beta approach versus a cap-weighted
benchmark. The MSCI World Minimum Volatility Index
held approximately 50% of its allocation to the traditional
low-beta sectors of consumer staples, health care, utilities,
and telecommunications as of December 31, 2017. These
sectors represented under 30% of the MSCI World Index as
of the same date.

FIGURE 1

Importantly, the sectors with the lowest beta also tend

to be the most interest-rate-sensitive sectors, which
means that strategies that focus only on the lowest beta
stocks without considering sector exposure may also
introduce significant interest-rate risk to a portfolio.
Figure 1 demonstrates the implied interest-rate sensitivity
of traditional low-beta sectors over the past approximately
20 years. This exposure can be particularly harmfulin a
rising-rate environment.

Taking these unintended risks appears to be unnecessary
according to Putnam’s research, which demonstrates
that there is an inverse relationship between beta and
risk-adjusted returns within every sector as well as across
countries. In fact, low-beta stocks have provided better
long-term Sharpe ratios than high-beta stocks in nine of
10 industry sectors, as measured from February 1997 to
December 2017.

Traditional low-beta sectors have been correlated to movements
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Sources: Bloomberg, Putnam. Data is from February 1997 to December 2017. Chart demonstrates the implied interest-rate sensitivity of traditional
low-beta sectors. MSCl sectors are used for industry classification. Numbers less than 1 indicate a diminishing correlation. The maximum correlation
is 1 and the minimum is 0, with values between 0 and -1 indicating negative correlation. Past performance is not a guarantee of future results.
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An extreme example of the interest-rate risk embedded
in a traditional low-beta strategy occurred when

rates spiked during the so-called “Taper Tantrum” in

the summer of 2013. During this period, traditional
low-beta sectors such as consumer staples, utilities, and
telecommunications underperformed significantly, as
did the low-beta MSCI World Minimum Volatility Index
(Figure 2).

These examples highlight that traditional strategies
targeting the low-beta anomaly require closer analysis
of their limitations for pursuing better risk-adjusted
performance.

FIGURE 2
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Pursuing the beta anomaly with a more robust
approach to risk mitigation

After a long period of policy repression around the
globe, central banks are in the early stages of tightening
monetary policy. As interest rates begin to rise, active
risk management and flexibility to favor less rate-
sensitive sectors within low-beta strategies is likely to
be particularly valuable to protect against unwanted
risks. If left unchecked, these risks have the potential to
undermine the overall objective of these strategies to
deliver better risk-adjusted performance.

We believe active management that focuses on
constructing a portfolio with high exposure to low-beta
stocks within each sector, minimal industry risk, and
minimal exposure to most other risk factors is one way
to mitigate duration risk over the long term.

Rate spikes highlight a risk embedded in traditional low-beta

portfolio construction

Relative performance of MSCI World Minimum Volatility Index vs. MSCI World Index in months when WGBI Index was
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Sources: Bloomberg, Putnam. Data is as of 12/31/17. Past performance is not a guarantee of future results.
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This material is for use with institutional investors and investment
professionals only. This material is a general communication
being provided for informational and educational purposes only.
Itis not designed to be investment advice or a recommendation
of any specific investment product, strategy, or decision, and

is not intended to suggest taking or refraining from any course

of action. The opinions expressed in this material represent the
current, good-faith views of the author(s) at the time of publication.
The views are provided for informational purposes only and are
subject to change. This material does not take into account any
investor’s particular investment objectives, strategies, tax status,
or investment horizon. Investors should consult a financial advisor
for advice suited to their individual financial needs. Putnam
Investments cannot guarantee the accuracy or completeness of
any statements or data contained in the material. Predictions,
opinions, and other information contained in this material are
subject to change. Any forward-looking statements speak only

as of the date they are made, and Putnam assumes no duty to
update them. Forward-looking statements are subject to numerous
assumptions, risks, and uncertainties. Actual results could differ
materially from those anticipated. Past performance is not a
guarantee of future results. As with any investment, thereis a
potential for profit as well as the possibility of loss.

This material or any portion hereof may not be reprinted, sold,

or redistributed in whole or in part without the express written
consent of Putnam Investments. The information provided relates
to Putnam Investments and its affiliates, which include The Putnam
Advisory Company, LLC and Putnam Investments Limited®.

Issued in the United Kingdom by Putnam Investments Limited®.
Putnam Investments Limited is authorised and regulated by

the Financial Conduct Authority (FCA). For the activities carried
out in Germany, the German branch of Putnam Investments
Limited is also subject to the limited regulatory supervision of the
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German Federal Financial Supervisory Authority (Bundesanstalt
fur Finanzdienstleistungsaufsicht - BaFin). Putnam Investments
Limited is also permitted to provide cross-border investment
services to certain EEA member states. In Europe, this material

is directed exclusively at professional clients and eligible
counterparties (as defined under the FCA Rules, or the German
Securities Trading Act (Wertpapierhandelsgesetz) or other
applicable law) who are knowledgeable and experienced in
investment matters. Any investments to which this material relates
are available only to, or will be engaged in only with, such persons,
and any other persons (including retail clients) should not act or
rely on this material.

Prepared for use with wholesale investors in Australia by Putnam
Investments Australia Pty Limited, ABN, 50 105 178 916, AFSL

No. 247032. This material has been prepared without taking
account of an investor’s objectives, financial situation, and needs.
Before deciding to invest, investors should consider whether the
investment is appropriate for them.

Prepared for use in Canada by Putnam Investments Canada ULC
(o/a Putnam Management in Manitoba). Where permitted, advisory
services are provided in Canada by Putnam Investments Canada
ULC (o/a Putnam Management in Manitoba) and its affiliate, The
Putnam Advisory Company, LLC.

This material is prepared by Putnam Investments for use in Japan
by Putnam Investments Securities Co., Ltd. (“PISCO”). PISCO is
registered with Kanto Local Finance Bureau in Japan as a financial
instruments business operator conducting the type 1 financial
instruments business, and is a member of Japan Securities
Dealers Association. This material is prepared for informational
purposes only, and is not meant as investment advice and does
not constitute any offer or solicitation in Japan for the execution
of an investment advisory contract or a discretionary investment
management contract.
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