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EXECUTIVE SUMMARY

We have been through so much as investors over the last few years. The low-growth,

‘ low-yield environment that has persisted since the global financial crisis has
significantly influenced investor and corporate behavior.

David J. Eiswert

Portfolio Manager, In this Price Point, David Eiswert, portfolio manager for T. Rowe Price’s Global

Global Focused Growth Focused Growth Equity Strategy, explains why there are factors building that will

Equity Strategy

change the current deflationary mind-set. He also highlights what areas should
benefit from the normalization in U.S. interest rates and the transition to a more
inflationary environment.

Global equity investors have experienced a range of emotions in recent years. While
we have seen a breadth of sentiment spanning from despair to optimism (we have
never quite reached euphoria), we believe that the low-growth, low-yield environment
that has persisted since the global financial crisis has also influenced underlying
investor and corporate behavior.

Concerns over the likelihood of a “fundamental”’ recovery in the global economy has
meant that even in times of optimism, equity markets have been climbing a wall of
worry. This has led to many investors favoring defensive strategies, unusual during
a bull market, directing capital into lower volatility and yield-oriented segments of
the market.

Meanwhile, many corporate outlooks focused on a “new normal” economy of low or no
growth, resulting in a deflationary and risk-averse mind-set. One benefit of the absence
of investment-minded spirits among corporates is that dividends have been increasing
and share buybacks have been plentiful. To us, this is a rational response as investors
have demanded more yield, and rewarded the share prices of those companies that
buy back stock, while simultaneously penalizing “old normal” corporate investment
practices, including capital expenditure. In short, why invest for the future when | can
have the cash today?



Th e p roceSS Of However, there are signs that the landscape is
changing. From almost out of nowhere, we have

n Ol'm al |Za.t| O n | n U . S . seen a global boom in mergers and acquisitions

(M&A) activity (Figure 1) that can already be

i nte reSt rateS Wl | | C reate defined as one of the largest takeover sprees ever.

While history urges caution regarding the success

more vo | atl | |ty, b ut al SO of such activity, there are key differences today.

This includes the unprecedented cheapness of
I " debt, at least until rates normalize, high cash levels
attraCtlve I nveStm e nt on global balance sheets (Figure 2), and the
absence of excessive leverage leading into this

opportunities. M&A cycle.

Capital expenditure and investment continues to
languish, however. Broader patterns of corporate investment outside of M&A will be needed as an important
driver of incremental demand in the next phase of the economic cycle. What we are encouraged by is that
industry conditions are beginning to tighten through a lack of investment and through M&A activity, which is now
being cheered by investors, given the high levels of profitability being acquired versus the low borrowing cost
acquired. This is creating bottlenecks in some parts of the global economy, including housing in the U.S. and UK,
skilled labor, and even segments of commercial banking. One common theme is that these industries have seen
significant consolidation over the past five years and that ultimately creates pricing power when taken to its
conclusion.

This trend is clearly assisting in the creation of a fertile environment for improving return on capital within some
industries. Even a moderate pickup in demand will provide opportunity for further pricing power, a powerful driver
of stock returns. We believe that a broadening of this trend will spur corporate spending and wage inflation over
time, which will support further economic expansion. New normal economic behavior could actually be steadily
returning us to the old normal economy.

Moving beyond a deflationary, defensive mind-set to an inflationary one takes time, but it is already underway.
One reason companies are acquiring each other at a record pace is because the price of acquisition will be higher
tomorrow and the quality of the target company likely less attractive. The more investors and companies become
concerned with prices rising in the future, the more economic activity is pulled into the present. Old normal
behavior is alive and kicking in one sense.

WHAT IS A FED TO DO?

In the short term, investors are clearly worried about the potential impact on markets and the economy when the

U.S. Federal Reserve starts raising short-term interest rates. Looking through the noise of first tapering, and now,
tightening, such a move by the Fed has real positive implications and should ultimately serve as a catalyst in this

transition from a deflationary to inflationary mind-set.

There will be more volatility, especially in bond markets, but also in stocks that have benefited from the low-yield,
slow-growth environment as investors begin to adjust to a new world in which inflation is not a one-way trend.
While broader equity assets are already experiencing volatility as a result of U.S. rate and China growth concerns,
we believe these episodes will provide invaluable opportunities to refresh portfolios, given the longer-term trend of
an improving global economy.

DON’T BE CAUGHT OUT IN THE DEFENSIVE TRAP

As we go through this transition, investors should consider how they want to be positioned for the next two to
three years. We would encourage investors to consider their exposure to companies that will see profits and
margins rise alongside interest rates. U.S. financials remain attractive, while businesses with improving economic
returns over time—driven by innovation, regulation, and other forces—should be of focus.
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As U.S. interest rate normalization materializes, sparking changes in investor psychology and corporate behavior,
this will create volatility but also attractive investment opportunities. With a longer-term time horizon and
willingness to be contrarian, we believe investors should be prepared to look beyond near-term challenges toward
a different environment than the one that has prevailed in recent years. Rather than a ‘'new normal‘ economy
heralding the need for a defensive mentality, we may see old normal economic spirits returning giving credence to
Mark Twain’s quote - “History doesn’t repeat itself, but it does rhyme”.

Figure 1: Global M&A Announcements Transaction Figure 2: Cash on Balance Sheets ($MM)
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Past performance is not a reliable indicator of future performance.

Source: FactSet.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

To learn more, please visit troweprice.com.
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