T.RowePrice’

INVEST WITH CONFIDENCE

PRICE
PERSPECTIVE

May 2015

In-depth analysis and insights
to inform your decision-making.

&

David J. Eiswert
Portfolio Manager,
Global Focused Growth Equity Strategy

Global Equities

GETTING READY FOR THE NEXT
PHASE OF THE CYCLE

EXECUTIVE SUMMARY

The low-growth, low-yield environment that has persisted since the global financial
crisis has significantly influenced investor and corporate behavior and established a
conventional wisdom that we are in a period of secular stagnation. Businesses have
been reluctant to invest and investors have favored defensive strategies, pouring
money into lower-volatility and yield-oriented segments of the market, irrespective of

signs of a growing bubble.

However, given the lack of both replacement and expansionary investment, we've
seen tighter capacity and bottlenecks form in some industries—creating the
opportunity for pricing power and revenue growth with even modest improvement
in demand. A global boom in mergers and acquisition (M&A) is accelerating this

process of capacity rationalization.

Indeed, rather than a “new normal” economy, we expect the “old normal” will emerge
with improving returns on capital leading to rising capital investment, corporate
expansion, wage inflation, and increasing demand.

Investors should be positioning their portfolios for the next phase of the cycle as

the Federal Reserve signals raising rates later this year. Those who remain in a
deflationary mind-set—clinging to yield-oriented securities and defensive sectors—may
regret the missed potential opportunities offered by an expanding global economy
and a fundamental change in corporate thinking.

March 2015 marked the six-year
anniversary of global equity markets
bottoming, with the subsequent recovery
delivering some of the best returns in

a generation. Markets defied strong
economic and geopolitical headwinds,
as well as intense investor skepticism in
some quarters.

Global equities have gained 188% over
the recovery period (as measured by the
MSCI AC World Index), led by the United
States, which has seen profit growth
surge, ironically, amid one of most tepid
economic recoveries within a bull market
cycle over the past 30 years.



FIGURE 1: U.S. Leads Global Market Recovery: Regional Returns (in USD) from the

Market Bottom
March 9, 2009, to March 31, 2015
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Unprecedented monetary stimulus and
historically low interest rates have been
major catalysts for the resurgence in equity
markets. At the same time, however, the
magnitude of the accommodation by
central banks, amid a persistently sluggish
economic environment, has dramatically
affected investor psychology and capital
allocation decisions by businesses. Market
participants have responded to this
stimulus with a deep pessimism for the
global economy.

FIGURE 2: Global M&A Announcements
Transaction Value Quarterly ($USD)

As of March 31, 2015
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In a world that has been deleveraging
since the financial crisis, many

investors, corporate chief executives,
and Boards of Directors have fallen

prey to a deflationary, defensive mind-set
sustained by the view that we are trapped
in a prolonged low-growth, low-yield
environment—a new normal or period

of “secular stagnation,” as described

by economist and former US Treasury
Secretary Lawrence Summers.

2015

INVESTORS AND CEOS PLAY DEFENSE

One manifestation of this paradigm has
been a market rally led decisively by
defensive sectors. Investors have flocked
to less volatile and higher-yielding equities,
believing that they would deliver bond-like
volatility with equity-like returns. We believe
this has given rise to a yield-oriented
market bubble that is still unwinding today.

Companies have shown similar caution
with a reluctance to invest in their
businesses, opting to cut costs and
allocate their growing stockpiles of cash
to share repurchases and dividend
increases to satisfy investors and boost
their stock prices.

Recently, there have been signs of change
in this approach to capital allocation,
indicating animal spirits may finally be
returning. With relative stealth, corporate
management teams over the past year
have embarked on what may become one
of the greatest M&A sprees ever, taking
advantage of cheap money while it lasts
and the market’s favorable reception to
deals. The stock market is rewarding and
reinforcing this behavior, as the stocks of
both the acquirer and the acquired have
risen on such announcements—an unusual
development given the historical failure

of acquisitions in terms of shareholder
value creation.

FIGURE 3: Cash on Balance Sheets ($USD)
Aggregate of All Companies in MSCI Index
January 2005 to March 2015
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This M&A boom is enabling companies
to realize cost efficiencies and benefit
from industry consolidation. They are
moving from a mind-set of returning
capital outright to deploying it to
consolidate industries.

The surge in activist investment in recent
years has also been a catalyst for these
trends, pushing managements to return
capital to shareholders or deploy their
record-high cash hordes into M&A and
other strategic initiatives to unlock value.
We believe the rise in investor activism
itself can be viewed as a reaction to the
extremely cautious business behavior
since the financial crisis.

However, capital expenditure and
investment continues to languish and

will be needed as an important driver of
incremental demand in the next phase

of the economic cycle. Excluding energy
investment, capital expenditure in the U.S.
is still below the level reached in 2007.
This contrasts with production capacity
utilization in the U.S. and Europe, which
is now approaching levels prior to the
financial crisis. Such tightening could be
a precursor of inflation and, eventually, an
investment cycle.

FIGURE 4: Global Investment and Payout ($USD)

As of February 28, 2015
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These developments have tightened
capacity and created bottlenecks in
some parts of the global economy,
including housing in the United States
and United Kingdom, skilled labor, and
even segments of commercial banking,
which has seen significant consolidation
over the past five years.

Other examples include commercial
cement, which has moved from excess
capacity to virtually no availability in most
major U.S. markets until 2016, and U.S.
shortages of many injectable drugs. In
Spain, the number of major banks has
fallen from about 40 to just a handful,

as the struggle for survival has forced
industry consolidation.

On the positive side, this trend has
created a fertile environment for
improving return on capital. Even a
moderate pickup in demand will provide
opportunity for greater pricing power,

a powerful driver of stock returns. This
will spur corporate spending and wage
inflation, which will support further
economic expansion.

Indeed, new normal economic behavior

is steadily returning us to the old normal
economy. Improving returns on capital
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should lead to greater capital investment,
corporate expansion, wage inflation, and
increasing demand.

To be sure, moving beyond a
deflationary, defensive mind-set to an
inflationary mind-set takes time, but

it is already underway. One reason
companies are acquiring each other
at a record pace is precisely 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.

The contrast between the energy

and airline industries since the global
financial crisis provides a mirror image of
how this transition from a deflationary to
inflationary mind-set can unfold across
an industry’s life cycle.

Only a few years ago, the energy sector
thrived even in a period of challenged
economic growth. With oil prices high and
supply relatively constrained, the shale
revolution produced new sources of oil
and gas. As a result, energy companies

FIGURE 5: Global Listed Corporate Investment/Payout Ratio
As of February 28, 2015
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raised capital to expand capacity as their
incremental returns soared.

Clearly, as the inflationary mind-set toward
energy has collapsed, returns have

been slashed, making companies more
unwilling to invest in their future growth.
More consolidation in the industry will
likely follow, and capital expenditures will
be severely curtailed before optimism for
potential returns improves. This is rational
economic behavior.

By contrast, the airline industry was
forced to consolidate coming out of the
global financial crisis. With slack demand
for air travel, the number of carriers in

the U.S. compressed from seven to four,
routes were consolidated or eliminated,
costs were cut, capital investment
declined, and capacity shrunk. A
deflationary mind-set permeated

the industry.

Demand for air travel is now firmly on

the road to recovery, and seat price
increases are outpacing inflation. Airlines
are purchasing more planes, driving

a capital investment cycle and higher
incremental returns. While the energy
industry retrenches, the airline industry
is in resurgence, with rising profits and
share prices.

As we transition to the next phase of
the market cycle, this process should
play out across various industries
where capacity is tight and companies
start investing again as incremental
returns improve. What stands out in
the post-globalHfinancial-crisis world

is how widespread underinvestment
and consolidation have become in the
developed world. We strongly believe
that investors who are well positioned
to take advantage of this change in
environment will outperform those who
remain conservatively postured.

ROLE OF THE FED AS CATALYST

In the shorter term, investors are worried
about the potential effect on markets
and the economy when the U.S. Federal
Reserve reverses policy and 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.

We believe investors should be asking
themselves three questions regarding
Fed policy in order to assess the future:

1. Are interest rates going to rise in the
next two or three years? We believe
yes. In our view, the job of Federal
Reserve Chair Janet Yellen is to
remove excessive accommaodation
from the U.S. economy and move
toward normalization.

2. Is this going to affect U.S. financial
assets? Yes. 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
adjusting to a new paradigm in
which the price of money goes up.
While broader equity assets may
experience volatility as well, this will
provide an invaluable opportunity
to refresh portfolios given the
longer-term trend of an improving
global economy.

3. Will the Fed'’s rate increases lead
to a recession? We doubt it. When
an economy is overheating and
the Fed is forced to raise rates to
exert harsh but necessary control,
investors worry that growth will slow
or collapse. In this case, the U.S.
economy is certainly not overheating,
and rate rises are likely to be modest
and gradual. In short, we're not
moving from the largest level of
monetary accommodation in a

generation to tight monetary control
overnight; we are seeing a gradual
process of normalization from an
extreme that many have come to
misperceive as “normal.”

The Fed is walking a tightrope of setting
policy based on the path of economic
growth and inflation while being mindful
that the timing and communications
surrounding policy change could
influence market behavior and
undermine business confidence.

We believe that rising rates should
eventually spur economic activity as
investors and companies realize that
prices tomorrow will be higher than they
are today. Rate normalization will cause
less deflationary behavior and make
people think differently about the future;
this is how an inflationary mind-set
begins to take hold.

Meanwhile, as investors worry about
rising rates in the U.S., central banks in
Europe and Japan are pursuing more
accommodative policies, which should
help jump-start those economies,
especially as currency movements
redistribute relative growth to some
extent. Economic cycles in other
developed markets are lagging the U.S.
recovery, but we expect that the same
deflationary to inflationary process will
eventually unfold in those regions.

PORTFOLIO POSITIONING WITH AN
EYE TO CHANGE

As we go through this transition,
investors should consider how they want
to be positioned for the next two or three
years. We focus on businesses with
improving economic returns over time—
driven by innovation, changing industry
structure, regulation, and other forces—
and we try to be there early.

As the regime of excessive
accommodation comes to an end, we
want exposure to companies that see
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profits and margins rise along with
interest rates, so we find large U.S.
financials attractive. This sector has
faced stiff headwinds, but it is one of the
few in the U.S. market where valuations
are historically low.

While financial companies have been
constrained in the amount of capital
they can pay out, the tough regulatory
environment should start to improve
or at least stabilize. Leading banks

will benefit from rising rates and
volatility during the transition to a more
inflationary economy. The returns of
those businesses should improve.

Given our expectation that we

are likely to see a healthier global
economy than many investors expect,
we have also increased our focus

on companies that will benefit from

tight supply conditions after years of
underinvestment, industry consolidation,
and capacity retrenchment.

These include industrials, such as
aerospace, transportation, non-
residential construction, and home

FIGURE 6: Regional and Sector Positioning of the Global Focused Growth Equity Strategy

As of March 31, 2015
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building materials firms. We are

also overweight technology and
consumer discretionary stocks—areas
where there is significant change

and industry structures and pricing

can improve quickly. We have been
underweight sectors that have
benefited from the defensive yield trade,
such as consumer staples, utilities,

and telecommunications.

Many of our technology holdings are
Internet companies, where we see
phenomenal change and real long-
term economic benefits to successful
innovators. The shifts toward greater
connectivity, mobility, and use of cloud
software applications are powerful
long-term trends, and the markets for
consumer and enterprise technology
products are expanding in all regions.

Innovation and the potential for medical
breakthroughs have created investor
frenzy for biotechnology, but stock
valuations have reached levels that are
bound, at some point, to lead to investor
disappointment. We worry about a
sector rotation out of biotechnology

14.9%

H Japan

The figures represented do not include data from Canada, which accounts for 3.06% of the portfolio.

stocks, especially as other areas of

the global economy show signs of life.
Longer term, however, the health care
sector is a fertile area for growth given
the secular trends of an aging population
in developed markets and a wealthier
population in emerging markets.

The normalization in U.S. interest rates
and changes in investor psychology
and corporate behavior will create more
volatility but also attractive investment
opportunities. Investors should be
prepared to take advantage of the new
regime—looking beyond the nearterm
challenges to a different environment
than the one that has prevailed in
recent years.

If there is a bubble in today’s market
environment, it is the widespread

belief in secular stagnation. The future
holds great promise, and we want to
give global investors an opportunity to
participate in the opportunities to come.
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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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