T.RowePrice’

INVEST WITH CONFIDENCE

DEMAND FOR GROWTH CREATES
OPPORTUNITIES FOR VALUE IN EM

OCTOBER 2018
Ernest Yeung
Portfolio Manager, Emerging Markets Value Equity

Incessant investor demand for exposure to new economy sectors — such as tech and healthcare — has driven
valuations of many of the emerging world’s high growth companies to historical highs. Investors have ignored
traditional value sectors — such as banks, insurance companies and industrials — despite rapidly improving free
cash flow. The divergence of valuations between new and old economy stocks is now at the widest levels in the
last 20 years.

VALUE IS A NEGLECTED ASSET CLASS IN EMERGING MARKETS

In some sense, this demand is not surprising, since emerging markets (EM) tend to be associated with high
growth. A survey of the current EM investment universe shows that around 87% of all active money is in core or
growth portfolios.

Yet, for Value investors, this has created many areas that are being overlooked or forgotten. For example, | can
currently buy some of what | believe are the best franchise banks in emerging markets, at historically low prices.
Whereas financials in developed markets are struggling due to depressed 10-year bond yields, the yield curve in
some central and eastern European countries, as well as China, has been steepening for two years.

BUT VALUE IS DIFFERENT IN EM

However, Value investing in EM is very different from Value investing in developed markets. Being cheap alone is
not enough. For example, many Value investors in developed markets will focus on buying “falling star”
companies, average down the cost, and then wait for a catalyst to trigger mean reversion.

We do not wait for mean reversion, instead we seek to actively get ahead of fundamental changes. Cheap stocks
can stay cheap for a very long time in EM due to opaque ownership structures, weaker governance and a
prevalence of family and state-owned companies, among other factors. There are also very few takeover stories
or leveraged buyouts, meaning there are limited opportunities to buy companies at genuinely cheap
Price/Earnings or Price/Book ratios and simply wait for them to pay off.

In addition to cheap valuations, another trap for many investors in EM can be controversial areas of the market. A
lot of people are talking about Argentina and Turkey in emerging markets today. Both countries have sold off

significantly this year, down over 50% and over 40% respectivelyl. Are they my type of idea? No, because they're
controversial. Instead, | like to work in countries, sectors, stocks that no one is talking about, where the downside
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risk tends to be more limited versus controversial stocks. We focus our research efforts on identifying good quality
companies that have been forgotten by investors and that have a solid potential for re-rating, or an expansion in
valuations.

FORGOTTEN STOCKS GIVE US AN EDGE

Our Emerging Markets Value Equity Strategy has just passed its three-year anniversary and | am seeing more
opportunities now than at any other time over that period. In terms of geography, | would highlight the Middle
East. If you look at stock valuations in many of these countries, it's near historical lows. While the oil price has
staged a recent recovery, stocks have not moved. To me that's a disconnection.

In addition, we like South Africa, where we own select financials, including Nedbank, the country’s fourth largest
lender, and financial services company Absa. Both are leveraged to the country’s macro recovery cycle, and have
healthy exposure to continental Africa, a part of the world much neglected by investors, but a region where we
see signs of solid recovery.

State-owned enterprises (SOES) also represent good opportunities in our view. Investors tend to have a negative
view of these businesses, and in many cases rightly so, but we maintain that it is possible to uncover good quality
SOEs. One example here would be Sinopec Engineering, the Chinese Construction and Engineering firm. In our
view, Sinopec Engineering should experience a rebound in new orders for downstream projects within China’s oil
and gas industry, where there has been underinvestment over the past few years. We believe the company’s
earnings have now troughed and that the prospect for those earnings is improving.

Given many investors continue to focus on quality-growth names and neglect the many misunderstood and
undervalued companies in the EM space, we believe EM remains a fertile hunting ground for Value opportunities.

Key Risks

Transactions in securities denominated in foreign currencies are subject to fluctuations in exchange rates which
may affect the value of an investment. Returns can be more volatile than other, more developed, markets due to
changes in market, political and economic conditions. The fund has increased risk due to its ability to employ both
growth and value approaches in pursuit of long-term capital appreciation.
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