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— Key Insights

historical standards.

— The new era of higher-trend inflation, higher rates, and rising capex should provide
strong support for international value stocks.

— Despite the improving outlook, international value stocks remain very cheap by

— International value earnings have improved significantly since 2019, halving the
gap vs the S&P500, and are now slightly ahead of U.S. value peers.

I n the decade or so following the global
financial crisis (GFC), tepid growth and
ultra low interest rates brought significant
headwinds for international and value
stocks. We believe these headwinds are
now fading, however, and that the period
ahead will be much more favorable for
international value stocks—something that
is not reflected in current valuations.

To explain why we believe things are
changing, it is helpful to dig a little
deeper into why the period between the
GFC and the coronavirus pandemic was
such a difficult one for both international
and value stocks. Typically, recessions
are followed by strong rebounds in
economic growth that lift the valuations
of heavily discounted stocks. However,
while there was a recovery of sorts after

the GFC, it was much weaker and more
fitful than usual. Monetary authorities
sought to combat this weakness
through ever-lower interest rates and
quantitative easing. However, not only
did these measures fail to stimulate a
meaningful economic recovery, they also
proved to be an additional headwind

to the earnings of financial companies.
Combined, these factors meant that
earnings growth remained subdued for
an extended period in many traditional
economy sectors.

By contrast, a cluster of technology-driven
firms were able to exploit secular growth
trends, most notably the internet. This
growth was, to a large extent, independent
of economic conditions and continued to
outstrip forecasts for much of the decade.

e
A
N
4
0

AR
B OO0
A

ARy E'%e
b ]
T
) !'A'°Q~\ i?
B 0’&

- I
REARHARY - " | ~ e
Nl ATVTAIO " )

Colin McQueen
Portfolio Manager,
International Equity

Indeed, the low interest rate environment
may even have helped to fuel this growth
as funds for expansion were plentiful and
cheap. It also provided a valuation tailwind
to growth stocks as lower discount rates
raised the value of future earnings relative
to near-term cash flows.

These factors drove a period of dominance
for U.S. growth stocks, whose earnings
comfortably exceeded those of non-U.S.
stocks in the post-GFC era, sending

their valuations skyrocketing. However,
while this was occurring, the generally
weak economic conditions continued to
weigh on value stocks and on markets
outside the U.S., in terms of both a weaker
earnings trajectory and an ever-widening
valuation gap.
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The post-GFC period is over

Just as the GFC reset the macroeconomic
and market environment in 2008, two
events in quick succession changed the
outlook again in the early 2020s. Within
the space of a few years, the coronavirus
pandemic and then the war in Ukraine
delivered a series of supply shocks to

the global economy while significantly
reconfiguring world politics. These
changes have improved the relative
outlook for international and value stocks.

The most dramatic change has been the
resurgence of inflation and subsequent
rise in interest rates. Although headline
inflation has recently subsided and central
banks have begun to cut rates again,
inflation is expected to remain structurally
higher, and there is no realistic prospect of
a return to the very low/negative rates that
prevailed between the onset of the GFC
and the pandemic.

In higher rate environments, current
earnings tend to become more valuable
and future earnings less valuable, which
favors value stocks. Higher rates are

also particularly beneficial for financial
companies, whose profit margins tend to
be greater when rates are elevated due to
higher net interest income. In recent years,
European financials have seen the greatest

The most dramatic change has been the
resurgence of inflation and subsequent rise

in interest rates.

benefit (as they faced the worst negative
rate environment), having seen their
earnings grow by 67% from the beginning
of the pandemic to March 2024; over the
same period, U.S. financials achieved
around 8% earnings growth.

As financial services is a value-oriented
sector that carries a bigger weight in
international markets than in the U.S.,
any future improved performance in the
sector will be welcomed by international
value investors.

Non-tech sectors likely to benefit
from higher capex

Another factor supporting international
and value stocks is the strong prospect of
arise in capital expenditure in the coming
years. The fastest-growing firms in the
period following the GFC were U.S. tech
companies whose business models were
built around intangible assets. We believe
this is changing and expect the period
ahead to be marked by a higher-trend

level of demand for tangible assets,
supporting sectors such as industrials,
energy, and materials—which are typically
value-oriented and compose a larger
proportion of international markets than
the U.S. market. During the last period of
substantial capex (between the dot-com
bubble and the GFC), international markets
performed well relative to the U.S.

There are several reasons why capex is
likely to rise in the coming years:

The global push to transition from fossil
fuels to renewable energy sources will
be a decades-long project that requires
trillions of dollars of infrastructure
investment every year. At the same
time, the rise of generative artificial
intelligence (Al) is fueling a major surge
in infrastructure spending as companies
seek to build models that maximize the
potential of the new technology. This

is expected to add a further 10% to
energy demand over time, putting more
pressure on stretched capacity to deliver
this growth.

Transitioning to a new paradigm

(Fig. 1) The new era will provide tailwinds for international and value stocks

Benign Disinflation Higher-Trend Inflation v v
Low and Falling Bond Yields Rate Normalization v Vv
Maintenance-Level Capex Higher Capital Spending v v
Max Globalization Reshoring ? ?
Disruptive Innovation Disruptive Innovation X X

Drivers of Performance:
Secular Growth, Leverage

As of June 30, 2024.

Drivers of Performance:
Real Assets, Valuations

For illustrative purposes only. Actual future outcomes may differ materially from expectations.

Source: T. Rowe Price.
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Events such as the coronavirus
pandemic and Russia’s invasion

of Ukraine, combined with rising
geopolitical tensions elsewhere, have led
to a greater awareness of supply chain
risk. This has prompted many firms

to begin shifting their manufacturing
bases back home, or to countries that
are geographically closer or politically
“safer.” Reshoring—or “friendshoring”—
will be a multiyear process requiring a
huge investment in domestic industrial
bases across the developed world.

Defense spending is also very likely

to increase amid rising concerns over
geopolitical tensions, particularly
Russian aggression. The “peace
dividend” of previous decades is
effectively being reversed. Eighteen

of NATO’s 31 members will meet their
target of spending 2% of gross domestic
product on defense this year; in 2016,
only five countries met the target.
NATO's spending surged after Russia’s
invasion of Ukraine, but President
Donald Trump’s demand for European
members to spend more on defense
during his 2017-2021 term in office also
had a major impact. The prospect of
Trump returning to office will add further
pressure on members to continue the
upward spending trajectory.

What these challenges have in common is
that a major injection of capital expenditure
will be required to solve them. The sectors
that provide the solutions—chief among

them industrials, energy, and materials—
are value-oriented and compose a larger
proportion of international markets

than the U.S. market. These industries
are likely to attract enormous flows

of investments into physical assets in
the years ahead, which would boost
returns for international value firms.

The Japanese restructuring story
still has some way to run

A perhaps more idiosyncratic earnings
driver for international value is the Japan
restructuring story. Having been stuck in a
deflationary slump since the early 1990s,
last year, the country finally awoke from

its slumber as prices and wages rose at
their fastest rates in three decades. In
response, the benchmark Nikkei 225 stock
index broke its all-time high in yen terms in
February this year.

Although external supply shocks played
arole in these reversals, they do not tell
the whole story. Improved corporate
governance standards continue to have a
tangible—and considerable —impact on
company performance, with shareholders
now a much higher priority in Japan than
they were in the past.

We believe Japan’s recovery has further
to run. The corporate governance
reforms that have swept through
Japanese boardrooms continue to

gain momentum. Japanese companies

have built strong balance sheets over the
last few decades, with more net cash than
anywhere else in the world and extensive
cross-shareholdings. And the indications
are that they plan to put this cash to use:
Last year a survey from the Bank of Japan
revealed that the growth rate for planned
capital investments was at its highest
level since the survey began in 1983. As in
other international markets, value-oriented
sectors are likely to be among the

chief beneficiaries as companies

redeploy resources and improve returns
to investors.

Although it is still early days, South
Korea has sought to emulate Japan's
success in boosting stock valuations
with a corporate governance drive.

Tax incentives have been offered to
businesses that prioritize shareholder
returns, while the new “Korea Value-Up
Index” will list firms that have improved
capital efficiency.

Valuations have yet to reflect
shifting dynamics

The improved outlook for international
and value stocks is not yet reflected in
valuations. International markets continue
to trade at a significant discount to the
U.S., even when adjusted for sector mix,
and within international markets, value
stocks are trading at a wide discount to
growth stocks (Figure 2).

International value is priced well below international growth

(Fig. 2) The gap has widened in recent years
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As of June 30, 2024.
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Chart compares the last 12 months’ (LTM) price-to-book (P/B) ratios of the MSCI EAFE Value and MSCI EAFE Growth indices.
Source: FactSet. T. Rowe Price calculations using data from FactSet Research Systems Inc. All rights reserved.
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But the case for international value is

not just a valuation story. Supply chain
reconfiguration, infrastructure rebuild,
defense spending, and the likelihood

of higher energy prices should favor
traditional value sectors such as industrials,
energy, and materials. Although it is still
early days, there has been an improvement
in earnings growth for international value
stocks since the end of 2019 (Figure 3).
Europe, Australasia, and Far East (MSCI
EAFE Index) value earnings growth is
outpacing that of U.S. value, and the
differential versus the S&P 500 has more
than halved, and yet the valuation gap since
2019 has continued to widen.

The success of U.S. technology stocks
over the last decade has also brought
an increase in index concentration, with

International value earnings growth has recovered since 2019
(Fig. 3) Earnings are now higher than U.S. value

Earnings Growth

MSCI EAFE MSCI USA

Value Index Value Index S&P 500
2010-2019 p.a. 0.50% 5.60% 7.80%
2019-Q1 2024 p.a. 4.30% 3.40% 7.60%

As of March 30, 2024.
Past performance is not a reliable indicator of future performance.
Source: Bloomberg Finance L.P.

improving outlook, investors seeking
such diversification may benefit from
increasing their exposure to international
value stocks.

investors in the U.S. market now much
more heavily exposed to technology than
they would have been a decade ago." This
strengthens the case for diversification,
and given the valuation disparity and

"Based on a comparison of S&P 500 Index composition between June 2014 and June 2024.
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T. Rowe Price identifies and actively invests in opportunities to help people thrive in an
evolving world, bringing our dynamic perspective and meaningful partnership to clients
so they can feel more confident.

Important Information

This material is being furnished for general informational and/or marketing purposes only. The material does not constitute or undertake to give
advice of any nature, including fiduciary investment advice, nor is it intended to serve as the primary basis for an investment decision. Prospective
investors are recommended to seek independent legal, financial and tax advice before making any investment decision. T. Rowe Price group of
companies including T. Rowe Price Associates, Inc. and/or its affiliates receive revenue from T. Rowe Price investment products and services. Past
performance is not a reliable indicator of future performance. The value of an investment and any income from it can go down as well as up.
Investors may get back less than the amount invested.

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities
in any jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.
Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the
sources’ accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date
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no circumstances should the material, in whole or in part, be copied or redistributed without consent from T. Rowe Price.

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the
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DISCLOSURE CONTINUES ON THE FOLLOWING PAGE.
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