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INVESTMENT VIEWPOINT

The following Investment Viewpoint is based on a presentation that Robert Gensler, portfolio manager for

the Global Equity Strategy, delivered in February 2009 on the changing global equity environment and

current strategy positioning.

Global stock markets are undergoing a profound shift. The
duration of this transition remains uncertain. But the direction
of the fundamental changes in the global economic and
investing environment is becoming clear—as are the potential
benefits of taking a long-term view of portfolio positioning for a
new equity landscape.

From 2002 through 2007, investors were progressively operating
in awonderful world in which the appetite for risk was increasing,
the cost of capital and labor were very low, and profit margins
in virtually all regions around the globe were at historically
high levels.

In 2008, however, the pendulum swung quickly and widely,
devastating economies around the world and leaving global
equity markets searching for a stable bottom.

“We are now in the process of a very severe contraction as the
global economy deleverages,” Mr. Gensler says. “We don't know
the ultimate depth of this downturn, but with each passing data
point we are getting closer to finding it—and the worldwide
government stimulus response is a necessary and encouraging
part of that process.

Figure 1: The Global Landscape Is Transitioning
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“The timing is very uncertain, but eventually the global
economy will adjust to a lower level of economic activity,”
he says. “This deleveraging process is different than anything
we have experienced in recent decades, and it is going to have
to runits course.”

This transition already is evident in the form of tighter credit,
higher cost of capital, more risk aversion, restrained consumer
spending in developed markets, less corporate expansion, and flat
global growth—with economies in the United States, Western
Europe, and Japan shrinking recently and the rate of growth in
some emerging markets slowing markedly.

“This progression likely will take several years,” Mr. Gensler says.
“And when the global economy stabilizes, we're not going to
return quickly to the old norms for growth and profits.”

The New Norms

Mr. Gensler expects the global economy to get worse before
it gets better. Nonetheless, he is hopeful that investors will see
some signs of economic stability forming in the latter half of this
year or early 2010, with global equity markets reacting positively
over a two- to three-year time frame.

Eventually, he foresees a new backdrop for global investing
emerging from this slow transition that is characterized by:

- Lower real global economic growth, in the 1% to 3% range,
with emerging markets as the key drivers.

- Slowly rising interest rates.

« Moderate consumer spending and recovering fixed-asset
investment.

- A gradual return to corporate pricing power and improving
profit margins.

- Equity risk premiums declining and valuations normalizing
after having hit rock bottom.

Still, the transition to these new norms may be rocky.
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“The second-round effects of the large global job losses to date
are yet to be felt,” Mr. Gensler says. “For those who think the
loss of several million jobs in America is problematic, just think
of the loss in China alone of 20 million migrant workers’jobs.”

As markets establish their own base levels, he sees the
potential for several powerful short-term, “indiscriminate”
market rallies, so-called junk rallies, that “are likely to be
followed by disappointment.”

On these rebounds, marginal corporate players—just because
they have survived—may even see sharp gains from their cheap
valuations. But in the long term, Mr. Gensler believes, they are not
where global investors ought to be focused.

Seeking Quality

This historic collapse in global equity markets has resulted in
extreme dislocations between equity prices and underlying
corporate fundamentals. The realignment of valuations and
fundamentals could take two or three years, but Mr. Gensler sees
plenty of opportunity for investors willing to seek out quality
companies Now.

“We're going to see more positive trends, but we're probably not
going back to supernormal growth and stability of the 2005 to
2007 period,” he says.

As a result, Mr. Gensler’s strategy is focused on the market leaders
that he foresees surviving the global downturn and—because of
their healthy balance sheets and access to capital —taking market
share from marginal players who may not survive.

Figure 2: A Snapshot of the World

As of 31 Jan 2009
Figures in USD and trillions where applicable
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Based on 2007 IMF estimates.
*The Europe figures are for the European Union only.
*Based on MSCI free-float adjusted market cap.
“Does not total 100% as residual percentage is derived outside the regions
that are shown.
Sources: MSCI, Morgan Stanley, IMF, and UBS.

In virtually every sector around the world, he says, quality
companies are likely to take market share as the global downturn
forces their weaker competitors out of business or into mergers:
“Think of it as aircraft carriers versus patrol boats. When things
are running fast, the patrol boat can outmaneuver the aircraft
carrier. When things slow, an aircraft carrier can turn and capsize
the patrol boat with its wake.

“The winners will be different from those in the past,” he adds,
“Previous winners were the attackers that benefited from pricing
power, excess demand, and tremendous financial and operational
leveraging. Tomorrow’s winners are more likely the incumbents
with traditional, relationship-based businesses, companies
that can self-finance, and those that can absorb weaker market

competitors.

“No one is going to experience the top-level growth that we have
enjoyed in recent years. So you want to own the number one or
two player in any market. The overall market pie may be shrinking
right now, but | believe these leaders will end up with a bigger
market share and more business on an absolute basis, which
should grow their future earnings prospects.”

The Barbell Approach

Given the current economic uncertainty and market volatility,
Mr. Gensler is taking a barbell approach to investing these
days—positioning his portfolio in less volatile, less economically
sensitive stocks as an anchor but also in depressed stocks that he
expects to outperform in the longer term.

One end of the barbell reflects a defensive approach focusing
on growth stocks that offer greater earnings durability
and stability. The other end reflects a more opportunistic
approach and includes stocks that are gaining market share as
competitors falter and may benefit from expanded price/earnings
ratios when markets recover. These stocks are considered more
market sensitive and offer compelling valuations.

On the sector level, this means his strategy is overweight
as follows:

- Telecommunication services stocks, which have strong
cash flow, are less economically sensitive, able to reduce
their capital expenditures, and enjoying wireless and digital
volume growth.

- Technology stocks, particularly market leaders with quality
franchises, solid balance sheets, compelling valuations, and
attractive growth prospects.

- Consumer discretionary and staples stocks, which offer
relatively strong durable growth, well-known brands, scale
advantages, and, again, solid balance sheets.
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+ Health care stocks, particularly companies with more  Figure 3: Global Equity Representative Portfolio® vs.

stable eamings prospects, leading therapeutics, and no  MSCIAll Country World Index

) As of 31 Dec 2008
regulatory risk. )
Overweight/
Relative Sector Weights Underweight
By contrast, his portfolio is underweight in financials due Telecom Services 7% | . stronget relative growth
to continued instability and in materials and energy because of it U 5% | More stable earnings
Cons. Discretiona 3 t:
demand pressures. v ) S
Health Care 3%
“Th t transitional situati hallengi ltes 2
e current transitional situation poses very challenging Consumer Staples 2% |
global economic circumstances, and there’s been only modest Industrials 29 |+ Weak pricing power
improvement in the stability of the world financial system,” Energy -5% | » Earnings uncertainty
Mr. Gensler says. “But quality companies with balance sheet Materials -5%
strength and solid cash flow offer compelling opportunities. So, Financials NN = 11%
_ ~ H H ich” -15 -10 -5 0 5 10 H Overweight
my two- to three-year view is bullish. e T e

Sources: T. Rowe Price and MSCI. T. Rowe Price uses the MSCI/S&P Global
Industry Classification Standard (GICS) for sector and industry reporting.
Effective September 1 of each year, MSCl and S&P make changes to the
GICS structure. T. Rowe Price will adhere to all future updates to GICS for
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The representative portfolio is an account that we believe most closely
reflects the current portfolio management style for the strategy.
Performance is not a consideration in the selection of the representative
portfolio. The characteristics of the representative portfolio shown may
differ from those of other accounts in the strategy. Information regarding
the representative portfolio and the other accounts in the strategy is
available upon request.
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