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EAFE Wins in Trump Rally

Stronger Global Economy and Operating Leverage Driving Success

Over the last several months, we've made the case that reflation and better economics were
the primary forces behind the S&P 500’s advance, rather than President Trump’s proposed
pro-growth policies. Strong stock returns in the months prior to Election Day and on
November 8, when Hillary Clinton was expected to win, support this point of view.

While U.S. equities have trounced their global pears throughout the recovery, this hasn’t been
the case since the U.S. election or in the months leading up to it. This further challenges the
popular narrative that domestically focused policies, designed to put “America First”, are the
catalyst behind the market’s recent advance.

Exhibit 1: Performance — S&P 500 vs. EAFE (cumulative, not annualized)

% June 2016 Low

Since March 2009 Low through U.S. Election Since U.S. Election

251.5

121

11.2
10.1

6.9
109.2

S&P 500 EAFE S&P 500 EAFE S&P 500 EAFE

Source: S&P, MSClI, FactSet, and RBC Capital Markets Note: Price Returns; EAFE in Local Terms; March low 3/9/2009, June 2016 low 6/27/2016

In the pages that follow, we highlight the recent uptick in the global economy and the fact
that this improvement is extremely broad-based across countries. We go on to explain how
the EAFE index is much more economically sensitive than the S&P 500. Brought together, it
would be quite logical to expect EAFE to continue outperforming as long as the recent
reflationary trends continue.

The arguments made throughout this note are not meant to undermine the case for U.S.
equities, but rather to highlight the broad-based strength of the current investment
environment. The idea of investing in stocks with superior operating leverage also applies to
those companies within the U.S., such as Small Caps, Financials, and other more pro-cyclical
groups.
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PMIs have improved across
all developed markets from
six and 12 months ago

Inflation expectations are
on the rise around the
world
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Global Economic Backdrop Improving

Global GDP has been lackluster throughout the current recovery. That said, conditions have
begun to renormalize, with growth picking up meaningfully over the past six months. This is
most visible in global PMIs. As the chart below shows, readings in many countries were in
contractionary territory just six months ago, whereas all developed markets are now in full
expansionary mode.

Exhibit 2: Global PMls

Feb-17 Jan-17 Aug-16 Feb-16
Global 52.9 52.7 50.7 50.0
u.s. 57.7 56.0
Canada 54.7 53.5
Japan 53.3 52.7 50.1
U.K. 54.6 55.7 53.4 50.9
Euro Area 55.4 55.2 51.7 51.2
France 52.2 53.6 50.2
Germany 56.8 56.4 53.6 50.5
Italy 55.0 53.0 52.2
Spain 54.8 55.6 51.0 54.1
Expanding =252 52 > Neutral = 50
Source: Markit, ISM, Haver, and RBC Capital Markets Note: U.S. ISM PMI, Markit PMI for all others

The weak economic environment since 2009 was also accompanied by extremely low interest
rates and inflation. As the global backdrop regains its vibrancy, so, too, are expectations for
yields and measures of inflation, a huge benefit to Bank profitability. While the chart below
highlights German and U.S. inflation expectations, these trends are visible around the world.

Exhibit 3: Inflation Expectations
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Source: Bloomberg and RBC Capital Markets Note: 10-year breakevens; 5-day MA
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International benchmarks
are overweight higher
operating leverage sectors
such as Financials and pro-
cyclical groups

Within sectors, EAFE is
more exposed to old
economy groups such as
Autos

Old economy stocks have
higher operating leverage
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EAFE Wins in Trump Rally

EAFE’s Superior Operating Leverage

Operating leverage is the change in earnings for each additional unit of revenues. Put
differently, operating leverage captures the sensitivity of a company’s profits to an improving

economy.

For a host of reasons, including weaker economies of scale, stage in the economic cycle, and
higher fixed cost structures, EAFE companies tend to have higher operating leverage.
However, it is the non-U.S. benchmark’s sector exposure that has the greatest impact on its
economic sensitivity. EAFE’s underweight in Health Care and Technology and overweight in
more cyclical sectors such as Financials, Industrials, and Materials highlights this point (see

Exhibit 4).

Exhibit 4: Sector Weight Differences — EAFE vs. U.S.
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Source: MSCI, FactSet, and RBC Capital Markets
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At the sub-sector level, EAFE has much greater exposure to old economy stocks. This is most
visible in the consumer space, where the non-U.S. benchmark is heavily weighted in Autos

and the S&P 500 has a greater exposure to Media and Internet Retailing.

Exhibit 5: Discretionary Sector Weights
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Given greater operating
leverage within EAFE, a
modest economic
acceleration has an
outsized benefit to the
bottom line

Despite similar top-line
trends, EAFE is expected to
out-earn the U.S. index due
to superior operating
leverage

March 20, 2017

As the result of greater operating leverage, small changes in the global economy result in a
far greater impact on non-U.S. profits. As Exhibit 6 below highlights, the recent improvement
in EAFE’s top-line growth resulted in a significantly greater benefit to earnings for the
international index.

Exhibit 6: Change in Forward Growth Expectations over Past Three Months

%  Change in Fwd. Revenue Growth | Change in Fwd. Earnings Growth
I
I
I
|
|
1.8 |
I
0.2 | 0.2
U.S. EAFE u.s. EAFE

Note: MSCI Country Indices (including U.S.); FactSet consensus estimates for Non-U.S. and Thomson Financial estimates for U.S.; change in forward growth
rates; forward growth defined as next 12-month growth
Source: MSCI, Thomson Financial, FactSet, and RBC Capital Markets

The same relationship is visible for overall growth as it is for earnings revisions (see Exhibit 7).

Exhibit 7: Forward Growth Expectations

% Fwd. Revenue Growth | Fwd. Earnings Growth
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Note: MSCI Country Indices (including U.S.); FactSet consensus estimates for Non-U.S. and Thomson Financial estimates for U.S.; forward growth defined as
next 12-month growth
Source: MSCI, Thomson Financial, FactSet, and RBC Capital Markets
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The U.S. has historically
traded at a premium
relative to EAFE

The U.S. currently trades a
3.1x premium to EAFE
despite a more favorable
growth outlook
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EAFE Undervalued Despite Superior Growth

Investors have historically rewarded the S&P 500 with a higher P/E relative to EAFE. This is
the result of greater economies of scale, lower volatility, and more favorable historical
growth trends for the U.S. benchmark.

Exhibit 8: Forward P/E — U.S. vs. EAFE

18 |y
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Source: MSCI, FactSet, and RBC Capital Markets Note: U.S. MSCI USA; 3-month moving average

The question is whether the size of this premium makes sense given the current outlook.
While over the past 10 years U.S. stocks have traded at a 1.8x multiple point premium on
average, the current spread is well above this level. Given the superior operating leverage
and stronger growth outlook for EAFE, it is hard to justify this premium.

Exhibit 9: Forward P/E Spread — U.S. vs. EAFE
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Source: MSCI, FactSet, and RBC Capital Markets Note: U.S. MSCI USA; 3-month moving average
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The valuation premium for
U.S. stocks is quite
broad-based
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EAFE Wins in Trump Rally

The premium valuation of U.S. equities is quite broad-based, with nine of 11 S&P sectors
trading above their EAFE peers. Only Health Care and Technology are at a discount.

Exhibit 10: Relative P/E — U.S. vs. EAFE
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14.9

6.2

3.7
33 31 5,7 L5

2.3

14 0.9

United States Discount

Ene Disc REITs Util Index Mat Ind Fin

Source: MSCI, FactSet, and RBC Capital Markets

-1.0
-1.7

Tel Stap H.C. Tech

Note: U.S. MSCI USA; 3-month moving average




RBC Capital Markets EAFE Wins in Trump Rally

RBC

Global Grids Appendix: Growth Expectations

This report is based on RBC’s “global grids”, which compare portfolio characteristics across
countries, regions, and sectors. Many of these are published each month in our Global
Investment Strategy Playbook.

Exhibit 11: Forward 12-Month Revenue Growth Expectations

% Ene Mat Ind Disc Stap H.C. Fin Tech Tel Ut RET Al

G10 216 68 33 50 40 47 31 55 18 26 39 55
Revenue trends between Belgium - 5.0 - 31 177 45 05 - 01 - - 101
EAFE and the S&P 500 are Canada 207 61 41 32 75 86 50 35 3.0 170 46 3.9
relatively similar France 183 94 35 74 28 53 24 58 12 -03 -08 5.1
Germany - 63 45 32 39 76 18 73 37 04 52 | 38
Italy 12.1 - 11 42 - - 46 - 16 19 - 48
Japan 144 60 36 42 42 27 11 30 26 33 29 39
Netherlands 12 48 48 84 179 - 210 49 -16 - - 121
Sweden 497 185 41 76 55 23 14 25 -03 - - 39
Switzerland - 21 28 44 33 31 12 - 04 - 19 24
United Kingdom 226 112 50 53 58 72 114 103 08 25 29 | 10.9
G10 ex-U.S. 196 76 38 45 62 45 26 34 21 19 29 53
United States 238 45 24 56 25 47 40 63 13 40 52 57
EAFE 190 71 38 47 57 49 40 33 21 20 35 54
Note: MSCI Country Indices (including U.S.); FactSet consensus estimates for Non-U.S. and Thomson Financial estimates for U.S.
Source: MSCI, Thomson Financial, FactSet, and RBC Capital Markets
Exhibit 12: Forward 12-Month Earnings Growth Expectations
% Ene Mat Ind Disc Stap H.C. Fin Tech Tel util REIT All
G10 nm 232 82 126 89 58 139 104 89 -10 101 133
Despite similar revenues, Belgium - 132 - 989 301 194 -22 - 6.4 - - 182
earnings growth is faster in Canada nm. 347 171 96 118 -205 108 130 42 33 05 | 216
nine of 11 sectors France 202 179 95 131 107 39 22 192 326 -244 35 82
Germany - 170 55 90 90 81 37 95 116 137 123 | 88
Italy n.m. - 116 19.4 - - nm. - 10.9 9.5 - nm.
Japan 231 248 147 226 133 58 16 123 146 -98 328 & 13.7
Netherlands -0.3 6.9 4.4  nm. 11.5 - 0.4 13.6 20.3 - - 8.6
Sweden nm. 456 80 120 77 190 55 7.0 28 - - 53
Switzerland - 127 97 247 54 40 136 - -45 - 19 80

United Kingdom  91.0 64.5 6.8 64 110 41 222 11.7 5.9 1.0 3.0 @ 20.6

G10 ex-U.S. 83.0 303 11.0 16.2 12.2 44 158 123 124 46 198 15.8
United States n.m. 11.9 5.5 9.0 6.5 6.4 12.0 10.1 4.5 1.8 5.6 11.5
EAFE 61.1 25.7 106 16.1 12.1 47 156 120 12.2 -2.4 9.0 14.2

Note: MSCI Country Indices (including U.S.); FactSet consensus estimates for Non-U.S. and Thomson Financial estimates for U.S.
Source: MSCI, Thomson Financial, FactSet, and RBC Capital Markets

March 20, 2017 7
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Global Grids Appendix: Revisions

Exhibit 13: Revisions to Forward 12-Month Revenue Growth over Past Three Months

% Ene Mat Ind Disc Stap H.C. Fin Tech Tel Util REIT All

G10 19 28 14 10 01 03 11 09 06 22 -04 10
Revenues are improving Belgium - 0.1 - 30 49 24 22 - -03 - - 3.0
more for EAFE than the Canada 25 10 14 23 14 51 -101 18 03 -08 20 -3.7
S&P 500 France 0.9 26 09 1.2 21 29 02 12 01 -07 -24 04
However, earnings Germany - 09 09 04 -03 01 1.5 0.5 04 79 1.1 1.0
revisions are even more Italy 3.2 - 0.0 1.6 - - 3.2 - 1.4 1.3 - 24
pronounced Japan 11.7 54 25 35 08 1.5 2.6 2.9 08 59 -1.1 31

Netherlands 0.0 15 1.8 0.2 9.7 - 201 -4.3 -0.4 - - 7.1

Sweden -168 33 08 -08 21 00 01 00 01 - - 05

Switzerland - 08 1.0 24 -04 -03 09 - -03 - 03 00

United Kingdom 0.6 4.9 -1.5 -0.5 -0.2 -1.9 8.3 -0.9 -5.2 11 0.6 1.7

G10 ex-U.S. 2.7 3.4 1.6 1.8 0.4 0.3 11 2.1 -0.3 2.8 -1.0 1.6
United States 1.0 1.0 1.2 -0.2 -0.5 -0.5 11 0.3 -1.1 0.9 0.2 0.2
EAFE 2.9 3.2 1.6 1.9 0.2 0.1 2.7 1.8 -0.3 2.8 -1.3 1.8

Note: MSCI Country Indices (including U.S.); FactSet consensus estimates for Non-U.S. and Thomson Financial estimates for U.S.; change in forward growth
rates
Source: MSCI, Thomson Financial, FactSet, and RBC Capital Markets

Exhibit 14: Revisions to Forward 12-Month Earnings Growth over Past Three Months

% Ene Mat Ind Disc Stap H.C. Fin Tech Tel Utl RET Al

G10 3.6 4.1 1.7 2.5 -0.4 -1.9 6.8 -0.4 0.3 0.1 0.0 2.2
Belgium - 2.9 - 443 2.6 -4.3 -9.6 - 3.8 - - -0.3
Canada -53.4 -15.7 4.2 -3.6 0.5 -10.1 2.8 -0.9 -1.0 -3.6 -1.0 1.4
France 1.8 -20.9 -1.3 1.4 13 39 1.0 16 198 -13.0 0.4 0.2
Germany - 3.6 0.3 1.5 -0.9 -1.2 0.9 -1.1 5.8 103 3.2 1.4
Italy -42.4 - 0.6 6.0 - - nm. - 5.4 1.8 - nm.
Japan -1.5 9.3 44 115 0.9 43 2.1 5.7 28 101 -0.8 5.5
Netherlands -5.8 -0.9 -0.7  nm. 1.0 - -2.8 -7.5 -1.9 - - -2.3
Sweden n.m. 1.4 -1.2 -3.5 1.7 -1.3 -7.9 8.6 -6.0 - - -2.1
Switzerland - -1.2 1.0 183 -1.4 -0.8 3.8 - -6.0 - 1.1 0.7

United Kingdom 9.6 289 -1.6 -0.2 -2.2 -3.8 123 -3.7 -1.1 -1.4 -0.2 5.3

G10 ex-U.S. 3.2 6.7 1.7 5.6 -0.1 -0.4 105 2.6 2.9 0.3 -0.1 4.9
United States -4.3 -0.6 1.6 -0.7 -0.7 -2.5 2.9 -0.9 -2.9 0.2 -0.1 0.2
EAFE 8.0 4.9 1.8 5.6 -0.4 -0.9 9.4 1.8 23 0.2 7.4 4.6

Note: MSCI Country Indices (including U.S.); FactSet consensus estimates for Non-U.S. and Thomson Financial estimates for U.S.; change in forward growth
rates
Source: MSCI, Thomson Financial, FactSet, and RBC Capital Markets

March 20, 2017 8
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Global Grids Appendix: Valuations

Exhibit 15: Forward P/E

X

Ene Mat Ind Disc Stap H.C. Fin Tech Tel Util REIT All

G10 234 164 171 161 200 164 13.0 18.0 156 162 167 165
Valuations are more Belgium - 148 - 253 226 170 130 - 153 - - 191
attractive outside the U.S. Canada 233 220 191 135 165 3.4 129 186 164 170 149 158
for nine of 11 sectors France 117 146 176 157 202 159 98 183 148 132 169 147
Germany - 167 156 94 187 157 115 201 200 135 214 | 13.8
Italy 229 - 163 124 - - 98 - 111 117 - 130
Japan 117 151 142 124 201 239 113 190 132 133 127 @ 14.2
Netherlands 153 158 138 269 16.9 - 100 203 227 - - 148
Sweden 240 112 187 174 182 134 146 214 152 - - 167
Switzerland - 216 200 220 209 170 127 - 155 - 230 174

United Kingdom 146 123 163 137 187 144 121 204 189 150 19.7 | 145

G10 ex-U.S. 169 157 158 128 196 170 117 194 151 138 149 148
United States 294 177 185 197 203 161 142 178 162 18.0 17.7 1738
EAFE 145 150 158 135 194 171 119 195 148 147 140 148

Note: MSCI Country Indices (including U.S.); FactSet consensus estimates for Non-U.S. and Thomson Financial estimates for U.S.
Source: MSCI, Thomson Financial, FactSet, and RBC Capital Markets

Exhibit 16: Forward PEG (P/E-to-Growth)

Ene Mat Ind Disc Stap H.C. Fin Tech Tel util REIT All

G10 0.2 0.7 2.1 1.3 23 2.8 0.9 1.7 1.8 n.m. 1.7 1.2
Belgium - 1.1 - 0.3 0.7 09 nm. - 2.4 - - 1.0
Canada 0.1 0.6 1.1 1.4 1.4  nm. 1.2 1.4 3.9 51 304 0.7
France 0.6 0.8 1.9 1.2 1.9 41 4.4 1.0 0.5 nm. 4.9 1.8
Germany - 1.0 2.8 1.0 2.1 1.9 3.2 2.1 1.7 1.0 1.7 1.6
Italy 0.1 - 1.4 0.6 - - 0.0 - 1.0 1.2 - 0.1
Japan 0.5 0.6 1.0 0.5 15 4.2 7.2 1.5 0.9 n.m. 0.4 1.0
Netherlands n.m. 2.3 3.2 0.0 15 - 234 15 11 - - 1.7
Sweden 0.1 0.2 23 1.5 24 0.7 nm. 3.0 5.4 - - 3.2
Switzerland - 1.7 2.1 0.9 3.8 4.3 0.9 - nm. - 12.1 2.2

United Kingdom 0.2 0.2 2.4 21 1.7 35 0.5 1.7 3.2 14.5 6.7 0.7

G10 ex-U.S. 0.2 0.5 14 0.8 1.6 3.8 0.7 1.6 1.2 nm. 0.8 0.9
United States 0.1 1.5 3.4 2.2 3.1 2.5 1.2 1.8 3.6 101 3.2 1.6
EAFE 0.2 0.6 15 0.8 1.6 3.7 0.8 1.6 1.2 nm. 1.6 1.0

Note: MSCI Country Indices (including U.S.); FactSet consensus estimates for Non-U.S. and Thomson Financial estimates for U.S.
Source: MSCI, Thomson Financial, FactSet, and RBC Capital Markets

March 20, 2017 9
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EAFE has greater exposure
to Financial and other
cyclical sectors, while the
S&P 500 has a greater
weight in Technology and
Health Care
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Exhibit 17: Percentage of Total by Country/Region

EAFE Wins in Trump Rally

%

Ene Mat Ind Disc Stap H.C. Fin Tech Tel Util REIT All
G10 62 47 115 136 108 121 167 148 3.8 29 27 1000
Belgium 0.0 6.3 0.0 23 66.7 48 165 0.0 3.4 00 0.0 100.0
Canada 20.5 9.8 64 45 5.2 03 417 2.4 5.2 2.7 1.3 100.0
France 70 47 185 219 116 81 139 3.8 3.7 3.8 3.0 100.0
Germany 00 139 147 211 42 125 122 9.9 6.5 3.0 1.9 100.0
Italy 24.9 0.0 120 138 0.0 0.0 323 0.0 29 140 0.0 100.0
Japan 1.0 58 184 206 7.8 73 146 108 8.3 1.7 3.8 100.0
Netherlands 1.3 70 158 42 223 00 236 228 2.9 00 0.0 100.0
Sweden 1.7 20 277 120 7.6 09 336 8.1 6.5 0.0 0.0 100.0
Switzerland 0.0 96 102 46 204 354 173 0.0 1.9 00 0.5 100.0
United Kingdom 9.1 9.7 80 93 186 11.0 229 0.9 48 41 1.5 100.0
G10 ex-U.S. 56 7.7 140 145 120 96 201 61 56 27 21 1000
United States 66 29 100 130 101 13.7 146 203 27 3.0 3.0 100.0
EAFE 41 7.4 143 141 11.0 9.8 202 56 57 3.8 41 1000
Source: MSCI, FactSet, and RBC Capital Markets Notes: MSCI Country Indices (including U.S.)
Exhibit 18: Percentage of Total by Sector
% Ene Mat Ind Disc Stap H.C. Fin Tech Tel Util RET Al
G10 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Belgium 0.0 1.1 00 01 4.9 0.3 0.8 0.0 0.7 00 00 08
Canada 13.2 8.3 2.2 1.3 1.9 0.1 9.9 0.6 5.4 3.7 1.9 = 4.0
France 56 48 7.9 7.9 5.3 33 4.1 1.3 4.8 6.4 56 @ 4.9
Germany 00 118 5.1 6.2 1.6 4.1 2.9 2.7 6.8 4.2 29 | 4.0
Italy 4.2 0.0 1.1 1.1 0.0 0.0 2.0 0.0 0.8 5.1 0.0 1.0
Japan 1.8 141 182 173 8.2 69 100 83 249 6.8 162 11.4
Netherlands 0.2 1.7 1.6 0.4 2.3 0.0 1.6 1.8 0.9 00 00 1.1
Sweden 0.3 0.5 2.8 1.0 0.8 0.1 2.3 0.6 2.0 00 00 1.2
Switzerland 0.0 6.8 3.0 1.2 6.4 9.9 3.5 0.0 1.7 00 06 3.4
United Kingdom 9.4  13.1 45 44 110 5.8 8.8 0.4 8.1 9.1 3.6 6.4
G10 ex-U.S. 347 621 464 410 425 305 46.0 157 56.0 353 309 383
United States 653 379 536 59.0 575 69.5 540 843 440 647 69.1 617
EAFE 290 695 549 458 447 356 535 167 66.0 57.7 67.9 442

Source: MSCI, FactSet, and RBC Capital Markets

Notes: MSCI Country Indices (including U.S.)
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Global Grids Appendix: Dividend Yield

Exhibit 19: Dividend Yield

% Ene Mat Ind Disc Stap H.C. Fin Tech Tel Utl RET Al

G10 33 21 21 19 25 20 27 15 36 38 33 23
S&P 500 firms prefer to Belgium - 21 - - 25 1.2 3.2 - 38 - - 25
repurchase shares rz?lative Canada 30 11 16 19 13 - 34 06 45 38 52 28
to non-U.S. companies France 5.3 2.3 2.4 2.2 2.3 31 5.1 13 2.8 8.4 5.0 33
Germany - 26 27 28 16 18 36 13 37 24 24 26
Italy 4.8 - 24 11 - - 68 - - 43 - 44
Japan 20 15 17 22 20 18 28 18 22 17 21 20
Netherlands 26 27 25 - 21 - 48 06 38 - - 25
Sweden - 19 25 38 31 13 51 15 53 - - 36
Switzerland - 28 30 19 29 31 44 - 50 - 42 32

United Kingdom 7.1 2.4 2.6 3.8 2.8 3.6 3.9 13 5.5 4.8 4.1 3.8

G10 ex-U.S. 4.6 2.1 2.2 2.4 2.4 2.7 3.9 1.5 3.3 4.4 3.1 2.9
United States 2.7 2.0 2.1 1.5 2.6 1.7 1.7 1.5 3.8 3.5 3.4 2.0
EAFE 5.1 2.1 2.4 2.5 2.5 2.6 4.0 1.5 3.8 4.4 3.4 3.0
Source: MSCI, FactSet, and RBC Capital Markets Note: MSCI Country Indices (including U.S.); Indicated Forward Dividend Yield

March 20, 2017 11
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