THEME ONE
An Economic
Balancing Act

The outlook for inflation and interest
rates (Figure 2) will remain critical in
2023 as investors try to estimate where
rates will peak and when the Fed might
“pivot” toward monetary easing.

U.S. consumer inflation slowed in late
2022, thanks to a partial unwinding of
the oil and other commodity price spikes
seen earlier in the year. But inflation in
the services sectors remained “sticky”
as tight labor markets continued to push
wage costs up at a relatively rapid clip.

“In the U.S,, inflation has likely peaked,”
Thomson predicts. “But the key question
is where it lands. And | think it's unlikely
to be at the Fed’s presumed target of
2%. We know that inflationary shocks
like this one can take years, not months,
to work through.”

Sticky inflation creates considerable
uncertainty about where interest rates
will peak in this Fed tightening cycle.

With rates now in “restrictive” territory,
McCormick says, Fed policymakers
may slow the pace of hikes. But futures
markets suggest investors still expect
the Fed to lift the target for its key policy

tool, the federal funds rate, to around 5%.

Fed policymakers hope to be able to
pause at some point to allow the impact
of previous rate hikes to work their way
through the economy, McCormick adds.
Whether a pause turns into a pivot or is
followed by additional hikes, he says,
will depend on the balance between
inflation and recession risks. But a quick
turn to easing in 2023 appears unlikely.

This means investors waiting for a clear
sign that Fed policymakers are ready
to cut rates could be left standing on
the sidelines longer than they currently
expect. “A lot of investors are looking
for a Fed pivot,” Page says. “But | think
it’s unlikely as long as U.S. employment
numbers remain strong.”

A Mixed Monetary Picture

The inflation picture is more mixed in
other major developed markets, as is the
expected path of monetary policy.

= |In Europe, high energy prices
mean that inflation is likely to be
more stubborn than in the U.S,,
Thomson says. This leaves the
European Central Bank (ECB) in
a difficult spot, McCormick adds.
“Higher inflationary pressures

Central Banks Are Struggling to Control Inflation Without Pushing the Global Economy Into Recession
(Fig. 2) Year-Over-Year Change in Consumer Price Inflation and Global Monetary Policy Actions
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Over the longer
term, a number of
structural factors
are likely to tilt the
U.S. and the other
major developed
economies toward
higher inflation.

— Justin Thomson

Head of International Equity
and Chief Investment Officer

coupled with a high risk of recession U.S. Dollar Strength
will be quite a test for the ECB.” Could Be Challenged

Fed rate hikes contributed to a surge

in the value of the U.S. dollar (USD) in
2022, Thomson notes, creating tight
conditions for non-U.S. borrowers, both
public and private, who rely on USD
funding. Less clear, he says, is whether
this trend will continue in 2023.

= Japanese policymakers may welcome
higher consumer inflation in hopes
that it will bleed through into wage
growth, Thomson says. The Bank of
Japan shows no signs of abandoning
its version of quantitative easing, which
involves managing the yield curve for

Japanese government bonds. “The dollar has always traded as a risk-off

asset,” Thomson observes. “What
was unusual this time around was its
persistent strength against other major
developed market currencies.”

Over the longer term, Thomson argues,
a number of structural factors are likely
to tilt the U.S. and other major developed
economies toward higher inflation.

These include: Despite weakening somewhat in the last

quarter of 2022, as of late November the
USD remained between 35% and 50%
overvalued against the euro, the yen,
and the British pound on a purchasing
power parity basis, Thomson estimates.

= Slow or negative population growth
in many developed countries,
aggravated by lower workforce
participation rates.

= A “reshoring” of global supply
chains, which could make
production less efficient.

Exchange rates can defy fundamentals
for lengthy periods, Thomson notes. But,
given the level of USD overvaluation,

= Demand pressure from hea\/y economic SUrpriseS—SUCh as a
capital spending on the transition to sooner-than-expected Fed pivot—easily
sustainable energy sources. could push the U.S. currency lower in
2023. “We should expect a weaker
"= A greater appetite for deficit-financed dollar and think about what that would
spending on the part of many mean for portfolio construction,” he says.

developed market governments.

A Slowing Economy
Favors Long Duration

Playing Selective Offense

The Fed hiking cycle isn’t complete, but it has covered " Long-Term U.S. Treasuries
much ground. Long duration Treasuries historically

have performed well in recessions and could provide

diversification as the economy weakens.

Small-caps have priced in a dire economic scenario and = Small-Cap Stocks
may offer upside when inflation and growth outlooks = High Yield Bonds
improve. Yields on high yield bonds are attractive relative to

recent history and are supported by strong fundamentals.

For illustrative purposes only. This is not intended to be investment advice or a recommendation to take any particular investment action.
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Additional Disclosures

Information has been obtained from sources believed to be reliable but J.P. Morgan does not warrant its completeness or accuracy. The index is used with
permission. The Index may not be copied, used, or distributed without J.P. Morgan’s prior written approval. Copyright © 2022, J.P. Morgan Chase & Co. All
rights reserved.

Copyright © 2022, Markit Economics Limited now part of S&P Global. All rights reserved and all intellectual property rights retained by S&P Global.

“Bloomberg®” and Bloomberg U.S. Investment Grade Corporate Index, Bloomberg EuroAggregate Credit Index, Bloomberg U.S. Aggregate Credit-Corporate High
Yield Index, Bloomberg Global High Yield Index, and Bloomberg Emerging Markets USD Aggregate Index are service marks of Bloomberg Finance L.P. and its
affiliates, including Bloomberg Index Services Limited (“BISL"), the administrator of the index (collectively, “Bloomberg”) and have been licensed for use for certain
purposes by T. Rowe Price. Bloomberg is not affiliated with T. Rowe Price, and Bloomberg does not approve, endorse, review, or recommend T. Rowe Price
products. Bloomberg does not guarantee the timeliness, accurateness, or completeness of any data or information relating to T. Rowe Price products.

The “S&P 500 Index” is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its affiliates (“SPDJI”), and has been licensed for use by

T. Rowe Price. Standard & Poor’'s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P”); Dow
Jones? is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”); and these trademarks have been licensed for use by SPDJI and
sublicensed for certain purposes by T. Rowe Price. T. Rowe Price products are not sponsored, endorsed, sold or promoted by SPDJI, Dow Jones, S&P, their
respective affiliates, and none of such parties make any representation regarding the advisability of investing in such product(s) nor do they have any liability for
any errors, omissions, or interruptions of the S&P 500 Index.

MSCI and its affiliates and third party sources and providers (collectively, “MSCI”) makes no express or implied warranties or representations and shall have
no liability whatsoever with respect to any MSCI data contained herein. The MSCI data may not be further redistributed or used as a basis for other indices
or any securities or financial products. This report is not approved, reviewed, or produced by MSCI. Historical MSCI data and analysis should not be taken as
an indication or guarantee of any future performance analysis, forecast or prediction. None of the MSCI data is intended to constitute investment advice or a
recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such.
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