THEME TWO
Leaning Against
the Wind

Soaring bond yields largely drove equity
bear markets in 2022 by compressing
valuation multiples. But in 2023,
earnings growth could move to the top
of the list of investor concerns.

As of the end of November, forward
consensus estimates predicted
mid-single-digit growth in earnings per
share (EPS) for the U.S. and Japan

over the following 12 months, and even
slower EPS growth in Europe and the
emerging markets (Figure 3, right).

Those estimates appear overly optimistic,
Page cautions. Past U.S. recessions
typically have resulted in 15% to 20%
earnings declines for the S&P 500 Index,
he notes.

Thomson lays out three possible U.S.
earnings scenarios, the first reflecting

a soft landing, the second a “normal”
recession, and the third a recession
plus a reversal in a 25-year trend toward
higher U.S. profit margins.

" |n a soft-landing scenario, recent EPS
assumptions for the S&P 500 Index
appear reasonable.

= A “normal” recession, based on the
last four U.S. recessions (not including
the 2008-2009 global financial crisis),

could see EPS decline by 19% over
the next 18 months.

= A recession with shrinking profit
margins could produce EPS losses
somewhat worse than in a “normal”
recession.

Although U.S. equity valuations declined
sharply in 2022, the price/earnings ratio
(P/E) for the S&P 500 remained relatively
high historically as of the end of November,
Page notes (Figure 3, left). Excess liquidity
and demand from passive investors could
be propping up the index’s P/E, Page
suggests, leaving it vulnerable to further
compression if earnings disappoint.

Regime Change Brings
New Leadership

Thomson notes that growth fears in
2022 boosted the popularity of stocks
with relatively low historical exposure

to market volatility and of “durable
growers”—companies with track records
of delivering relatively stable revenue
and earnings growth. Both groups now
appear overvalued, he says.

The trend toward higher inflation and
interest rates, Thomson contends, marks

a “regime change,” a structural shift with
major implications for relative performance.

Equity Valuations Are Cheaper, but Earnings Growth Estimates Have Decelerated
(Fig. 3) 12-Month Forward P/E on the S&P 500 Index and One-Year Forward EPS Growth Estimates
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We know from
history that
regime changes
nearly always
are associated
with changes in

market leadership.

— Justin Thomson

Head of International Equity
and Chief Investment Officer

“We know from history that regime
changes nearly always are associated with
changes in market leadership,” he says.

The value style should be a long-term
beneficiary of this rotation, Thomson
predicts. “I think we’re probably still in
the early innings of this value cycle.”

As a group, value stocks historically
have outperformed growth stocks in
high-inflation periods, Page notes. One
reason: Higher inflation tends to push up
interest rates, fattening lending margins
for banks, which carry a heavy weight in
the value universe.

Value also appears historically
inexpensive relative to growth,

Page adds, even though U.S. value
benchmarks significantly outperformed
their growth counterparts in 2022.

U.S. small-cap stocks also could offer
relative performance advantages if

the U.S. economy doesn’t fall into

deep recession in 2023. On average,
small-cap earnings have recovered more
quickly than large-cap earnings in past
economic recoveries, Page points out.
U.S. small-cap valuations also appear
cheap, both in historical terms and
relative to large-caps, he adds.

Thomson, however, cautions against
painting the small-cap universe with
too broad a brush. “It's a diverse asset
class,” he notes. “The more cyclical
parts should do well coming out of a

recession. But small growth is likely to
do less well.”

Tailwinds for Non-U.S. Markets

Regime change—the economic kind—
also could boost the appeal of non-U.S.
markets in 2023, Thomson argues.

= Value stocks, particularly banks, are
less heavily weighted in the major U.S.
indexes than in most non-U.S. markets.
So high interest rates and value
leadership should favor the latter.

= Sectors that historically have proven
resilient to inflation, such as energy
and materials, are better represented
in many non-U.S. equity markets,
especially emerging markets (EMs).

= The “de-rating” of the big technology
platform companies has only begun,
Thomson argues. Big tech is
underrepresented in most non-U.S.
equity markets, he notes.

= For USD-based investors, a reversal
in dollar strength would put a tailwind
behind local currency returns in
non-U.S. markets.

Japan could be a less obvious
beneficiary of these trends, Thomson
says. If higher consumer inflation bleeds
through into wage growth, it could

shock the economy into a higher level of
domestic demand, which would be good
for Japanese equities.

A Cautious View on
Equities

An Emphasis on
Valuation and Quality

Equity valuations are more reasonable, but earnings
expectations appear to be too optimistic. Time is needed to
assess Fed progress on inflation and better understand the
potential depth and duration of the economic slowdown.

Stocks that do not fit neatly into growth or value buckets have
been somewhat overlooked. Many companies in this middle
category offer attractive growth potential at more reasonable
valuations than can be found at either style extreme.

" Underweight Stocks

= Cash Buffer for Future
Opportunities

= Core Equity
" Higher-Quality Small-Caps

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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