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Executive Summary

MACRO  
Central banks and the delicate economic 
balancing act 
There’s never been a spike in inflation above 5% that didn’t trigger 
a recession. Despite the high chances of an economic slowdown, 
there are still ways for investors to play offense in 2023.

EQUITIES  
Now’s the time to be selectively contrarian, 
we believe, in certain strategies 
The trend toward higher inflation and interest rates has major 
implications for investors. In our view, significant equity opportunities 
still can be found in this shifting paradigm.

FIXED INCOME  
Yield is back in fixed income markets (finally)
A brutal year for bond markets in 2022 ended with a silver lining: 
Fixed income yields rose to some of the most attractive levels since 
the global financial crisis. We see several ways to take advantage.

GLOBAL ECONOMICS 
Deglobalization in a connected world 
Recent events are causing a profound reconfiguration of supply 
chains across the globe. Adaption will create new winners 
and losers across industries—and new opportunities for skilled 
active managers.  
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Markets Are at a Turning Point
2022 was one of the most challenging years in capital markets history: We endured the worst stock 
market performance since the global financial crisis; the worst bear market on record for bonds; 
and the worst performance for a 60/40 (stock/bond) portfolio since 1929, as stock and bond markets 
collapsed simultaneously. 

Entering 2023, investors stand at a major turning point. The global economy has shifted from decades 
of declining interest rates into a new regime, marked by the persistent pressure of inflation and interest 
rates that are being raised aggressively across the globe in response.

So what happens next? The lag between central 
bank action and its impact on the economy 
means that this year the effects of past interest 
rate hikes will continue to be felt. 

The outlook for inflation and interest rates 
will remain critical. Sticky inflation creates 
considerable uncertainty about where interest 
rates will peak in this U.S. Federal Reserve 
(Fed) tightening cycle. 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. Whether a pause turns 
into a pivot or is followed by additional hikes 
will depend on the balance between inflation 
and recession risks. But a quick turn to easing 
in 2023 appears unlikely. 

MACRO  

An Economic Balancing Act

An Uncertain Path Forward: Inflation and Recession Risks
As of October 31, 2022

CONSUMER PRICE INFLATION (CPI)

MONETARY ACTIONS
As of November 30, 2022
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Recession in the Cards 
Although an economic recession within the next 12 months is not a certainty, history is not on 
our side. Here are three statistics that illustrate the risk that the Fed’s monetary tightening will end 
in recession:  

1. � 10 of the last 13 hiking cycles ended in recession in the United States.

2. � The Fed has never lowered inflation by 4% or more without triggering a recession.

3. � There has never been a spike in inflation above 5% that didn’t result in a recession.

Earnings Estimates Are Falling
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. Unfortunately, those estimates may be overly optimistic, as past U.S. recessions 
typically have resulted in 15% to 20% earnings declines for the S&P 500 Index. Consider these possible U.S. earnings scenarios ahead:

EQUITIES  

Leaning Against the Wind

Bloomberg U.S. Recessions Probability Forecast
As of October 31, 2022
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Sources: Institute for Supply Management/Haver Analytics, J.P. Morgan/IHS Markit, Bloomberg Finance L.P. (see Additional Disclosures). Data analysis by T. Rowe Price.

	§ A soft landing, in which case 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), resulting in an EPS decline by 19% 
over the next 18 months.

	§ A more bearish scenario, with shrinking 
profit margins, that produces EPS losses 
somewhat worse than in a “normal” recession.
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The Good News: Current Valuations Generally Appear Favorable
Fortunately for investors, the starting point in 2023 for most major asset classes is generally favorable. Any time valuations are below the dotted line shown 
in the chart below, it indicates an opportunity to invest at a discount relative to the historical 15-year average of the asset class. 

Value Exposure Could Be Even More Valuable 
in 2023 
We know from history that regime changes nearly always bring changes in 
market leadership. We believe the value style should be a long‑term beneficiary 
of this rotation. As a group, value stocks historically have outperformed growth 
stocks in high‑inflation periods. Value also appears historically inexpensive relative 
to growth, even though U.S. value benchmarks significantly outperformed their 
growth counterparts in 2022. A selective approach will be key. 

Small-Cap, Big Opportunity
U.S. small‑cap stocks could offer relative performance advantages 
if the U.S. economy doesn’t fall into a deep economic recession in 
2023. On average, small‑cap earnings have recovered more quickly 
than large‑cap earnings in past economic recoveries. U.S. small‑cap 
valuations also appear cheap, both in historical terms and relative 
to large-caps, as we see above. Again, selectivity will be key. 
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Past performance cannot guarantee future results.
Indices listed in the order in which they appear above from left to right: U.S. 10-year Treasury, German 10-year bund, UK 10-year gilt, Italian 10-year BTP, Bloomberg U.S. Corporate Aggregate, Bloomberg EuroAgg 
Corporate, Bloomberg Global Aggregate Corporate—United Kingdom, Bloomberg Global High Yield, Bloomberg EM USD Aggregate, MSCI AC World, S&P 500, MSCI Europe ex UK, MSCI UK, MSCI Japan, MSCI 
EM, Russell 1000 Growth, Russell 1000 Value, Russell 2000, FTSE EPRA/NAREIT Developed, U.S. dollar, EUR spot, GBP spot, JPY spot, JPM EM currency index.
Sources: T. Rowe Price analysis using data from FactSet Research Systems Inc. All rights reserved. Source for Bloomberg index data: Bloomberg Index Services Limited, MSCI, Standard & Poor’s.
Please see Additional Disclosures.

As of August 31, 2021
    As of November 30, 2022
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The Increasing Appeal of Bonds 
Rising rates in 2022 pushed yields in many global fixed income sectors to the most attractive levels 
in decades, which could offer strong return potential in 2023. Higher yields were mirrored in greatly 
improved valuations for both sovereigns and private credits, with many sectors selling close to, or below, 
their 15‑year historical medians as of late November. Higher‑quality credits in the mortgage-backed 
and asset‑backed sectors also are attracting inflows from investors who are looking to shift away 
from equity overallocations, put cash to work, or extend duration.*

High Yield Bonds in Focus
High yield bonds could offer particularly attractive return opportunities in 2023. Credit spreads—
the yield difference between private credits and comparable U.S. Treasury maturities—have widened 
while default rates remain relatively low, enhancing their reward-for-risk proposition. Corporate 
balance sheets are in strong shape, generally. And the energy sector accounts for a smaller share 
of U.S. high yield debt than in the past, reducing default sensitivity. That said, if the U.S. economy slips 
into recession, default rates almost certainly will rise. But it would take a substantial leap to offset the 
return advantage built into current spreads.

Past performance cannot guarantee future results.
*Duration refers to how long it takes for an investor to be repaid a given bond’s price by that bond’s total cash flows. It is often used as a way to measure the sensitivity of a bond’s price to changes in interest rates.

**Yield to worst is a measure of the lowest possible yield that can be received on a bond without that bond defaulting on its payments.
U.S. Default Rate, based on par amount. Yield to Maturity and Default Rate correspond to the J.P. Morgan High Yield Index.
Source: J.P. Morgan Chase & Co. Please see Additional Disclosures for information about this J.P. Morgan information.

FIXED INCOME  

The Return of Yield

High Yield Default Rate and Yield to Worst**
As of October 31, 2022
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GLOBAL ECONOMICS 

Deglobalization in a Connected World

Four Drivers of Increased Capex Spending
As of October 31, 2022

NEAR TERM

 � Inflation will bring forward spending

 � Fiscal Spending on infrastructure

LONG TERM

 � Deglobalization leads companies to invest 
in more localized supply chains

 � Green Transition large-scale investment 
to meet net-zero targets

European Energy: A Case Study
Europe’s heavy reliance on Russia for natural gas, for example, put its energy security 
at risk when the war in Ukraine sent gas prices soaring. Market forces can correct such 
imbalances if given time. Over the longer run, energy development could drive a massive 
global surge in capital spending on the transition from fossil fuels to renewable energy 
sources. Estimates on the amount of capital required to do so are as high as $100 trillion. 
Capital expenditures on that scale should generate investment opportunities on an 
equally grand scale in the technology, materials, and capital goods sectors, as well 
as in alternative energy producers and efficiency innovators.

Global Trade Reimagined 
After decades of globalization, there is a growing narrative that peak globalization is 
now behind us. However, we believe the “deglobalization” trend has been exaggerated. 
Globalization has been defined by the fivefold rise in international trade as a percentage 
of world gross domestic product since the early 1950s. While that ratio has stopped 
rising, it also isn’t falling. That said, recent events have shown that globalization is 
profoundly changing. A number of economies have become dependent on critical 
imports from one specific part of the world. 
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Is China Investable? We Think So,  
but There Are Several Factors to Consider
Investor anxiety about the economic and political future of China, the 
world’s second‑largest economy, weighed heavily on Chinese markets 
in 2022. Trade and technology conflicts added to investor unease, as the 
Biden administration unveiled new export controls designed to restrict 
China’s access to advanced semiconductor technologies.

But pessimism may be overblown. China has taken demonstrable steps 
toward pivoting away from its zero‑COVID policies, clearing the way for 
an acceleration in economic and earnings growth. Despite a turn toward 
stricter market regulation, China’s political leaders, including President 
Xi Jinping, remain committed to a pro‑growth agenda. Much of China’s 
growth over the last three decades has come from property development, 
and that era is coming to an end. But different sectors should continue to 
drive a more moderate pace of economic growth. Furthermore, Washington 
and Beijing both have an interest in avoiding a major break, as that would 
likely cause a mutually assured economic depression.

Volatility Presents Opportunity for Those With 
the Knowledge and Skill to Take Advantage
Moving into 2023 and beyond, supply chains in some industries are likely 
to be reconfigured to limit disruptions such as those caused by war, the 
coronavirus pandemic, or a shifting geopolitical landscape. This could 
lead to stickier inflation and higher volatility. But adaption also will create 
potential opportunities for investors. The companies that can carve out 
important roles in the newer supply chains will be among the big winners—
but skilled active management will likely be critical to take advantage of 
these opportunities.

DOMESTIC POLICY RISKS 

Key Risks:

	§ Data security 

	§ Monetary deleveraging 

	§ Environmental costs

GEOPOLITICAL RISKS  

Key Risks:

	§ Russia-Ukraine spillover 

	§ China-U.S. trade war

	§ Taiwan 

ECONOMIC RISKS 

Key Risks:

	§ Shifting COVID policies

	§ Lack of strong stimulus 

	§ Property downturn

Climbing the Great Wall of Worry
As of October 31, 2022
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Investment Implications
Macro: An Economic Balancing Act

Investment Idea Rationale Strategies to Consider

A Slowing 
Economy Favors 
Long Duration

The Fed hiking cycle isn’t 
complete, but it has covered 
much ground. Rates could be 
near a peak. Long duration 
Treasuries historically have 
performed well in recessions and 
could provide diversification as 
the economy weakens.

	§  Dynamic Global Bond 

	§  Total Return 

	§  QM Bond 

	§  US Treasury Long-Term 

Playing Selective 
Offense

Small-caps have priced in a 
dire economic scenario and 
may offer upside when inflation 
and growth outlooks improve. 
Yields on high yield bonds are 
attractive relative to recent history 
and are supported by strong 
fundamentals. 

	§  Small-Cap Value 

	§  Value 

	§  U.S. High Yield 

	§  Floating Rate 

	§  Credit Opportunities 

	§  Dynamic Credit 

Fixed Income: The Return of Yield 

Investment Idea Rationale Strategies to Consider

Bond Yields Are 
More Attractive

Higher interest rates and wider 
credit spreads have lifted yields 
in many fixed income sectors. 
While a slowing economy could 
further widen spreads, current 
yield levels may provide a buffer 
against a rise in default rates. 

	§  U.S. High Yield Bond 

	§  Global Multi-Sector Bond 

	§  Floating Rate 

	§  Global High Income 

	§  Short Duration Income 

Equities: Leaning Against the Wind 

Investment Idea Rationale Strategies to Consider

A Cautious View 
on Equities

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

	§  Ultra Short-Term Bond 

	§  Dynamic Global Bond 

	§  Stable Value 

An Emphasis 
on Valuation 
and Quality

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

	§  International Core Equity 

	§  All-Cap Opportunities 

	§  International Disciplined Equity 

	§  U.S. Select Value Equity 

	§  Mid-Cap Growth 

	§  Small-Cap Value 

Global Economics: Deglobalization in a Connected World 

Investment Idea Rationale Strategies to Consider

Energy Security 
and “Reshoring”

Geopolitical tensions, 
decarbonization, and global 
supply chain restructuring 
are likely to catalyze capital 
spending in a variety of 
industries and countries. This 
should drive demand for raw 
materials and infrastructure. 

	§  All-Cap Opportunities 

	§  Global Impact Equity 

	§  Global Industrials 

	§  Global Natural Resources 

	§  Latin America 

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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In a market defined by  
new normalities, be active, 
look forward, and invest  
on the right side of change.

Change is the investor’s only certainty.
Thomas Rowe Price, Jr.  
(1898–1983)
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Additional Disclosures 
Bloomberg PORT – Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service 
mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® is a trademark 
and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. 
Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary rights in the Bloomberg 
Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material, or guarantees 
the accuracy or completeness of any information herein, or makes any warranty, express or implied, 
as to the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall 
have any liability or responsibility for injury or damages arising in connection therewith.

Haver Analytics – (Ministry of Health, Labour & Welfare, Statistical Office of the European Communities, 
Bureau of Labor Statistics, U.S. Bureau of Labor Statistics, U.S. Bureau of Economic Analysis, European 
Central Bank, Standard & Poor’s Bureau of Economic Analysis, Federal Reserve Board, Tax Policy 
Center and Citizens for Tax Justice, China National Bureau of Statistics, Bank of Korea)/Haver.

J.P. Morgan Chase – 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 
© 2023, J.P. Morgan Chase & Co. All rights reserved.

MSCI – 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.

S&P – Copyright © 2023, S&P Global Market Intelligence (and its affiliates, as applicable). 
Reproduction of (S&P 500 Index) in any form is prohibited except with the prior written permission 
of S&P Global Market Intelligence (“S&P”). None of S&P, its affiliates or their suppliers guarantee 
the accuracy, adequacy, completeness or availability of any information and is not responsible for 
any errors or omissions, regardless of the cause or for the results obtained from the use of such 
information. In no event shall S&P, its affiliates or any of their suppliers be liable for any damages, 
costs, expenses, legal fees, or losses (including lost income or lost profit and opportunity costs) 
in connection with any use of S&P information.

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 noted on the material and are subject to change without notice; these views may differ from 
those of other T. Rowe Price group companies and/or associates. Under 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 material is provided upon specific request.  

It is not intended for distribution to retail investors in any jurisdiction.

Fixed income securities are subject to credit risk, liquidity risk, call risk, and Interest rate risk. 
As interest rates rise, bond prices generally fall.

Small-cap stocks have generally been more volatile in price than large-cap stocks.

Investments concentrating in a specific sector can be more volatile than investments in a broader 
range of industries.

International investments can be riskier than U.S. investments due to the adverse effects of currency 
exchange rates, differences in market structure and liquidity, as well as specific country, regional, 
and economic developments. These risks are generally greater for investments in emerging markets.

Value and growth investing styles may fall out of favor, which may result in periods of underperformance. 
Investments in high yield bonds involve greater risk of price volatility, illiquidity, and default than higher-
rated debt.

Diversification cannot assure a profit or protect against loss in a declining market.

USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. Securities and Exchange Commission. For Institutional Investors only. 
© 2023 T. Rowe Price. All rights reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively and/or apart, trademarks of T. Rowe Price Group, Inc.

For Investment Professionals Only. Not For Further Distribution.

Risk Considerations:
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