T. ROWE PRICE INSIGHTS

ON GLOBAL EQUITIES

No Normal Cycle,
No Normal Recession

The short- and longer-term implications of the
coronavirus on global equities.

he crisis goes on, and much of

the world remains in lockdown

as the coronavirus continues to
impact nearly every aspect of society.
Financial markets, however, appear
to have stabilized and perhaps are
looking to the future. We have already
seen the MSCI All Country World Index
bounce 27.4% off its lows.!

Here, we look at the short-term impact
on the economy and corporate
earnings, but also at the potential
long-term implications for inflation, style
reversion, and de-globalization. Could
unprecedented stimulus measures from
central banks and governments spark
a return of inflation, and hence a style
reversion to value-oriented stocks? Also,
does the transfer of supply chains back
to individual countries help accelerate
the pattern of de-globalization?

Short-Term Pain #1: Economies Set
to Contract Dramatically

The global economy will enter a
recession in the first half of 2020. The
unprecedented freezing of global
commercial activity in order to stem
the spread of the virus is too powerful
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There is also the issue of employment
and financing. Policymakers have
recognized and acted with a speed and
magnitude that few would have thought
possible in “normal times.”

But this will be a different kind of
recession. This is brought about by a
natural disaster, not a debt crisis or an
economic or stock market bubble. We
can’'t blame “bad bankers” this time, and
certainly not bad “Silicon Valley,” which
is helping us through this crisis.

We expect to see disconcerting
numbers coming out in the next few
weeks and months. If people are
unable to leave their homes, economic
performance will be awful regardless of
monetary or fiscal response. This is no

The global
economy will enter
a recession in the
first half of 2020...
But this will be a
different kind of

a foroe for economies to pe ablle to normal economic cycle or recession. recession.
withstand without a significant impact.
" Source: Refinitiv Thomson Reuters (see Additional Disclosure). As of April 30, 2020. MSCI International
All Country World Index (Price) performance in U.S. Dollars from March 23, 2020 to April 30, 2020.
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...when we analyze
the prospects for
stocks individually
and collectively,
we are thinking
much more

about normalized
earnings into 2021
and onward.

Coronavirus—A Monumental Economic Impact
(Fig. 1) But expected to be short term in nature, providing hope for the future
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As of March 31, 2020.
Sources: International Monetary Fund (IMF)/Haver Analytics.
*2020-2024 represent IMF estimates.

One cause for optimism is that this For now, surviving the nearterm cash
contraction should be sharp, but short. imbalance between incomings and
Pent-up demand, active fiscal policy, and outgoings is much more important than
low rates mean that we may see a more P/E levels. Valuations are not defensive
rapid recovery from the 2020 crisis than in the near term at current levels, but
from the 2008-2009 financial crisis. the durability of balance sheets and
business models is supportive. Some
Short-Term Pain #2: Forget dividends may be lowered, but if you
Corporate Earnings for 2020 believe that earnings will recover, and
As first-quarter earnings start to come in the meantime, you may receive an
through, we are already seeing the average 2% dividend yield from equities
impact. Corporate earnings are going while you wait for that recovery, then we
to be ugly and unpredictable. We believe that is an acceptable outcome.

believe we need to look beyond the
current 2020 price/earnings (P/E) ratio
numbers as they are unlikely to be a
good indicator of future returns.

While the current earnings season will

act as a source of stock dispersion and
volatility, we believe the market has done
a decent job of writing off a lot of earnings

How do you manage a portfolio if power in 2020. If we are wrong about
you have no visibility on earnings? the pace and magnitude of the earnings
It will be difficult, but that is where recovery, then the recovery may be less
experience and resources come *V shaped” and more prolonged. The

to the fore. At T. Rowe Price, when nature of the recovery ultimately depends
we analyze the prospects for stocks on the extent and speed of lifting social
individually and collectively, we are and economic restrictions over time.

thinking much more about normalized
earnings into 2021 and onward. What
those projected earnings are and how
quickly stocks normalize their earnings It appears intuitive that some sort of

Long-Term Implication #1: Inflationary
and Deflationary Forces Collide

power will be the keys to recovery. political and societal change will result
Here, we are optimistic that an equity from the current restrictions being applied
cycle can be born again from the to both society and economies. While
improvements we expect to occur over uncertainty abounds, most of these

the medium term. forces appear inflationary in nature.
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While the sheer
strength of growth
versus value may
create a catalyst
for this balance

to adjust in the
near term, we still
struggle to see how
a value complex can
attain longer-term
superiority...

An Era of “Growth” Dominance

(Fig. 2) Factors exist for potential change, but we believe a style reversion is still some

way off
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Russell (see Additional Disclosure).

Accelerating de-globalization, nationalism/
populism (immigration control included),
and a mass fiscal experiment to send
money directly to individuals from the
government would all imply higher
inflationary stimulus over time.

If raising wages for society via helicopter
money and fiscal deficits can be done
once (albeit with the catalyst being a
national emergency), the question as to
whether governments can do it again to
raise real wages (given that wages have
stagnated for 12 years, which is the crux
of populism) is a sensible one.

The forces opposing higher inflation
should not be underestimated, however.
Technology continues to unlock capacity,
while surplus natural resources and
aging demographics remain powerful
deflationary forces. These are large

and secular trends that will not be
steamrolled by fiscal policy with ease.

Long-Term Implication #2: Style
Rotation and More Opportunity for
Value and Cyclicals?

In terms of market style leadership,
growth has materially outperformed
value-oriented stocks through this
crisis, which is intuitive given the relative
impact of economic pain. As markets
have risen, investors appeared to have

doubled down on dispersion between
the two. As a result, combined with

the last 10 years of outperformance

for growth, we now sit amid a truly
unprecedented cycle for growth stocks.
Unprecedented in length, but also in the
sense that it is supported by incredibly
strong fundamentals on the growth side
of the equation.

A value cycle emerging would clearly
have to have some of its foundations
embedded in inflationary forces—forces
that have been missing for over a
decade. But, if stimulus does indeed
push inflation higher, and we must
recognize the unprecedented levels of
central bank and government measures
implemented so far, then a value cycle
could finally be spurred on.

While short term in nature, we last
experienced a shift to value in 2016,
when it looked like economic growth
and, subsequently, interest rates
might normalize. However, this failed
to materialize due to the long-term
secular forces that we have spoken
about extensively.

While the sheer strength of growth
versus value may create a catalyst for this
balance to adjust in the near term, we
still struggle to see how a value complex
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The coronavirus and
the resulting focus

on countries being
able to be more
self-sufficient seems
set to accelerate the
de-globalization trend.

can attain longerterm superiority in this
prevailing environment without changes
on the inflation front. With interest rates
practically at zero for many countries, and
no inflationary impulses likely to emerge
in the short term, we find it difficult to
support a durable style reversion.

Our portfolios, however, have always
had the scope to own cyclicals and
undervalued stocks where there is
a defined catalyst of improvement,
and we continue to analyze any
stocks that can help to smooth
relative returns in the event of a
more cyclically oriented rally.

But rather than look at just stocks with
cheap valuations, our focus remains on
individual companies that should see
their fundamentals improve where their
industries or end products see early
normalization as we move back into

a growing, but still subdued, inflation
world. We remain open to changing
our mind if the facts change, however,
and will be working hard to understand
the impact of this extraordinary period
of government and central bank
intervention, especially if politicians
recognize societal approval for a second
wave of stimulus in more normal times.

Long-Term Implication #3: Coronavirus
Accelerates De-globalization

The coronavirus and the resulting focus
on countries being able to be more
self-sufficient seems set to accelerate
the de-globalization trend.

One outcome of recent events is the
question of supply chain security and
the reliance on non-domestic production
to meet the needs of society, especially
in times of crisis. Think ventilators,
personal protection equipment, and
hand sanitizer and the struggles of
individual governments to provide
enough of these products.

The experience of medical equipment
shortages, along with the existing
U.S.-China friction, will make

self-sufficiency a more important part of
economic policy. Prioritizing domestic
jobs and production could lead to
non-trivial efficiency losses and slower
productivity growth, but these forces are
unlikely to be enough to cause inflation
alone. This will be a significant issue

for some business structures, however.
Especially those with global supply chains
as the focal point of populist policymakers.

Managing a Global Equity Portfolio
in This “New Normal”

There is a growing likelihood that the first
wave of fiscal stimulus will be met with

a second wave when necessary. Near
term, the outlook for global equities is
still highly uncertain given the possibility
of further drawdowns. No one rings a
bell to signal the bottom of the market.

There remains a lack of clarity over the
spread of the virus and the eventual
decisions that will need to be made

to balance a return to work alongside
ongoing infection controls. Many signs
point toward an ongoing normalization of
economic activity in China from low levels,
but we are monitoring the spread of the
virus in parts of Asia where there are signs
of a reemergence of infection trends.

In our portfolios, we haven’t been
hiding in defensive areas; we are

not content to simply accept higher
dividend yields where there is little
prospect of meaningful earnings
growth. Instead, we have been busy,
and our turnover has been higher as

a result. In our view, waiting for the
backdrop to improve is not the best
way to capture returns, and some of the
easy opportunities have already passed.
We have been actively managing risk
and making decisions for both the
short-term improvement we see and
the longer-term changes we expect

to materialize.

We have been adding to secularly
growing companies that we believe
will be beneficiaries of the change
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...we feel optimistic
over the medium term
(12-24 months) that a
new bull market can
potentially be born
from equity valuations
that are lower, as we
see stabilization and
then normalization
of economies.

that is coming. We are gearing for a
long-term change where people travel
less; technology is adopted more
(e-commerce, automated factories);
and health care companies are seen
with new, positive eyes as aids to
societal normalization.

Such changes will require thought and
active management, given the disruptive
nature on indices and presumed norms.
Technology companies are also hiring

huge amounts of staff to deal with the rise

in demand, and this should help them be
perceived in a better light compared with
the villains they have been portrayed on
Capitol Hill in recent years.

There are still significant and
unpredictable risks to manage, and

a measure of diversification remains
key. Longer term, there are also real
and unanswered questions of how
governments will finance stimulus
packages and how rising debt levels
can be serviced. Despite the near-term
uncertainty, we feel optimistic over the
medium term (12-24 months) that

a new bull market can potentially be
born from equity valuations that are
lower, as we see stabilization and then
normalization of economies.
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