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SUMMARY

e 2023 could be an odd year with a shallow recession but with persistent inflation
leading potentially to positive sales growth.

o Cash return to shareholders through buybacks and dividends is expected to slow
in 2023 but still support equity returns.

o With wages increasing and less ability to pass higher costs to customers, margins
are expected to contract in 2023, eating into the positive effects of continued sales
growth and share buybacks.

o The expected slight decrease of 2023 earnings per share will make equity
valuation the main driver of equity return. High valuation relative to historic and
relative to the current yield regime is the main reason for our equity underweight
in the US. In terms of valuation Europe is better positioned than the US despite
our underweight in both regions

TOP LINE SHOULD REMAIN QUITE SUPPORTIVE

While our 2023 central scenario is for a shallow recession in Europe and in the US
with negative real GDP growth, persistent inflation may still allow for GDP growth
in nominal terms at 3.9% in the US, 5.1% in the euro area and 3.4% in Japan. There
is a decent historic correlation between sales growth and nominal GDP growth (see
chart 1) which, if it holds up, should support mid-single-digit growth in corporate
revenues in 2023 across the DM equities space.

Our estimate of 3.9% 2023 sales growth in the US is slightly above consensus expec-
tations of 2.7% but our estimates for Europe and Japan, at 3.5% and 3.0% respec-
tively, are well above consensus expectations of below 1.5%. Such low consensus
sales expectations are driven by nil growth in European cyclical sectors, low growth
in US tech and negative growth in oil & gas in Europe (see chart 2). Our economists
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continue to expect higher oil prices next year (USD115 end of 2023), despite current
weakness, which could provide some positive sales surprise in 2023 in this segment.

Chart 1: Elasticity of S&P 500 sales growth to US
nominal GDP growth

Chart 2: Stoxx Europe 600 2023 consensus sales
growth by sector groups
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BUYBACK LOSING MOMENTUM BUT STILL HEALTHY

Cash return to shareholders (the sum of buyback and dividends), has increased
steadily since 2021 and reached attractive levels in 2022: above 4% in the US (see
chart 3) and more than 5% in Europe (see chart 4). Over past years it has been quite
unusual to have meaningfully higher cash return in Europe than in the US.

In the US dividend yield has almost recovered to its pre-pandemic level around 2%
while buyback yield has lost steam as while technology has so far remained the
main buyback source this is well below peak level reached in 2018. Over the past
year, the loss of momentum in US technology buyback has been compensated by
energy. In 2023, higher interest rates and taxes on buyback will prevent US buy-
backs going higher but we remain fairly positive with an estimated 3.5% cash return

to shareholders.

In Europe, historically and excluding the pandemic, financials have been the main
contributor of cash return to shareholders. In Q3 2022, European energy outpaced
financials for the first time. Our 2023 forecast of 3.5% European cash return to
shareholders is at par with the US, which would mean reversion to the historical
trend, but includes more dividends than buybacks. Overall, our expectations in Eu-

rope may be conservative.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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Chart3: S&P 500 cash return to shareholders % Chart 4: MSCI Europe cash return to shareholders %
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MARGIN CONTRACTION TO MATERIALISE IN 2023

Corporate margins collapsed in 2020 during the pandemic but bounced back
sharply in 2021 when inflation started to pick up. There is a positive relationship
between increasing inflation and increasing margins (see chart 5). Indeed, during
the first stage of an inflationary phase, costs remain relatively fixed but sales are
boosted by inflation which supports margins. The 2021 inflation surge even made it
possible for European companies to largely bridge the structural margin gap with
the US (see chart 6). In 2022, margins were resilient around peak level as high infla-
tion remained sticky.

Margins pressures started to materialise during the Q3 22 reporting season and are
expected to intensify in 2023. Indeed, wage costs are still increasing and corpora-
tions’ ability to pass on cost increases to customers will decline next year with de-
creasing inflation. Our central forecast is for EBIT margin to contract from 16.6% to
15.5% in the US, leading to a negative earnings growth contribution of 6.6%. In Eu-
rope, margin contraction is expected to weigh on earnings by 5%. Overall, our core
scenario points towards a slight decrease in earnings per share in 2023, with mar-
gin compression counterbalancing the positive effects of sales growth and share
buybacks. Margin compression is the main factor that explains why our 2023 earn-
ings outlook is more cautious than consensus expectations: as of 15 December 2022,
consensus expects 2023 earnings per share to increase 3.7% on the S&P 500, 0.7% on
the Stoxx Europe 600 and 5.6% in Japan. 2023 earnings have been revised down
since July 2022 in the US and since September 2022 in Europe.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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Chart 5: S&P 500 EBIT margin variation vs. CPl infla-  Chart 6: S&P 500 and Stoxx Europe 600 EBIT margin

tion variation by year
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VALUATION IN HIGHER YIELD ENVIRONMENT

From the end of 2021 to mid-December 2022, 12-month forward Price Earnings Ra-
tio (PER) lost 24% in Europe, 20% in the US and 10% in Japan. War in Ukraine was
the catalyst for the European derating. At 12x 12-month forward earnings mid-De-
cember, European valuation is exhibiting a discount relative to Japan but is trading
at par with its own average since 1988, excluding the TMT bubble of the 90s (see
chart 7).

Valuation derating in the US started later and was mainly the consequence of sticky
inflation pushing interest rates higher and consequently weighing on rich equity
valuation especially in big tech names. Unlike Europe, US equity valuation at 17.1x
12-month forward earnings is currently trading above the historical average of 15.0
ex-TMT bubble (see chart 7).

In 2022, the yield environment has changed with hawkish central banks determined
to fight inflation. Higher yields tend to decrease the relative attractiveness of equi-
ties relative to fixed income. A simple illustration of that is chart 8 where we plot
the difference between 12-month forward earnings yield and 10-year sovereign
yield. This measure of equity risk premium is at a decade low in the US at around
2% but is still quite generous in Europe at around 6%.

In our view, the new rate environment gives potential for further valuation down-
side in the US whereas the adjustment was made in Europe. Our fair value PE in the
US stands at 15.5%, i.e. a 6.5% earnings yield - a level that can accommodate either
sovereign yield around 4% (slightly higher than current levels) and a 2.5% equity

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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risk premium, or 3.5% sovereign yield and a more standard risk premium of 3%. A
valuation rerating relative to the US could better support European equities.

Chart 7: 12-month forward Price Earnings Ratio Chart 8: difference 12-month forward earnings yield
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EQUITY EXPOSURE STILL LIGHT ENTERING 2023

Our 2023 equity outlook remains uninspiring but nor is it dreadful. Sentiment indi-
cators based on surveys polling institutional or retail investors point towards signif-
icant bearishness even if we moved away from the troughs over the past two
months. Valuations are already significantly adjusted but also equity positioning
that was trimmed down in most of 2022.

Risk parity strategies suffered in 2022 from synchronised poor returns and high vol-
atility in both equities and bonds, which has led to below average equity allocation
but also to trough level leverage. Trend-following strategies (CTA) remain overall
net short equities and for hedge funds overall beta to equities remains in the bot-
tom of the range since 2005 (see chart 9).

Entering 2023, low equity positioning will tend to limit the depth of another leg
down provided the recession turns out to be shallow.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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Chart 9: 12-month beta of HFRI fund weighted index to MSCI AC World
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CONCLUSION

Due to differences in valuation, we have a slight preference for European equities
over US ones, but we remain underweight in both places. We remain neutral UK
and Japanese equities. Stock indexes in both of those locations should benefit from
China’s reopening in 2023: Japan thanks to its business position in Asia, and UK
blue chip indexes through exposure to commodities where we are more bullish than
consensus.

Our core scenario can be challenged by the depth of the recession and/or the hawk-
ishness of central banks. Lower yields could support higher valuation but with the
risk that a stronger recession will weigh more on earnings.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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employees thereof) may act
inconsistently with the infor-
mation and/or opinions pre-
sented in this document.

The information used to pre-
pare this document and/or
any part of such information,
may have been provided or
circulated to employees
and/or one or more clients of
BPCAL/Pictet HK Branch be-
fore this document was re-
ceived by you and such infor-
mation may have been acted
upon by such recipients or by
BPCAL/Pictet HK Branch.

This document is provided
solely for the information of
the intended recipient only
and should not be repro-
duced, published, circulated
or disclosed in whole or in
part to any other person with-
out the prior written consent
of BPCAL/Pictet HK Branch.

Singapore

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not accred-
ited investors, expert investors
or institutional investors as
defined in section 4A of the
Securities and Futures Act
(Cap. 289 of Singapore)
(“SFA") or any person or entity
who is a citizen or resident of
or located in any locality,
state, country or other juris-
diction where such distribu-
tion, publication, availability
or use would be contrary to
law or regulation or would
subject BPCAL and any of its
affiliates or related corpora-
tions to any prospectus or reg-
istration requirements.

BPCAL is a wholesale bank
regulated by the Monetary Au-
thority of Singapore ("MAS”")
under the Banking Act Cap. 50
of Singapore, an exempt finan-
cial adviser under the Finan-
cial Advisers Act Cap. 110 of
Singapore (“FAA”) and an ex-
empt capital markets licence
holder under the SFA. Please
contact BPCAL in Singapore in
respect of any matters arising
from, or in connection with
this document.

Hong Kong

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not “profes-
sional investors” within the
meaning of the Securities and
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Futures Ordinance (Chapter
571 of the Laws of Hong
Kong) and any rules made
thereunder (the “SFO”) or any
person or entity who is a citi-
zen or resident of or located in
any locality, state, country or
other jurisdiction where such
distribution, publication,
availability or use would be
contrary to law or regulation
or would subject Pictet HK
Branch and any of its affiliates
or related corporations to any
prospectus or registration re-
quirements. If you do not want
Pictet HK Branch to use your
personal information for mar-
keting purposes, you can re-
quest Pictet HK Branch to
stop doing so without incur-
ring any charge to you. In dis-
tributing investment products
as agents for third party ser-
vice providers, Pictet HK
Branch is an agent of the third
party service provider and the
product is a product of the
third party service provider
but not Pictet HK Branch. In
respect of an eligible dispute
(as defined in the Terms of
Reference for the Financial
Dispute Resolution Centre in
relation to the Financial Dis-
pute Resolution Scheme) aris-
ing between Pictet HK Branch
and you out of the selling pro-
cess or processing of the re-
lated transaction, Pictet HK
Branch is required to enter
into a Financial Dispute Reso-
lution Scheme process with
you; however any dispute over
the contractual terms of the
product should be resolved
between directly the third
party service provider and
you.

Banque Pictet & Cie SAis a
limited liability company in-
corporated in Switzerland. It is
an authorized institution
within the meaning of the
Banking Ordinance and a reg-
istered institution (CE No.:
BMG891) under the SFO car-
rying on Type 1 (dealing in se-
curities), Type 4 (advising on
securities) and Type 9 (asset
management) regulated activi-
ties. The registered address of
Pictet HK Branch is 9/F.,
Chater House, 8 Connaught
Road Central, Hong Kong.

Warning: The contents of this
document have not been re-
viewed by any regulatory au-
thority in Hong Kong. You are
advised to exercise caution in
relation to the offer. If you are

in any doubt about any of the
contents of this document,
you should obtain independ-
ent professional advice.
Please contact Pictet HK
Branch in Hong Kong in re-
spect of any matters arising
from, or in connection with
this document.

Distributor: Pictet Bank &
Trust Limited, where regis-
tered office is located at Build-
ing 1, Bayside Executive Park,
West Bay Street & Blake Road,
Nassau, New Providence, The
Bahamas.

The document is not directed
to, or intended for distribution
or publication to or use by
persons who are not Accred-
ited Investors (as defined in
the Securities Industry Regula-
tions, 2012) and subject to the
conditions set forth in the Se-
curities Industry Regulations,
2012 or to any person or entity
who is a citizen or resident of
or located in any locality,
state, country or other juris-
diction where such distribu-
tion, publication, availability
or use would be contrary to
law or regulation or would
subject Pictet Bank & Trust
Limited to any prospectus or
registration requirements. Pic-
tet Bank & Trust Limited is in-
corporated in The Bahamas
with limited liability. Itis a
bank and trust company that
is licensed in accordance with
the Banks and Trust Compa-
nies’ Regulation Act and is
regulated by the Central Bank
of The Bahamas. Additionally,
Pictet Bank & Trust Limited is
registered with the Securities
Commission of The Bahamas
as a Broker Dealer Il and is ap-
proved to (i) Deal in Securities
1.(a) & (c); (ii) Arrange Deals
in securities; (iii) Manage Se-
curities; (iv) Advise on Securi-
ties.

Warning: The content of this
document has not been re-
viewed by any regulatory au-
thority in The Bahamas. You
are, therefore, advised to exer-
cise caution when processing
the information contained
herein. If you are in any doubt
about any of the content of
this document, you should ob-
tain independent professional
advice.
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